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NOTE:  This session will take place on Wednesday, September 21. Students submitting memos 
should include two comments, one on each paper. 
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The Relationship of Institutional Investors

and Boards of Directors:
Looking Forward from 2004

Robert A. G. Monks*

Historians will look back on events in 2004 as a watershed in the evolving defi-

nition of corporate governance, particularly with respect to the relationship be-

tween institutional investors and boards of directors. It was a year of simple but

ugly truths: William H. Donaldson, the Chairman of the Securities and Ex-

change Commission, withdrew a proposal enabling shareholder nomination of

directors; the board of directors of more than a few major companies ignored

shareholder resolutions adopted by majorities as high as eighty percent;1 the

compensation of Chief Executives continued to escalate beyond levels previ-

ously or elsewhere considered legitimate.2 A clear pattern has emerged. Share-

holders and directors function in discrete spheres that operate independently

of each other.

In contrast to the corporation laws in other Organisation for Economic

and Co-operation Development (OECD) countries,3 U.S. shareholders do not

have the absolute right to remove directors;4 secondly, irrespective of the size of

the majority, shareholder votes on items in the proxy statement can be, and are,

legally ignored by management. Ownership, thus, stands at a distinct remove

from a board that it cannot affect in three critical ways: it cannot participate in

nominating directors, it cannot remove directors, and it cannot vote to require

directors to consider shareholder initiatives. None of the much5 advertised “re-

forms” of recent years has addressed these questions with the honorable excep-

tion of Chairman Donaldson’s aborted efforts to establish the principle of

shareholder involvement in director nominations.

*Robert A. G. Monks is the publisher of http://www.ragm.com, which is focused on the assem-

bly and dissemination of information and opinion about global issues of corporate governance. He is

also the founder of Lens Governance Advisors, a law firm that advises on corporate governance in the

settlement of shareholder litigation, and he is Deputy Chairman of Hermes Focus Asset Management

in the U.K.

Forthcoming in:
Shareholder Access to the Corporate Ballot

(Lucian Bebchuk, editor, Harvard University Press, 2005)
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2 Monks

Corporate governance is usually diagramed as a series of solid lines indi-

cating linear flows of information, responsibility, and authority back and forth

from owners to directors to managers. It is now clear that a more apposite de-

sign would be two circles, barely tangential, rather in the shape of the figure

eight.

U.S. directors are part of management and not part of ownership.

Investors and boards used to be on the same side; now they

are not. There is huge distrust . . . Investors’ needs are very

simple. They want to know why companies are not making

more money. They want to know why they aren’t getting more

of what is being made and why the executive is getting so

much. And they want to know they are not being cheated. . . .

There are some interesting problems to do with the institu-

tions as guardians of good governance. For a start, they are

agents, not principals. . . . The day job of the investors’ agents

is to make money for themselves and their shareholders. . . .

Their competency is lower than that of external directors on

boards, who operate on a wider, more direct and more con-

tinuous knowledge base. Perhaps most damaging of all . . . is

that the institutions are deeply conflicted, competing actively
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Institutional Investors and Boards of Directors 3

for mandate from the same companies they are attempting 

to monitor and invigilate. They make their money from 

corporate activities — acquisition, mergers, divestments,

underwriting — for which they compete fiercely for corpo-

rate patronage. Governance makes no money in their busi-

ness model. It is a cost and consumer of time they could do

without.5

Boards of Directors

Let us consider the rhetorical question: If Donaldson’s proposal is the answer,

what is the question? It must derive from Peter Drucker’s famous observation a

quarter century ago:

Whenever an institution malfunctions as consistently as

boards of directors have in nearly every major fiasco of the

last forty or fifty years it is futile to blame men. It is the insti-

tution that malfunctions.6

Board failure is not just the litany of recent corporate scandals that have be-

come part of the public consciousness. Let us go back a dozen years to consider

in detail a well-documented board failure.

American Express is one of the great names in American business history.

It was one of the stocks comprising the widely publicized Dow (Jones) Index.

For fifteen years, starting in the late 1970s, James Robinson III, was the ener-

getic and imaginative CEO who took many risks in trying to transform the 

traditional franchise. He was handpicked by the autocratic Howard Clark from

the background of an aristocratic Atlanta banking family, Harvard Business

School, and J.P. Morgan. He was an influential participant in the highest busi-

ness councils such as the Business Roundtable, as well as being a director of

Coca-Cola and General Motors. Robinson was a lot more than this — he was a

“player.” In the late 1970s, he failed in making his first two acquisitions that in

hindsight seem hubristic — of Walt Disney and of McGraw-Hill. The latter

transaction was scarred with acrimony. The number two person at Amex had

to resign, but like Ronald Reagan, Robinson was a “teflon president.” This only

warmed him up for the “swinging ’80s.” There have been several books written

about his various roles — Barbarians at the Gates is the best known and is an

exhaustive and entertaining account of the maneuvering behind the largest

Monks 12-28-04  12/29/04  10:39 AM  Page 3



leveraged buyout of modern times, RJR Nabisco. American Express share-

holders had a great deal of excitement but little profit. By the end of this period

of time, Robinson had been very prominent for a long time. As the popular 

expression goes, “he had dodged a lot of bullets.” Although he was barely fifty,

there was a substantial sentiment for his early retirement. This culminated in a

private dinner before a late summer directors’ meeting in 1992 at which Rob-

inson told a group of senior members of his intention to chair a committee

looking to select the next management of American Express.

Robinson had chosen virtually all of the members of the Amex board. Al-

though his friend and board member, Ross Johnson, the former CEO of RJR, is

commonly thought to have set the world standard for making corporate re-

sources conveniently available to board members, Robinson was no slouch.

Henry Kissinger received a $500,000 annual consulting fee on top of the nor-

mal (not bad!) emoluments for the part-time job; Beverly Sills’ operatic inter-

ests were generously supported by American Express, Robinson and Drew

Lewis sat on each other’s compensation committees, and so forth. He was at-

tentiveness itself to the sensitivities of board members. It can be said that the

Amex board was “Jim Robinson’s board” with the conspicuous exception of

former Mobil CEO, Rawleigh Warner, Joe Williams, and ultimately the elder

Howard Clark, who served in an emeritus position, without a vote. As Warner

put it: “As I think back over the last months of 1992 and January of 1993, it’s

quite obvious that a number of the American Express board members could

not be called independent and that a majority of them was beholden to Mr.

Robinson in one form or another.”7 Robinson’s attentiveness to the realities of

perpetuating power had extended to the creation of a senior position for

Howard Clark, Jr. Nevertheless, the non-voting senior Howard Clark appeared

to be discontented with his protégé.

Robinson guided the board during the fall of 1993 to the selection of Har-

vey Golub to be his successor as CEO. Let’s follow Rawleigh Warner’s account:

A committee of the board was set to work with Mr. Robinson

to find his successor. We had no board meeting in October. In

November the committee made a progress report on its

search. It was going slowly. In January the committee, which

by a quirk of fate at the last minute found itself unable to hold

a most satisfactory and willing successor, announced that it

wanted to extend its search. Mr. Robinson, who had other

4 Monks
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plans and who had moved a majority of directors to his side,

called in two counselors he had used over the years: Joseph

Flom and Felix Rohatyn. They persuaded the committee to

abandon its search . . .8

The name of Harvey Golub as CEO was presented through the financial press

as splendid statesmanship, led by Robinson, in overcoming the anti-Semitism

of the old line company. Robinson, himself, was to stay on as chairman. Only

Warner (who had reached the mandatory retirement age of 72) and Joe

Williams objected.

At this point, real life departed from the careful script. Golub went to a

meeting of institutional investors simply to introduce himself, only to en-

counter a “fire storm” of outrage from the shareholders. They demanded Robin-

son’s head in no uncertain terms and within a couple of days they had it.

There is one matter about which all observers of boards of directors agree

— their most important task is the selection of top executives. Now that the

American Express board had demonstrated in full public its absolute incapacity

to perform this function, one might have expected some contrition — not nec-

essarily a Japanese-style mass resignation, but something. This board had aban-

doned an orderly search for a new CEO largely because of the persuasiveness of

Robinson’s hirelings. Their solution was immediately and unceremoniously re-

pudiated by the highest quality of institutional owners, an event virtually with-

out precedent in American corporate history. Did the board’s nominating

committee believe that this utter public disgrace was reason not to renominate

the despised slate? No. Not a single director failed to be renominated and in the

spring of 1993, the same gang was dutifully reelected for further service.

This tale is a bit long in the telling — but there is purpose in illustrating

three oftentimes ignored realities:

• No board ever — indeed, no individual board member in my cognizance

over a quarter century — has been held accountable for the most egre-

gious of failures — whether it is the Robinson succession, the greenmail-

ing of the Bass brothers by the Texaco board, the hostile takeover and

subsequent destruction of National Cash Register by the AT&T board, the

destruction of value at IBM or Westinghouse, or the somnolence of the

Champion Paper board or, in more recent times, the failures at Enron,

WorldCom, Tyco, Time Warner, and the rest of the household names.

Institutional Investors and Boards of Directors 5
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• Today, when something important needs to be done, the shareholders

deal directly with the principal executives of companies and can’t be both-

ered even to participate in the reform of the board.

• Neither shareholders, nor bankers, nor employees — indeed, nobody —

thinks it important to take even symbolic steps to replace individual di-

rectors who are public disgraces. This is the ultimate epitaph for today’s

American board of directors.

The appalling collapse of corporate governance in the Royal Dutch Shell

group presents further evidence of the irrelevancy of boards as protectors of

owners’ interests. The management deliberately overstated the company’s re-

serves level and concealed what they had done from the board. Where was the

board? Where is it now? The outside directors hired the distinguished law firm

of David Polk and Wardwell to investigate the failures and, seemingly without

regard to the creation of corporate liability, released a report that placed blame

firmly elsewhere — on management.

[I]t is already clear that the consequences will be more dam-

aging for corporate governance than any of its predecessors.

Why? Because, whilst there are governance mechanisms that

can probe for greed induced fabrication and strategic non-

sense, there are none yet capable of challenging corporate

power systems, where information isn’t being ramped up by

crooks and fools, but by competent executives operating to

the norms of a legacy culture which has pre-eminently valued

“co-ordination” rather than “challenge” . . . [T]he board man-

ifestly failed in its primary duty of challenge and invigilation

within the business and subsequently in its accountability to

shareholders.9

Taking another approach toward understanding the seemingly impene-

trable limitations on board effectiveness, we turn to the commitment of corpo-

rate resources employed to “protect” boards from those not nominated by the

self-perpetuating incumbents. Kirk Kerkorian, in his efforts of trying to have a

former director of Chrysler restored to the board, followed a path trodden by

Carl Icahn at Texaco, Harold Simmons at Lockheed, and other holders of bil-

lions of dollars worth of a company’s equity securities who are unable to achieve

board representation.

6 Monks
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There has been some movement in recent years in the United States to re-

move the legal and regulatory obstacles to an independent board candidacy —

for which I deserve (and am sometimes accorded) credit. This arose out of my

candidacy for a seat on the board of Sears, Roebuck in 1991. Even though the

Securities and Exchange Commission (SEC) has ceased censoring communica-

tion between shareholders, they still have not gotten to the point of requiring a

ballot that permits a shareholder to vote for an independent candidate as well

as some of the company nominees. The process reforms, while incomplete, are

welcome, but running as a non-management candidate is still a very expensive

and risky undertaking. My Sears effort was definitely a “poor boy” undertaking

and it cost me upward of $500,000.

I continue to ask myself — what horrendous risk would I present if I were

to join the august board of Sears, Roebuck? I couldn’t even second my own 

motions. As I pointed out with some cogency, my educational attainments were

not notably inferior to those of the incumbents, I had been appointed by 

several U.S. Presidents to run responsible Federal agencies, including service as

a director of the $82 billion United States Synthetic Fuels Company, and I had

served — without dreadful adverse impact on the management and share-

holders — as a director of a dozen public companies in this country and abroad.

I am not unfamiliar with the practice of certain social clubs of never, never,

never admitting an individual so deficient in social sophistication as to have 

applied for membership. At the end of the day, it seems a board of directors is

essentially just such a social club, dressed up with:

• some statutory entreaties whose accomplishment is demonstrably beyond

the capacity of a group with such a limited time commitment;

• theoretical liability — much discussed but virtually never paid for;

• myriad nominal tasks that are passed as a matter of rote.

What is being protected by maintaining these fictions; what societal pur-

pose is being served; what justifies the hugely successful effort to exclude the

uninvited? Consider the Business Roundtable’s prompt reaction to the Forbes

article cited above: “Your article on shareholder voting looks past the good and

serious work that has been done by the business community in corporate gov-

ernance in recent years.”10 It would be informative to have an example of this

“good and serious work.”

It has to do with power. If the board admits its incapacity to regulate its

own membership, it then becomes an entity that will be judged by what it ac-
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complishes. This is not a test to which a part-time group of self-elected mem-

bers wished to expose itself. The “board myth” is useful to many, not only to the

CEO and the board itself, but also to the government. So long as there is an op-

erative fiction that those holding private power are, in fact, accountable to

someone, there is less pressure on government to deal with such knotty exam-

ples of “unfairness” as outrageous executive compensation and the like. Boards

seem to be a convenient construct of the legal profession to provide mythology

for those all too ready to acquiesce. None of this is newly discovered. Myles

Mace, a professor at the Harvard Business School, wrote twenty-five years ago

the definitive account of Directors who do not direct.11

If we want to stop living in denial about the reality of boards, there are two

alternatives:

1. Acknowledge the self-perpetuating nature of the present system and de-

fend it as the time proven best method of achieving corporate objectives;

or

2. Make the relatively modest statutory changes so as to enable shareholder

participation in the director selection and removal process.

Over the last decade, the “smoking gun” of board failure is the compensa-

tion of the Chief Executive Officer, which is universally considered as being a

responsibility of the board. Consider the situation at the beginning of this mil-

lennium.

Pearl Meyer & Partners, the New York-based consulting firm, released a

study of Year 2000 executive compensation at fifty really big industrial and serv-

ices firms, with average sales of $22 billion . . . “Last year, CEOs finally busted

through the vaunted eight-figure pay barrier.” Those in Pearl Meyer’s survey

were paid an average of $10.9 million — up sixteen percent over 1999. The av-

erage compensation package contained $6.45 million in stock — up twenty-

eight percent. But cash was also king: these CEOs received an average annual

bonus of $2.01 million — up twenty percent from 1999. The guaranteed base

salaries rose a paltry four percent to $1.13 million.“In line with CEO pay trends,

top officers and other key executives are being compensated more like entre-

preneurs at risk,” concluded Steven E. Hall, Managing Partners of Pearl Meyer

& Partners. “The ‘pay for performance’ movement has resulted in a huge

amount of executive wealth directly riding on the creation of shareholder

value.”

8 Monks
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Really? If pay is contingent on the creation of shareholder value, then exec-

utive pay should have fallen sharply in 2000. After all, the Dow fell 6.2 percent,

and the NASDAQ slumped thirty-nine percent. In fact, since the majority of

compensation came in stock and/or options, these CEO’s compensation should

have fallen even further. (Options quickly become worthless when stocks fall

below the strike price.) 

Even though some analysts may argue that 2003 pay was

bound to increase given that the stock markets staged a come-

back last year, Hodgson [Paul Hodgson, compensation con-

sultant for the Corporate Library] points out that the biggest

growth in pay has been in the component that were supposed

to be based on several years of performance. The stock mar-

ket was down for three straight years before bounding back in

200312

In fact, these results fly in the face of the notion of “pay for performance.”

And they prove yet another example of how CEOs at big companies have be-

come a class apart. A sort of aristocracy for our times, today’s CEOs are simply

not subject to the same rules and realities that afflict the commoners. Instead of

flying commercial, they soar in the comfort of corporate jets justified by “secu-

rity” needs. And their increasingly elaborate employment agreements guaran-

tee them all sorts of goodies: from cars to gold-plated guaranteed pensions.

Conseco CEO, Gary Wendt, who received an eight-figure signing bonus, has a

clause in his contract that provides reimbursement for gas money! Further,

there is the occasional troubling reminder that by no means all of the elements

of CEO compensation are required to be publicly disclosed (i.e., disclosures in

the contested divorce case of former General Electric CEO Jack Welch).

Critics have long carped about the growing disparity between the salaries

of CEOs and those of the employees who report to them. That’s troubling, to

be sure. But the fact that they play by — and are subject to — a different set of

rules is even more disturbing. Stocks may fall, thus rendering options worth-

less. But top executives frequently get their options repriced at lower strike

prices. Banks may have tightened their lending standards, but many executives

receive seven-figure, interest-free loans, courtesy of shareholders, which appar-

ently are not required to be publicly disclosed. And those loans are frequently

forgiven. Sarbanes-Oxley may have tolled the death knell for direct loans to of-
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ficers, but the ingenuity of the private sector will continue to produce such

rarely disclosed items as split-dollar insurance.

Consider the lengths to which lawmakers have gone to style directors as being

“independent.” Virtually every regulatory and professional body, along with

many institutional shareholders, have promulgated their own exquisite defini-

tions of independence. All of this is in aid of creating an impression of inde-

pendence that simply is not true. Some individuals, I have even served with a

few, are independent by nature and will act independently whether their

brother or their appointer is the object of consideration. Most people, however,

are reluctant to affront someone who has done them a favor. Directorships in

major companies are coveted. It is very difficult for someone on whom mem-

bership in a prestigious group is conferred to act in a way that confronts that

group’s exercise of power.

This is not just a theoretical concern. A critical question of corporate legit-

imacy is whether CEOs set their own pay. “Best practice” has decreed an elabo-

rate “ritual” through which the board of directors creates a Compensation

Committee consisting entirely of “independent” directors. The independence

of the directors on the Compensation Committee is adduced in explanation of

the reasonability of executive pay. Likewise, when the independent members of

the Compensation Committee appoint an independent executive compensa-

tion consultant to assist them, one need suspend disbelief as to the appetite of

personal service organizations to bring unwelcome advice to their clients. The

reality is that very intelligent people have deliberately misused language and

structure in describing the process by which the pay for principal executives of

American corporations is decided.

I don’t pause here to characterize the appropriateness of current levels of

pay. I certainly do not impugn the integrity of the individual participants in the

process. I do believe it is important for those who believe in the law as a civiliz-

ing instrument to consider very seriously the inevitable tendency to erode its

legitimacy when critical words are deliberately misused. American corporate

lawyers have no need to adopt Orwellian practices.

Let me take you back to a meeting of the Compensation Committee of a twenty

billion dollar multi-national conglomerate. Its stock is trading at $50, down

from a year earlier level of $65 at which price options had been granted to the

senior executives. The CEO, who is at the meeting by invitation, is heatedly con-

fronting the committee chairman: “I know that we are all big boys, that we freely
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took the risks, that we are complete hypocrites in our professed belief in free

competition, but I am just telling you the facts of life. My guys are depressed;

they have no practical financial incentive as their options are so far under water

for the foreseeable future; they are not moral philosophers — they are simply

the best team in the industry and the competition is picking them off.” “Does

that mean,” said the chairman, “that you are recommending that we reprice

their options?” “Either that or find some other way of giving these guys incen-

tive right now.” How can even the most exemplary compensation committee

chair, committee member, board member be expected to deal with this reality?

One thing only is certain — neither the market nor the shareholders will ever

forgive the departure of a hugely successful executive.

This is not the place to develop an extensive program for refixing CEO pay

— suffice it to say that there can be no solution without commitment of sub-

stantial resource of time, prestige, money, professional assistance, and leader-

ship from institutional investors.13

Institutional Investors

There are many different categories of institutional investor, but they share a

common dynamic - a fiduciary has a legally enforceable obligation to admin-

ister trust property — “plan assets” in the vocabulary of the Employee Retire-

ment Income Security Act of 1974(ERISA) — for the exclusive benefit of the

beneficiaries. To the extent that involvement in portfolio companies enhances

their value, trustees are obligated to be activists (if such is cost effective for the

fiduciary). This is in contrast with individual investors, whose “liability” is lim-

ited to the amount of their investment and who, therefore, cannot be impressed

with further legal (but, possibly, ethical) obligations. With the exception of

trusts created under state law, the extent and nature of the informing legal obli-

gation for institutional investors can be determined pursuant to existing fed-

eral law: the Investment Company Act of 1940 empowers the SEC to regulate

mutual funds; the Employees’ Retirement Income Security Act of 1974 gives

the Department of Labor authority over private company employee benefit

plans; and the Internal Revenue service power over public employee plans; the

Federal Reserve, the Federal Deposit Insurance Corporation, and the Controller

have various powers with respect to bank trusts.

At the present time, a Federal Law of Institutional Investment is theoreti-

cally possible. All that would be required is an Executive Branch finding that

the involvement of informed owners in the governance of corporations is in
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the national interest and a meeting of the handful of sub-cabinet officials in

charge of the relevant agencies to proclaim the precise elements of “fiduciary

capitalism.” They could begin with the Department of Labor’s ten-year-old for-

mulation,14 or they could do worse than consider the policy statements of the

International Corporate Governance Network.

Shareholders can be involved with the governance of their corporation in

two modalities: responsive and active. The most common attitude is respon-

sive, which consists of voting on measures placed by management and other

shareholders in the annual meeting proxy. It is unusual for institutional in-

vestors to be active. There are a few special purpose investment funds, notably

Relational Investors of La Jolla, California, and ESL of Greenwich, Connecticut,

and a number of individual activists like Carl Icahn, but the only institution in

the world publicly to identify itself with an activist range of values is Hermes,

the wholly owned subsidiary of the British Telephone Pension System.

All categories of institution have the same or similar fiduciary obligations

with respect to monitoring portfolio securities, but experience has been very

uneven. Rockefeller Philanthropy Associates has recently published a volume15

that usefully summarizes the current situation:

The impact of accounting and management scandals on en-

dowments provide a powerful incentive to proactively vote

proxies on corporate governance issues… Foundations do

not exist mainly to protect the retirement benefits of workers

as a pension fund does; they exist to challenge and improve

our society. Engagement with corporations, who play a pow-

erful and growing role in shaping the very facets of our soci-

ety, is a natural and complementary extension of a

foundation’s mission. So it is ironic that shareholder engage-

ment to date has been led by other groups such as public and la-

bor pension funds who are seeking to give shareholders a voice

in monitoring corporate behavior . . . For the most part foun-

dations, for all their leadership potential have remained aloof

from both movements.”16

There are five principal categories of institutional investor. First are the so-

called “public pension” funds (customarily agglomerated for reasons of con-

venience with multi-employer or Taft-Hartley plans) typified by the California

Public Employees’ Retirement System (CalPERS). CalPERS is the only system
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that has had a continued professional presence in corporate governance for

twenty years.17 And yet,

[t]he fund has sometimes been criticized for being politically

motivated. Republicans and business groups are fond of

pointing out that the CalPERS board comprises only Democ-

rats and union leaders. Phil Angelides, a board member who is

the California state treasurer, is the main Democratic candi-

date for Governor in 2006, and is often accused by opponents

of using his CalPERS position to grandstand over issues.18

Periodically, public officials — occasionally the sole fiduciary of state 

pension plans — have taken a high profile on governance issues. During 2004

several state treasurers, under the leadership of Connecticut’s Denise Napier,
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pledged collective action across a broad agenda. There can be so many valid ob-

jections to the politically timed and agendaed involvement of union and public

pension trusts that their involvement could be considered on balance a nega-

tive, if there were anyone else. “In the kingdom of the blind the one-eyed man

is king.”

The second category is corporate pension funds, which are the largest 

single component of institutional ownership, typically with approximately

twenty percent of total outstanding shares. It has been reliably said that corpo-

rate pension funds have never been involved in any kind of activism. There 

are several explanations for this. The first is the common “collective action”

problem where what is in the interest of the group as a whole is not in the in-

terest of the individual components. This is soluble in the institutional context,

because the size of the holdings is so large that economic justification is fre-

quently available for the individual activist. A more serious problem is conflict

of interest. Perusal of the preceeding charts illumines the complexity of the

ERISA structure and the extent to which all fiduciaries in the scheme owe their

commercially desirable position to the plan sponsor. No matter where voting

responsibility is placed, the tendency will be strong not to jeopardize a prof-

itable business relationship.

Conflict of interest permeates the financial conglomerates that are the

usual ERISA fiduciary. The fact of conflict is not in itself critical; what is essen-

tial is public awareness of how these conflicts are resolved. It is within that con-

text that the Department of Labor’s famous inability to enforce the fiduciary

requirements of ERISA has so contaminated the development of fiduciary cap-

italism. There is not even a requirement that fiduciaries keep a public record of

how they have voted. The prevailing practice is a bastardization of the “golden

rule” — “My pension fund will treat your management the way we would like

your pension fund to treat our management.” All this in the face of ERISA

specifically requiring that “plan fiduciaries” manage assets “exclusively for the

benefit of plan participants”.

The General Accountability Office has been studying this situation for

more than a year and on September 9, 2004 issued a report sharply critical of

the Department of Labor (DOL) for failing utterly to enforce the ERISA prohi-

bition against trustee conflict of interest so as to protect the rights of pen-

sioners. This extensive review was prompted by the per se violation of ERISA

by Deutsche Asset Management in the 2002 merger of Compaq and Hewlett-

Packard, already the subject of SEC enforcement action, but which the Depart-

ment of Labor has — as of this fall of 2004 grandly ignored. The report suggests
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that it is doubtful whether the federal Department of Labor can ever be an 

effective enforcer of conflict of interest law. The recent performance of the

merged companies suggests that the dissidents had the better of the argument,

which makes the failure to enforce the law more poignant.

It is worthwhile considering at some length enforcement failure that has

escalated to a de facto repeal of the law. I quote from a letter I wrote to the

Comptroller General of the United States, David Walker, on February 19, 2003

concerning the Hewlett-Packard-Compaq merger.

That ERISA’s “exclusive benefit” requirement is no longer

taken into account is the only explanation that I can have for

the parties’ conduct in the Hewlett-Packard proxy contest.

This literally was the largest proxy contest for many years with

huge stakes involving financially competent and profession-

ally advised parties. Apparently the applicability of ERISA

never occurred to William Hewlett’s lawyers; the need to con-

sider ERISA was not brought before the learned Delaware

Chancellor and he saw no reason, on his own motion, to re-

quire that it be included in the case. Hence the published

opinion simply reflects the state of jurisprudence as if ERISA

did not exist.

A few extracts from Backfire19 give unique flavor because they make clear

that the parties have no idea that they are clearly breaking a law and that this

breach may have serious consequences for them.

Later, Hewlett-Packard handed the bank a one million dollar

contract to investigate how other institutions were voting in-

cluding an extra one million if Hewlett-Packard won the

proxy fight.20

It is plainly impossible to prove that the bank, an ERISA fiduciary, was 

acting for “the exclusive . . . benefit” of HP plan participants when it was being

paid by one of the parties in the deal.

At that point, Griswold [CEO of Deutsche Asset Management

(DAM), the bank, above] slipped through the Chinese wall

and asked Barr [Chief Investment Officer of Deutsch Bank
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Global Investment arm] on the investment side to set up a

meeting with HP.21

This is a per se violation of ERISA, the search by a fiduciary for “considera-

tion” other than the “exclusive benefit” of plan participants.

During the conference call on the day of the vote when DAM was success-

fully importuned to change its vote the following questions were asked:

“Do we know what the advisors for HP are getting now?

I mean, they — I didn’t want to ask the question because I

was afraid it might be us, but. . . .”

“I believe the answer is we are one of the advisors,” Barr

answered.

“Isn’t there some sort of performance fee associated with

that as well?” the unidentified speaker continued. “I have no

way of knowing and I’m not even going to ask the question,”

Barr answered.22

Clearly, DAM knew they were violating some law.

A few days later Fiorina [CEO of HP] called Griswold to

thank him for arranging the meeting with the investment side

of the house. “Thanks for going to bat for us,” she said, ac-

cording to trial proceedings. “You know, I’d like to thank you

personally. Look forward to doing business with you in the

future.” Three days later Thornton advised Griswold to erase

the message, which he did.23

Both HP and Deutsche knew that intervention by the investment banking

side of Deutsche as a paid consultant to HP — a per se violation of ERISA —

was critical to the victorious result.”

These extracts illuminate the extent to which non-compliance — possibly

utter ignorance — with ERISA has become the law of the land. This means that

the largest, best-staffed, and most knowledgeable component of the institu-

tional investor world has a negative incentive to become involved as “owner” of

portfolio companies.

The mutual fund sector is the third category. The federal Securities & Ex-

change Commission has recently taken steps to assure appropriate involvement
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by mutual funds. The Commission requires, effective July 1, 2004, that invest-

ment companies, subject to the Investment Company Act of 1940, shall disclose

how they voted on all proxy matters during the preceding year. This means that

beneficiaries will be able to learn how their “trustees” acted — did they, for 

example, withhold votes from the reelection of Michael Eisner at Disney? With

this knowledge, they can decide whether to continue their holdings; they can

inform management of their displeasure; in extreme cases, they can contem-

plate litigation. The point is that — with knowledge — investment company

beneficiaries can protect themselves. Suppose it happens that ERISA fiduciaries

for Disney’s employee benefit plans voted their shares in favor of Eisner’s reten-

tion in the face of their consultant’s advice (which, hypothetically, it can be 

assumed they follow ninety-five percent of the time) to the contrary? Suppose

these shares, possibly augmented by shares “owned” by the financial conglom-

erates furnishing banking services to Disney, made the difference in deter-

mining whether a majority was in favor of not reelecting Michael Eisner. This

information is valuable in decision making on the beneficiaries part.

Universities and Foundations are the fourth and fifth categories. The first

is conspicuous for teaching ethics and the second for distributing money to 

alleviate suffering. Neither of these missions has had the slightest effect in 

making these — the great and the good — act as responsible owners of port-

folio equities. Where are the “great and the good”? Universities with a mission

of teaching ethics and foundations who contribute generously to mitigating the

impact of externalized liabilities of corporate functioning have been notably

inactive as shareholders, notwithstanding fiduciary law and traditions. An in-

dictment based on conflict of interest would not be appropriate, but the inter-

locking relationships between top corporate and charitable fiduciaries is a

reality that must be recognized and resolved.24

Harvard has demonstrated the imagination and foresight in times past to

create a cost-effective collective action vehicle with their Investors Responsibil-

ity and Research Center (IRRC) to meet the need for responsible investing. The

times are different today, but the need to meet the challenge for a healthy equity

culture remains acute. Harvard cannot survive without investment returns re-

quiring a high quality of governance. Nor can Harvard expect that the leader-

ship for nurturing this governance will come from others.

The most serious adverse consequence of the failure of most institutional

investors to participate as responsible owners of portfolio companies is the in-

evitable effect of trivializing the efforts of those who do. Not only can the par-

ticipants be shown as being numerically small, but they can also be shown to 
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be grouped at the extreme of an ideological spectrum. Beyond this, the public

pension funds can quite rightly be characterized as having their doubts about

capitalism, little experience in the business world, and very limited staff empa-

thy with corporate chieftains. Unless the whole range of institutional investors

can be brought to participate, the ownership agenda will not be perceived as

being legitimate and will be able to be ignored.

The reality is that American shareholders have only slender rights as dis-

cussed above in connection with the inability to remove directors. This absence

of rights, in contrast with owners in other countries, is balanced by a highly 

developed system of shareholder litigation by which shareholders can recover

losses and effect governance reforms.

It is best practice today in derivative shareholder litigation to include a

“governance” element, so that the judicial process can be agreed to have pro-

duced enhanced value for the continuing shareholders of the corporation. The

huge shareholder and employee losses at Enron can in the first instance be laid

at the door of institutional investors, who collectively own a majority of the

stock, but who, by and large, refuse to take ownership responsibility for what is

happening at “their” company. This situation is particularly acute with the 

financial conglomerates — including the defendants in the pending Enron 

litigation — where conflict of interest is rampant. Each of these institutions,

through their money management subsidiaries, acts as a fiduciary for the bene-

ficiaries of employee benefit plans at the same time that they have other busi-

ness relationships with the plan sponsor companies.

We have observed the failure of government enforcement of the conflict of

interest prohibitions in ERISA. Nor does today’s Department of Labor consider

the subject worth further investigation. “[T]he diversion of needed resources to

an enforcement study that we have no reason to believe will find significant

non-compliance with ERISA would be an inappropriate use of resources.”25 An

alternative is to enable a private remedy for damage caused by fiduciary

breeches. The Enron defendants comprise a significant portion of the leader-

ship of the entire institutional fiduciary industry. As part of the settlement for

damages caused by their complicity in Enron deception and loss, it would be

appropriate to require that defendant fiduciaries make public all decisions

made with respect to discharging ownership responsibility – including voting –

of portfolio companies where conflicting interest exists. This transparency

would enable beneficiaries to know, evaluate, and ultimately require accounta-

bility for trustees’ decisions. As we have noted recent SEC reforms have created

this right for the “owners” of mutual funds.
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Adding this governance component to the settlement would materially en-

hance the value of publicly traded companies in America. Nor should this re-

form involve significant incremental costs for the defendant banks. Their real

obstacle was not cost, but competitive disadvantage. Unless all fiduciaries know

that all other fiduciaries are subject to law, and will comply, there is disincentive

for any one of them to do what each of them knows to be the right thing to do.

This settlement would, therefore, liberate the fiduciary instincts of defendant

banks.

A recent illustration of the full potential of a Governance Settlement was

in the case involving Hanover Compressor. As part of the settlement, Hanover

agreed to a process for shareholder nomination of directors. I spell out the full

provisions, knowing that the reader’s tolerance will be tested, in order to

demonstrate how relatively easily the English language can be used to fill a 

gaping governance need.

II. Shareholder Nominated Directors

A. The Board through its bylaws or otherwise shall establish a procedure

for shareholders to nominate one or two directors as detailed below.

1. Initial Review Process. As soon as reasonably practicable after the exe-

cution of a Memorandum of Understanding attaching as an exhibit

this Corporate Governance Term Sheet, Lead Plaintiffs’ Counsel (or

their designee), in coordination with the Chairman of the Board of

Hanover (or his designee) shall seek to identify potential directors. In

undertaking this process, Lead Plaintiffs’ Counsel (or their designee),

in coordination with the Chairman of the Board of Hanover (or his

designee) shall contact each individual or entity holding more than

1% (but less than 10%) of the Company’s common stock for the pur-

pose of requesting that such shareholder or shareholders provide the

name or names of candidates for Hanover’s Board of Directors. Lead

Plaintiffs’ Counsel, in coordination with the Chairman of the Board,

shall conduct an appropriate review (including background informa-

tion and interviews of prospective candidates) and submit the names

of the individuals determined to be qualified (as measured against cri-

teria to be established by Hanover’s Board of Directors in the exercise

of their business judgment) to the Nomination and Corporate Gover-

nance Committee for review.

2. Initial Selection Process. Hanover’s Nominating and Corporate Gov-

ernance Committee shall review each of the candidates submitted to it
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by Lead Plaintiffs’ Counsel and select from among them the two de-

termined by the Committee in the exercise of its business judgment as

the most appropriate for being added to Hanover’s Board. In the event

that two are not selected from those presented to the Nominating and

Corporate Governance Committee, Lead Plaintiffs’ Counsel shall be

advised of this determination, including the reasons for it, and shall be

given an opportunity (utilizing the process noted above) to continue

to submit qualified candidates until two candidates are identified.

Once two candidates are identified, the Nominating and Corporate

Governance Committee shall recommend to the Board, and the Board

shall, subject to its fiduciary duties, elect the two candidates.

3. Vacancies Among Selected Directors. Should either or both of the 

directors selected pursuant to paragraphs (1) and (2) hereof cease to

be on the board because of death, resignation, disability or removal,

Lead Plaintiffs’ Counsel shall have the right to initiate and participate

in the selection of a replacement director or directors following the

procedure set forth in paragraphs (1) and (2) above.

4. Additional Term of Selected Directors. After their initial election to

the Board, the two shareholder nominated directors shall be nomi-

nated by the Board at the next annual election at which directors are

elected to serve for an additional one year term; provided, however,

that in the event either or both of such directors die, resign, or are dis-

abled or removed, or if the Board determines reasonably and in good

faith that they should not be nominated, then Lead Plaintiffs’ Counsel

shall have the right to initiate and participate in the selection of a re-

placement director or directors following the procedure set forth in

paragraphs (1) and (2) above.

5. Continued Election of Single Shareholder Nominated Director.

After the election of the two shareholder nominated directors as

specified in paragraph (4) above, who shall serve for a term of one

year, at the next annual election of directors the Board, subject to its

fiduciary duties, shall only be obligated to nominate, in its sole dis-

cretion, one shareholder nominated director; provided, however,

that nothing herein will prevent the Board from nominating both

shareholder nominated directors; provided, further that in the event

either or both of such directors die, resign, or are disabled or re-

moved, or if the Board determines reasonably and in good faith that

they should not be nominated, then Lead Plaintiffs’ Counsel shall
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have the right to initiate and participate in the selection of a replace-

ment director or directors following the procedure set forth in para-

graphs (1) and (2) above.

Apparently this process was implemented to the satisfaction of all. It is

noteworthy that these settlement provisions conferred a more spacious partici-

pation for shareholders than that contemplated by Chairman Donaldson’s now

aborted proposal.

Effective governance involvement by institutions in the future will depend

on:

• The demonstration that the market places a premium value on well-

governed companies;

• The development of structure for efficient collective action by institu-

tions; and

• The belief — backed up by action — that conflict of interest laws respect-

ing all classes of institution will be meticulously enforced and that there

will no longer be a market place for “shirking fiduciaries”

Conclusion

The corporate paradigm was definitively revised in 2004. The power of man-

agement to obstruct governmental “reform” and to retain its hugely enhanced

share of corporate earnings has provided a tentative answer to the question that

had bedeviled legal scholars — at least since the celebrated Berle/Dodd dia-

logue of the 1930s — is management’s primary concern shareholder value or

the good of society? This question has been tentatively answered — at least as

of 2004. The creation and maintenance of new levels of enrichment for senior

corporate executives appears the driver of much of Corporate America’s public

policy today.

This is the proverbial “elephant in the living room” that no one wants to

notice. Everybody wants to pretend that it isn’t happening or that it will just go

away if nobody is so rude as to mention it. Nobody wants to incur the hostility

of those in whose gift lie such treasures. Institutional investors have a more

solemn prospect. That is the decline in appeal of publicly listed securities as a

mode for preserving and enhancing wealth. Until and unless owners deal deci-

sively with what has been estimated as the transfer of 10 percent of the value of

all listed securities during the decade of the ’90s from their beneficiaries to
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management publicly traded equities will become uncompetitive. Real gover-

nance will not be possible until and unless the CEO community stops trying to

protect its utterly unreasonable compensation level.

Corporate governance is analogous to psychotherapy. It cannot be effec-

tively administered to a non-participating subject. The experience of the last

twenty years culminating in Donaldson’s exceptional efforts at leadership com-

pel the conclusion that management’s capacity to frustrate “reform” exceeds

that of government, owners, public opinion, or any other force to impose it.

Self-regulation can only be achieved through the leadership of the corporation

chief executive officer. Our culture must move beyond homo economicus to the

Philosopher King. Corporations must accept the integrity of ownership-based

capitalism and accept the need for genuine accountability of management to

ownership (the largest segment of which being, of course, the corporations

themselves, through their employee benefit plans). If management encouraged

constructive involvement of ownership, does anyone doubt that it could be 

implemented within a matter of weeks?

William Donaldson, chairman of the Securities and Exchange Commis-

sion, said that while corporate governance had improved following the wave of

financial scandals, senior executives had to set an example that went beyond the

letter of the law. “The lack of progress in linking boardroom pay more closely

with performance showed that many were failing to give such leadership . . .”26

We cannot afford to continue the polarity of owner and manager any

longer. The alternatives are corporatism, government regulation, or chaos.
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