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Last year was a banner year for US corporate buy-outs and many experts predict 2007 will be even bigger. A number of factors have been cited to explain this private equity trend, from too much cash sloshing around the markets to the need to get certain deals done quickly before a newly Democratic Congress puts the kibosh on them.

There is another possible explanation for the shift to private equity, however: public shareholders may have made themselves so bothersome that many corporate managers simply do not want to deal with them. Although the media often portray shareholders as helpless victims of managerial greed, this portrait is misleading. For most of the twentieth century, investors who owned stock in public companies were indeed disorganised, diffused, passive and powerless. Today shareholders are in a very different position. Legal and market changes have ensured that public shareholders now enjoy more leverage over directors and executives than at any time in US business history.

The growth of mutual fund investing, for example, allows thousands of small individual investors to amass large positions in a company's stock. Class action lawsuits, which allow single shareholders to sue on behalf of all public shareholders, are on the rise.

Meanwhile, changes in Securities and Exchange Commission regulations have made it easier for shareholders to communicate with each other and have reduced the cost and inconvenience of mounting a shareholder proxy battle to challenge incumbent managers. These regulatory changes have allowed special interest groups to use stock ownership as a platform for pressing companies to change the way they do business. Perhaps most importantly, recent years have seen the rise of large "activist" hedge funds that specialise in acquiring a large block of a company's stock, then using their public shareholder status to threaten managers with a proxy fight or negative media campaign unless the managers pay bigger dividends or even sell the company.

The result is that public shareholders increasingly are using their new clout to pester corporate boards to do everything from promoting human rights in China (Microsoft), to changing the corporation's by-laws to make it easier to oust directors (AIG), to cutting the chief executive's pay (Home Depot). Many directors and executives are getting fed up with what they perceive as whiny public shareholders. Some are deciding they can do without them.

The modern culture of investor entitlement is at odds with a harsh reality: public shareholders are not necessarily all that important to a company's survival and the cash they bring may not be worth the strings attached. Companies that want to avoid having public investors can raise capital instead from the private equity funds or the bond market. If they do this, they can not only avoid dealing with public shareholders' loud and often conflicting demands; they can also avoid costly regulations ostensibly designed to protect public investors, including many Sarbanes-Oxley provisions.

The result may be to harm precisely those small investors that reformers who call for greater "shareholder power" want to protect. This is because, although public investors who sell their shares to a private equity fund often receive a modest premium over the original market price when they sell, after the buyout is done they are no longer investors in the company and no longer entitled to share in its earnings and growth.

It is the buyout firm and its investors - usually foundations and wealthy individuals - that enjoy the company's future profits. So far, those seem to be large indeed, with many buyout funds reporting annual returns of 20 per cent or more. Meanwhile, average investors' returns have been far less impressive, suggesting either that average investors are being left holding stocks in companies that private equity firms do not want for good reason, or that being a public company has become a significant drag on business performance.

In other words, there is reason to suspect that the modern trend toward greater "shareholder power" has gone too far and is beginning to harm the very shareholders it was designed to protect. A certain level of investor protection and power is, of course, essential to an honest and healthy public market. But you can have too much of a good thing. The buyout trend suggests we may already have too much "shareholder democracy" - at least, too much for shareholders' own good.
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