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CalPERS plays waiting game on dual-
share voting structures

The $351bn fund plans to advocate for equal voting rights, or at least for
sunset provisions for unequal stocks.

 Dietrich Knauth | 16 Apr 2018

The $351bn California Public Employee Retirement Plan (CalPERS)

doesn’t plan to take immediate action to protect its equity investments

from corporate structures that limit investors’ voting rights, saying that it

will wait to see how regulators, index providers, and stock exchanges

address the issue first.

Investors are increasingly concerned about dual-class stock structures –

particularly after the 2017 initial public offering (IPO) of Snap, in which the

Snapchat maker offered stock with no voting rights at all – and have

pressured regulators and major market players to step in and protect

investors’ rights. The pension fund has a “material” allocation to companies

with dual-class voting structures, investment staff said at the megafund’s

April meeting – about $20bn, or about 10% of the fund’s $180bn global

equity portfolio. CalPERS has about $1bn invested in securities that offer

no voting rights, including Snap and some master limited partnerships.
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Dual-share structures pose a dilemma for CalPERS, which believes in equal

voting rights, but also  wants as broadly diversified a portfolio as possible,

CIO Ted Eliopoulos said.  CalPERS is in no rush to take action, however,

since its investment staff believes that there will be a lot of activity and

debate among regulators, exchanges, and index providers in the next 12

to 18 months, Eliopoulos said.

“We do see quite a roiling debate by market participants about what is the

appropriate treatment for regulators, for stock exchanges, for index

providers given this more recent development of more and more

companies coming to market with restricted or non voting share rights,”

Eliopoulos said. “We’re in the thick of it, the CalPERS staff is right in the

thick of all those discussions.”

Typically, the argument for dual-class structures is that they allow

management, particularly in innovative tech companies, a grace period to

grow without interference from activists, corporate raiders, and other

shareholders with short term focus. There’s some evidence that that such a

grace period can be helpful, at least for the first few years after an IPO,

according to Dan Bienvenue, CalPERS Managing Investment Director for

global equity. Dual-class structures provide a value premium at  the time of

the IPO, but that premium tends to dissipate within six to nine years,

eventually turning into a negative, according to a CalPERS review.

Companies with unequal voting shares outperformed standard benchmark

by 2.5% per year from 2007 to 2017, according to a recent study, and

removing them from the benchmark would’ve resulted in

underperformance of the benchmark of 30 basis points per year,

Bienvenue said.

The securities with unequal voting rights tend to outperform the most in

earlier years after an IPO, and they offer a “mixed bag” of divergences from

the benchmark, typically having higher growth and higher profitability, but

also lower dividend yields and more earnings variability, Bienvenue said.

The Council of Institutional Investors is one organization that has led the

charge on unequal voting rights, pressuring regulators and index providers

to take the issue seriously, according to Anne Simpson, CalPERS 0 - 12
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Investment Director for sustainability. Index providers have been an

important early ally for investors, as the rise of passive investing has

increased the prominence of index providers’ decisions on which

companies are included, she said.

In 2017, FTSE Russell, MSCI, and S&P Dow Jones have all taken steps to

address investors’ concerns about dual-class shares. FTSE Russell said it

would exclude developed market companies with less than 5% of voting

rights held in free-float shares, with a five-year grace period for companies

already in the index; MSCI proposed a rule that would reduce the

weighting of companies with unequal voting rights, with a three-year grace

period; and S&P Dow Jones said it would exclude all future dual-class IPO’s

from its flagship S&P Composite 1500 and related component indices.

“There’s been some very, very significant response from the index

providers,” Simpson said. “I think we’ve been very pleased to see that each

of the main index providers has made a response.”

While the debate continues to play out, CalPERS plans to continue its

advocacy in support of “one share, one vote” structures, and it will review

whether to change its stance at the midpoint of its current asset-liability

management cycle, in about two years. It also plans to investigate “sunset

provisions” – which allow dual-share structures that expire after a certain

time – as a potential solution.

“Perpetual dual class structures don’t just ask investors to trust a visionary

founder, they ask us to trust the founder’s kids and their kids’ kids and their

grandkids’ kids,” Simpson said. “That’s really intergenerational continuity

we may not want.”

CalPERS president Priya Mathur said that she was prepared to be

“patient” as market views evolve around a “one share, one-vote” model,

but said that she was concerned that too many companies might try to

emulate the success of dual-share companies like Facebook and Google.

“One thing that I’m concerned about is clearly the trend in dual-class

shares becoming more common in the market place,” Mathur said.  “I

would imagine that not all of those companies will be sort of the
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