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nder the provisions of the Troubled Asset 
Relief Program (TARP), part of the Emergency 
Economic Stabilization Act, the federal gov-
ernment has acquired controlling interests in 
hundreds of the nation’s largest banks as well 

as the insurance giant American International Group (AIG) 
and GMAC, the fi nancing arm of General Motors.

While these shares, which were obtained through TARP’s 
capital purchase program (CPP), do not carry voting rights, 
there are additional provisions that would give the Depart-
ment of the Treasury a varying ability to infl uence corporate 
decision making.  In addition, under the Capital Assistance 
Program (CAP), the Treasury has offered to exchange CPP 
preferred shares for CAP preferred shares convertible into 
voting common equity.  Citigroup is the fi rst bank in which the 
Treasury has taken direct voting common equity.  This Merca-
tus on Policy examines lessons learned from other examples 
of government shareholding and explores legal implications 
arising from the current TARP shareholding arrangement 
along with possible ramifi cations on capital markets and the 
private sector.

the sCope and riGhts of federal Government 
shareholdinG

Under the capital purchase program, in exchange for 
providing capital injections to troubled fi nancial institu-
tions, the federal government received preferred shares that 
pay a 5 percent dividend for fi ve years, after which the divi-
dend increases to 9 percent and the government receives 
warrants to buy additional common shares. Participants in 
the capital purchase program may redeem the preferred 
shares after three years, and the Treasury can sell them at 
any time.
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Perhaps the primary question of 
government’s participation in 
financial markets is how it will 
act to influence corporate 
decision making.

While current problems in the credit markets makes the 
Treasury’s true participation in the private sector difficult to 
determine, we can refer to the at-cost values of TARP shares 
purchased from the first nine participants in the program and 
the remaining 206 banks. Excluding shares purchased in some 
of these institutions under provisions other than the capital 
purchase program, at the time of writing, the government has 
an at-cost value of $250 billion of equity in the financial sector. 

As mentioned earlier, the Treasury’s preferred shares do not 
carry the voting rights typically used to ensure the balance 
between shareholders and corporate management. None-
theless, government still retains the ability to nominate two 
“preferred directors” to the board of directors if the partici-
pant falls behind on dividend payments for any six quarters. 
Additionally, the government also retains the right to vote on 
any mergers or acquisition activity and on the issuance of new 
shares. While not an explicit avenue for control, the Trea-
sury could also influence corporate policy by using its power 
to waive certain corporate governance changes mandated by 
TARP funding provisions. 

In 2003 and 2007, the Securities and Exchange Commission 
mounted failed attempts to require shareholder nominees 
to appear on the corporate ballot. House Financial Services 
Committee Chairman Barney Frank (D-MA) has recently 
voiced support for this provision, indicating that the legis-
lature may once again take up the issue. Success of any such 
attempt would inevitably give the government greater control 
over TARP participants. 

Government’s motives and Comparable 
examples

Perhaps the primary question of government’s participa-
tion in financial markets is how it will act to influence cor-
porate decision making. The Treasury’s leverage over boards 

of directors may be influenced by various labor, consumer’s 
rights, and environmental groups. Government deference to 
such constituencies, which often serve to block cross-border 
flows of capital and services to protect particular interests, 
could come at the cost of maximizing financial returns from 
TARP shares to taxpayers. 

While the Treasury’s current leverage in the financial sector 
is unique, there are various examples that illustrate how gov-
ernments holding shares in private sector companies decided 
to use their power to influence decision making. One such 
instance occurred in the 1980s and 1990s when Western 
European governments sold much of their majority stakes 
in airlines, manufacturing groups, banks, utilities, and other 
industries under a push for deregulation. Nonetheless, these 
governments retained “golden” shares that allowed them to 
block mergers or acquisitions of the companies. 

Many find that governments use golden shares to maintain inef-
ficiently high levels of employment or enact other protectionist 
policies. Indeed, France and Germany have been the subject 
of extensive litigation before the European Commission over 
their golden shares in, for instance, Airbus and Volkswagen.

Another example of government motives comes from the Cal-
ifornia Pension Fund, or CalPERS, one of the United States’ 
largest public investors. In a recent press release, CalP-
ERS’ CEO made its ancillary mission of helping the state of 
California clear: “Our ability to generate jobs, improve com-
munities, and invigorate the California economy is an added 
benefit to our main mission of maximizing investment returns 
and minimizing reliance on members and taxpayers to fund 
public pensions.”1 Critics of CalPERS maintain that—similar 
to European governments—the institution sacrifices effi-
cient economic outcomes to achieve a public policy agenda 
by investing in firms that do business exclusively in California. 
Ultimately CalPERS seeks to serve two masters which can 
often not be reconciled. 

Government as lead plaintiff

Shareholders possess the right to join in and sometimes 
serve as lead plaintiff in private litigation against certain firms 
that violate securities laws pertaining to disclosure, registra-
tion requirements, fraud provisions, and other rules. This 
means the government’s new preferred shares may prompt 
involvement with some of the one hundred annual federal 
securities cases that tend to settle for $1 billion to $6 billion.2 
Given that, as an example, CalPERS has roughly $250 billion 
in assets and recovered $925 million through serving as lead 
plaintiff in securities class action suits, Treasury participation 
in this area could amount to billions of dollars per year.

One important question arising from this possibility is whether 
the Treasury would face a conflict of interest when it has a 
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By exercising its shareholder 
litigation rights, the government 
would be further damaging 
financially troubled banks that 
are vital to the national economy 
and that it seeks to protect. But 
by not doing so, the government 
may send a signal that banks 
have carte blanche to violate 
securities laws and taxpayers’ 
interests are subordinate to 
other goals.

will need to examine interaction with current statutes and 
potential conflicts of interest to ensure efficient outcomes and 
avoid unintended consequences in capital markets. Doing so 
may involve a number changes to current provisions, how-
ever a failure to plan for the management of the governments 
shareholder’s rights could have drastic consequences for the 
nation’s economy.

Another complication flowing from government ownership in 
companies participating in TARP is highlighted by the recent 
AIG bonus controversy.  When bonuses to some AIG execu-
tives became public, Congress and the president responded to 
public furor by pressuring AIG executives to cancel the execu-
tive compensation contracts.  Many executives at other TARP 
participants feared that it would encourage other companies 
not to contract with TARP participants, for fear that the TARP 
participants may be forced to violate other types of contracts 
after application of undue political pressure in response to 
the next scandal.

endnotes
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stake in the financial health of the defendant. Furthermore, 
one must question whether the Department of Justice or 
the SEC, which have expertise in securities fraud enforce-
ment, will play a role in a government class-action suit. If so, 
it should be noted that plaintiffs typically piggyback on SEC 
enforcement actions: Since 1999, 20 percent of settle securi-
ties class actions have involved accompanying SEC actions. 

An additional legal question is whether the Private Securi-
ties Litigation Reform Act, which governs the rights of lead 
plaintiffs in federal securities class actions, should be changed 
because the federal government may become a dominant 
player in securities litigation. Specifically, should there be any 
safe-harbors in the in light of the fact that TARP purchases are 
intended to ensure the health of the nation’s banking system?

These legal issues are framed within a backdrop of a sort of 
catch-22: By exercising its shareholder litigation rights, the 
government would be further damaging financially troubled 
banks that are vital to the national economy and that it seeks 
to protect. But by not doing so, the government may send a sig-
nal that banks have carte blanche to violate securities laws and 
taxpayers’ interests are subordinate to other goals. This deli-
cate balance will need to be carefully considered by federal 
authorities in the wake of the acquisition of TARP shares.

liabilitY and ethiCs

Under state law, shareholders in control of a company 
become liable to other shareholders when they use their influ-
ence to enact corporate policy that hurts the minority owners. 
The federal government is likely immune from this control 
person liability, however the new influx of TARP shares gives 
it unprecedented amounts of ownership in the financial sec-
tor. As an ethical issue, it should be considered whether the 
government should retain this privilege. 

Another ethical question involving government’s unique posi-
tion involves insider trading, a violation of federal securities 
laws. The government is exempt from these provisions, how-
ever it can do a great amount of damage to markets by trading 
its shares if it uses its knowledge from regulatory and mar-
ket interactions with banks. It would be essential to ensure 
that the sale of preferred shares is not influenced by internal 
knowledge; failure to do so would erode the integrity of capi-
tal markets by leading investors to believe that the game is 
rigged and stop investing their assets in a market plagued by 
the ultimate insider. 

ConClUsion

The federal government’s new position as the dominant 
shareholder in the financial services sector requires careful 
consideration of its shareholder rights vis-à-vis its position 
as a unique entity in the corporate realm. Federal authorities 
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