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I. INTRODUCTION 

Approximately 77.7 million individuals in the United States invest in equities 

through stock mutual funds.1 When these investors put their money to work and at risk, 

they depend upon strong corporate governance structures at corporations (portfolio 

companies) held by the mutual funds that they own.2 Unlike direct retail investors who 

can take action to influence corporate governance,3 these 77.7 million individuals depend 

upon mutual fund advisers (Advisers) to advocate for them. Yet, when it comes to 

 

 1. INV. CO. INST. & SEC. INDUST. ASSôN, EQUITY OWNERSHIP IN AMERICA 44 (2005) [hereinafter 

EQUITY OWNERSHIP]. 

      2. MATTHEW P. FINK, THE RISE OF MUTUAL FUNDS: AN INSIDERôS VIEW 257ï59 (2008). 

 3. This paper refers to direct retail investors as those shareholders who own shares in their brokerage 

accounts. While these shares may be held in street name on the books and records of the corporation, these 

investors do have the ability to vote even if they often do not, and they have the ability to take other actions, 

such as the introduction of shareholder resolutions, initiation of lawsuits, and so on.  
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pushing portfolio companies for shareholder governance reforms, mainstream fund 

families remain passive. Even in areas where Advisers have an affirmative duty to act on 

behalf of the funds they manage (and thus to benefit the underlying investors in those 

funds), they fall short. Subject to a fiduciary standard, Advisers owe a duty of care and 

loyalty with respect to all services performed on behalf of the mutual fundôs owners.4 

This includes an obligation to monitor corporate events and to cast proxy votes in the best 

interests of funds.5 Yet data show that mainstream fund Advisers overwhelmingly cast 

votes in favor of management and against shareholder advisory resolutions on matters 

including corporate governance.6 

Many theories have been advanced for the reluctance of Advisers to take an active 

or even passively supportive role in matters of shareholder empowerment. Under one, the 

ñconflict of interest theory,ò Advisers favor corporate management (or disfavor corporate 

shareholders) because of existing or potential business ties with corporate managers. 

While many have argued that conflicts of interest influence Advisers to act in 

promanagement, antishareholder ways,7 very little empirical research has emerged thus 

far to support such claims.  

Accordingly, I sought to explore whether shareholder empowerment behavior is 

associated with an Adviserôs economic interests. I linked the 2006 corporate proxy voting 

records on eleven key corporate governance topics for the ten largest fund families to the 

defined contribution (DC) assets under management of each familyôs Adviser for the year 

that ended December 31, 2005. The result was a statistically meaningful negative 

 

 4. See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 201 (1963) (indicating that investment 

advisers have a fiduciary duty to their clients under the Investment Advisers Act of 1940); TAMAR FRANKEL & 

CLIFFORD E. KIRSCH, INVESTMENT MANAGEMENT REGULATION 72 (1998) (same). 

 5. See 17 C.F.R. § 275.206(4)-6 (2008) (directing investment advisers to ñ[a]dopt and implement written 

policies and procedures that are reasonably designed to ensure [the adviser] vote[s] class securities in the best 

interest of clientò); Disclosure of Proxy Voting Policies and Proxy Voting Records by Registered Management 

Investment Companies, Securities Act Release No. 8188, Exchange Act Release No. 47,304, Investment 

Company Act Release No. 25,922, 2003 WL 215451 (Jan. 31, 2003) [hereinafter Disclosure of Proxy Voting 

Policies].  

 6. Research reveals that fund families tend to support substantially similar proposals by management 

with greater frequency than proposals by shareholders. THE CORPORATE LIBRARY, FUND VOTING IN 2006: AN 

ANALYSIS OF 29 LARGE FUND FAMILIESô VOTING RECORDS 2 (2007) [hereinafter FUND VOTING], available at 

http://www.complianceweek.com/s/documents/Compliance%20Week%202007/Resource%20Materials/Minow,

%20Nell%20-%20The%20Corporate%20Library/FundVoting2006_ExecSumm.pdf. The Corporate Library, an 

independent research center, found that mainstream mutual fund families favor resolutions that are sponsored 

by management over resolutions sponsored by shareholders. This can be seen in two ways. First, the overall 

average support of management resolutions for all fund familiesô studies was 92%. Id. In comparison, the 

overall average support for shareholder sponsored resolutions for these fund families was 37% and of corporate 

governance matters alone, 48%. Id. at 3. The second, more dramatic, example of the inconsistent treatment can 

be seen where the subject matter of the resolution was generally the same. Categories noted include: (1) board 

declassification, (2) majority voting for directors, (3) severance pay, and (4) simple majority voting. Id. at 3. 

When management proposed such resolutions, overall support by fund families was 97%, 92%, 85%, and 93% 

respectively. Id. at 14. In comparison, when shareholders proposed these types of resolutions, support was 

significantly lower overall for fund families at 87.7%, 60.1%, 68.8%, and 80.9% respectively. FUND VOTING, 

supra at 19.  

 7. Gerald F. Davis & E. Han Kim, Business Ties and Proxy Voting by Mutual Funds, 85 J. FIN. ECON. 

552, 553 (2007) (stating that some expect mutual funds that manage corporate pension plans to be more 

ñacquiescent to existing governance practicesò). 
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correlation between DC assets and support for shareholder resolutions. Specifically, the 

analysis revealed that the greater the dependency of the Adviser upon the DC channel for 

asset management business, the less likely the fund family will be to support shareholder-

sponsored governance resolutions.  

Next, I considered possible explanations for this correlation, other than conflict of 

interest. I have grouped these into the following categories: (1) Wall Street Rule; (2) 

Alignment of Economic Interests; (3) Legal and Political Obstacles; (4) Cost-Benefit and 

the Free Rider Problem; (5) More Effective Behind the Scenes; (6) Fiduciary Duty; (7) 

Contract; (8) No Shareholder Demand; (9) Lack of Confidentiality; (10) Special-Interest 

Agenda; and (11) Lack of Expertise. While these defenses may work to explain passivity 

in some types of activism, none are solid explanations in the case of these corporate 

governance-related proxy votes. 

In response to the results, this paper explores a range of reforms that would help 

make mutual fund Advisers less dependent upon corporate clients and more accountable 

to investors. These include: (a) Separation of Money Management from Retirement Plan 

Record Keeping; (b) Pass-Through Proxy Voting and Proxy Assignments; (c) Default 

Proxy Assignments; (d) Best Practices for Proxy Voting and ñComply or Explainò; (e) 

Uniform Disclosure ñProduct Labelò for Proxy Policies and Procedures; (f) Choice at the 

Point-of-Sale; and (g) a Voting Suitability Requirement. 

In its conclusion, this paper takes a broader perspective, suggesting that corporate 

governance scholars and reformers use the mutual fund case to reexamine the prevailing 

framework that is largely based upon the agency problem recognized in 1932 by Adolf 

Berle and Gardiner Means.8 Berle and Means saw a shift between the nineteenth- and 

twentieth-century business enterprises. ñPersons other than those who [had] ventured 

their wealthò were directing industry.9 They recognized that the separation of ownership 

from control would lead to ñdirectors or titular managers who can employ the proxy 

machinery to become a self-perpetuating body, even though as a group they own but a 

small fraction of the stock outstanding.ò10 They identified the agency problem as a 

conflict between the interest of management and owners, whereby management ñcan 

serve their own pockets better by profiting at the expense of the company than by making 

profits for it.ò11 

In response to the fruition of their observations, much of corporate governance work 

focuses on that power balance between management and owners, and seeks to find ways 

to enhance shareholdersô rights. Or, the work looks to the failure of the boards of 

directors to look out for shareholders. Leading corporate governance scholar John Coffee 

observed, ñAcademics tend to plough and re-plough the same furrow over and over. 

Nowhere is this truer than in the case of the scholars of corporate governance, who have 

studied the board of directors and shareholders endlessly.ò12 In the world beyond 

academia, the effort to ñshift control of the company from the board to shareholders has 

 

         8.    ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION AND PRIVATE PROPERTY  
(Transaction 2d ed. 1991) (1932).  

 9. Id. at 4. 

 10. Id. at 5. 

 11. Id. at 122. 

 12. JOHN C. COFFEE, JR., GATEKEEPERS: THE PROFESSIONS AND CORPORATE GOVERNANCE 1 (2006). 
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been constant and increasing.ò13  

For those who subscribe to a shareholder-centric vision of corporate governance, 

focusing just on direct shareholders ignores how much capitalismôs environment has 

changed. The concentration of ownership through pooled investment vehicles, such as 

mutual funds, and the growth of retirement savings plans, has led to a further 

revolutionðan Intermediation Revolution. A staggering 69.4% of U.S. equities are 

owned by institutional investors.14 In fact, ownership is concentrated, with 100 

institutions owning 52% of U.S. equities.15 Yet these institutional owners are often 

collective investment vehicles like state and union pension funds and mutual funds. In 

other words, they are legally constructed vehicles through which individual savers put 

their money at risk. Yet, those who make decisions as to the direction of those 

investments and those who exercise the legal rights of ownership are not the real 

investors, but managers or ñregistered investment advisers.ò16 While ñworking people 

through their savings today hold the majority of stock in the most powerful enterprises in 

the world,ò17 they are not even mere legal owners anymore. Thus, ownership is now 

separated again. Investment has been separated from legal title. Investors who are the 

risk-takers are now pushed further away from the decisionmakers, and the agency 

problem is amplified. 

Accordingly, we should shift our focus from the empowerment of shareholders to 

the empowerment of the underlying equity investors. More than just a semantic 

distinction, this new framework would recognize that institutional shareholders (such as 

mutual fund advisers) cannot be expected to wrest power from or demand accountability 

from corporate managers. The intermediaries who stand between investors and corporate 

managers have their own interests, which are often at odds with the investors who trust 

them, and at times aligned with corporate management. This is seen in the arena of proxy 

voting. Accordingly, the first set of reforms to help not just investors in mutual funds, but 

also corporate shareholders at large, should start there. 

II. BACKGROUND ON MUTUAL FUNDS 

Mutual funds hold tremendous wealth, are ubiquitous savings vehicles for individual 

investors, and have consolidated power. In terms of wealth, as of the year-ended 2006, 

assets in mutual funds worldwide stood at $21.8 trillion.18 Of that, approximately 48%, 

or $10.4 trillion, was held in U.S. mutual funds.19 In terms of ubiquity, the United States 

 

 13. Martin Lipton, Partner, Wachtell, Lipton, Rosen & Katz, Keynote Address at the 25th Annual Institute 

on Federal Securities 4 (Feb. 7, 2007), available at http://blogs.law.harvard.edu/corpgov/file/2007/02/ 

200702/0%20lipton%20address.pdf. Expressing these views with regret, Lipton commented on what he called 

the ñthreat that the shareholder activist movement will wrest control from boards entirely.ò Id.  

 14. STEPHEN DAVIS, JON LUKOMNIK & DAVID PITT-WATSON, THE NEW CAPITALISTS: HOW CITIZEN 

INVESTORS ARE RESHAPING THE CORPORATE AGENDA 4 (2006).     

 15. JOHN C. BOGLE, THE BATTLE FOR THE SOUL OF CAPITALISM 171 (2005). 

 16. ROBERT POZEN, THE MUTUAL FUND BUSINESS 559 (1998). 

 17. DAVIS ET AL., supra note 14, at 5. ñWhen savers donôt feel and act like owners, corporations are free 

to behave as if they are unaccountable.ò Id. at 10. 

 18. INV. CO. INST., 2007 INVESTMENT COMPANY FACT BOOK 15 (47th ed. 2007) [hereinafter INV. CO. 

INST. 2007], available at http://www.icifactbook.org/pdf/2007_factbook.pdf. 

 19. Id. U.S. mutual funds include funds for which the portfolio includes foreign issues. Id. at 23, 26. 
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has approximately 90 million mutual fund shareholders.20 Nearly half of all U.S. 

households (51.8 million households) own stocks through mutual funds.21 That is, 

approximately 77.7 million Americans invest in equities through stock mutual funds.22 

There are more than 4000 individual equity mutual funds in the United States with more 

than $4 trillion in assets.23 With holdings of approximately 25% of outstanding U.S. 

stock, the bloc voting power of mutual funds can sway election outcomes on matters 

from board directorships and executive compensation to shareholder governance and 

social issues. Notwithstanding the number of mutual funds in total, their power is very 

concentrated. In 2005, the top 5 mutual fund families had about 37% of all fund assets, 

the top 10 had about 48%, and the top 25, had 71%.24  

The growth and power of mutual funds corresponds closely to the initiation of the 

401(k) and other defined contribution retirement plans.25 Since the launch of these 

vehicles, the percentage of U.S. household assets held in mutual funds has increased from 

2.7% to 22%.26 As of year-end 2006, there were $2.7 trillion in 401(k) plan assets, 51.9% 

of which were invested in equity mutual funds.27 This is up from just $385 billion in 

1990.28 Additionally, mutual funds of all types, account for 53% of the 403(b) market.29  

Presently, nearly two-thirds of fund investors invest through employer-sponsored 

retirement plans.30 

Notwithstanding the wealth, ubiquity, and power of mutual funds, few appreciate 

their role in matters of corporate governance. Fewer have undertaken empirical research 

to measure correlations between industry conflicts of interest and proxy voting behavior. 

Prior to discussing the findings from my research on these correlations, I will provide 

some relevant background on the mutual fund business. 

A. Structure and Distribution Channels 

A mutual fund is a legal constructða business trust or corporationðthat pools 

customer money to invest in a portfolio of securities.31 Most funds are invested in stocks, 

bonds, or money market instruments.32 Some own a mixture.33 A mutual fund that holds 

corporate stocks is considered to be the shareholder of that corporation. The person (or 

 

 20. INV. CO. INST., RESEARCH COMMENTARY: COMPETITION IN THE MUTUAL FUND BUSINESS 1, 3 (2006) 

[hereinafter COMPETITION], available at http://www.ici.org/pdf/rc_competition.pdf. 

 21. EQUITY OWNERSHIP, supra note 1, at 9. 

 22. Id. at 44. 

 23. INV. CO. INST. 2007, supra note 18, at 82ï83. Note that due to the world financial crisis of 2008, total 

net assets of U.S. stock mutual funds have declined to $3.7 trillion. INV. CO. INST., TRENDS IN MUTUAL FUND 

INVESTING: DECEMBER 2008 (2009), available at http://www.ici.org/stats/latest/trends_12_08.html#TopOfPage. 

 24. COMPETITION, supra note 20, at 2 fig. 2. 

 25. INV. CO. INST. 2007, supra note 18, at 3. 

 26. Id. 

 27. Id. at 76, 78. 

       28.   E. PHILIP DAVIS & BENN STEIL, INSTITUTIONAL INVESTORS 144 (2004).  

       29.   FINK, supra note 2, at 241. 

 30. COMPETITION, supra note 20, at 3. 

 31. INV. CO. INST., A GUIDE TO UNDERSTANDING MUTUAL FUNDS 3 (2007) [hereinafter UNDERSTANDING 

MUTUAL FUNDS], available at http://www.ici.org/pdf/bro_understanding_mfs_p.pdf. 

 32. Id.  

 33. Id. 
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institution) who invests money in the mutual fund is considered to be the shareholder of 

the mutual fund.34  

Mutual fund shareholders vary. Some shareholders are individual investors who 

directly purchase their shares from the mutual fund firm or purchase their shares through 

the use of a broker. These shareholders are referred to as retail investors for the method 

of sale, the retail channel.35 Other shareholders are institutions, such as corporations or 

retirement plans.36 The needs of shareholders vary, as do the types of funds they might 

choose. For example, a corporation might purchase shares of an institutional money 

market fund as a place to ñparkò daily cash flow in order to earn interest income 

overnight. Unlike with other pooled investment vehicles, mutual funds are very liquid.37 

On each business day, investors can redeem their shares for a pro rata share of the fundôs 

net assets.38  

In the case of equity funds, the mutual fund owner is not a direct shareholder of the 

portfolio company; he or she instead is an indirect investor in the portfolio company.39 

While the fund itself is the legal owner, the mutual fund shareholder is the ultimate 

investor, or the one who experiences the gain or loss as the value of the stock and other 

investments in the fund increase or decline. 

Typically, a mutual fund has no employees.40 It has a board of trustees or a board of 

directors.41 Because the mutual fund is usually a shell, this board takes action on its 

behalf.42 The mutual fund board ñhiresò an investment adviser to manage the investments 

within the fund.43 Among other things, this Adviser is a fiduciary and owes the fund a 

duty of ñutmost good faith, and full and fair disclosure.ò44 To be sure, notwithstanding 

the title, the Adviser provides not just advice to the fund, but also discretionary 

management services.45 In addition, by law, the board hires a transfer agent to keep track 

of customer information, a principal underwriter to advertise and sell shares of the mutual 

fund to customers, a custodian to safe-keep fund assets, auditors, and other service 

providers.46 

In reality, though, the Adviser runs the show. The Adviser is often a wholly owned 

 

 34. Id. at 36. 

 35. See John Howat, Compensation Practices for Retail Sale of Mutual Funds, 12 FORDHAM J. CORP. & 

FIN. L. 685, 686 (2007) (noting that many shareholders purchase directly or use an intermediary). 

 36. In much of the Investment Company Institute data, however, individuals who own mutual funds 

through retirement plans are counted as fund ñshareholdersò though, in fact, they are plan participants, with the 

plan itself being the shareholder. UNDERSTANDING MUTUAL FUNDS, supra note 31, at 13. The individuals are, 

however, considered beneficial owners of the fund.  

 37. Id. at 5.  

 38. Mutual Fund Redemption Fees, Investment Company Act Release No. 26,782, 70 Fed. Reg. 13,328 

(Mar. 18, 2005) (to be codified at 17 C.F.R. pt. 270), available at http://www.sec.gov/rules/final/ic-26782.pdf. 

 39. INV. CO. INST., UNDERSTANDING THE ROLE OF MUTUAL FUND DIRECTORS 4 [hereinafter 

UNDERSTANDING MUTUAL FUND DIRECTORS], available at http://www.ici.org/pdf/bro_mf_directors.pdf. 

 40. Id. at 4. 

 41. Id. 

 42. Id. 

 43. Id.  

 44. SEC v. Capital Gains Research Bureau, 375 U.S. 180, 194 (1963); accord 15 U.S.C. § 80a-35 (2006).      

 45. INV. CO. INST., 2000 MUTUAL FUND FACT BOOK 35, 38 (2000), available at http://www.ici.org/pdf/ 

00fb_ch4.pdf.  

 46. Id. at 34. 

http://www.ici.org/pdf/00fb_ch4.pdf
http://www.ici.org/pdf/00fb_ch4.pdf
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subsidiary of a financial services firm. Some such adviser firms are known as ñfund 

familiesò or ñfund complexesò given the numerous mutual funds that each adviser firm 

launches and sustains.47 The Adviser may be a private or a public corporation. The 

Adviser firm that launches the fund initially selects a slate of directors to be elected by 

the fund shareholders and the ñindependentò board members who are unaffiliated with 

the Adviser firm continue to nominate directors on a periodic basis.48 The directors who 

are also employees of the firm are considered ñinterested.ò49 The directors meet on a 

regular basis, on average 4-5 times per year and monthly at large fund families, to ratify 

various agreements and fulfill legal requirements.50 Regardless of these procedural 

safeguards, the Securities and Exchange Commission (SEC) ñnoted that a fund adviser is 

frequently in a position to dominate the board because of the adviserôs monopoly over 

information about the fund and its frequent ability to control the boardôs agenda.ò51 The 

initial sponsor is nearly always hired by the board to manage the fund. This has been the 

case since the origin of investment trusts and mutual funds.52 The Adviser hires portfolio 

managersðindividual employees who make investment decisions for the fund. The 

mutual fund shareholders initially approve the mutual fund advisory contract, but 

thereafter, the board has this authority.53 Annually, the Adviser ñnegotiatesò its fees with 

the board of directors.54 Additionally, the Adviser firm is hired to perform many other 

services for the fund.55 In theory, the board could fire the Adviser firm, but this only 

rarely happens and is referred to in the industry as the ñnuclear option.ò56 Mutual funds 

are essentially captive to their creators. John Bogle, founder and former chairman of the 

Vanguard Funds, contends that this structure of mutual funds ñgives managers near-total 

dominion over fund shareowners.ò57 

Mutual fund shareholders purchase fund shares through a number of different 

distribution channels.58 Some individuals purchase shares directly through the fund 

complex, either from the fund underwriter or an affiliated (or unaffiliated) broker-dealer. 

 

 47. MUTUAL FUND REGULATION § 1:3.1 (Clifford E. Hirsch ed., 2d ed., 2005). 

 48. Investment Company Governance, Investment Company Act Release No. 26,520, 83 SEC Docket 

1384 (July 27, 2004) [hereinafter Investment Company Governance], available at http://www.sec.gov/ 

rules/final/ic-26520.htm#P80_ 30747. The legal standard for ñindependenceò is fairly low, with the SEC 

encouraging boards to rise above the minimal requirements. ñPersons who have served as executives of the fund 

adviser or who are close family members of employees of the fund, its adviser or principal underwriter would, 

in our view, be poor choices for candidates, although they may meet the minimum statutory requirements.ò Id. 

 49. UNDERSTANDING MUTUAL FUND DIRECTORS, supra note 39, at 5. 

 50. Jay Keeshan & C. Meyrick Payne, The Search for New Fund Directors, MUTUAL FUND GOVERNANCE 

CONSULTING, Nov. 2008, http://production.mfgovern.com/content/view/83/95/. 

 51. Investment Company Governance, supra note 48. 

 52. JOHN KENNETH GALBRAITH, THE GREAT CRASH 1929, at 55 (1955) (ñThe sponsoring firm normally 

executed a management contract with its offspring. Under the usual terms, the sponsor ran the investment trust, 

invested its funds, and received a fee based on a percentage of capital or earnings.ò). 

 53. MUTUAL FUND REGULATION, supra note 47, § 6:2.2. 

 54. Id. § 6:7. 

 55. Jones v. Harris Assocs., L.P., 527 F.3d 627 (7th Cir. 2008). 

 56. GEORGE S. DALLAS, GOVERNANCE AND RISK: AN ANALYTICAL HANDBOOK FOR INVESTORS, 

MANAGERS, DIRECTORS AND STAKEHOLDERS 263 (2004). 

 57. BOGLE, supra note 15, at 142. 

 58. See Howat, supra note 35, at 686 (stating that most mutual funds are through employee retirement 

plans, but that many are purchased by the investors themselves). 
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This is often referred to as the retail channel.59 Others ñpurchaseò shares through their 

defined contribution (DC) plan that is sponsored by their employer.60 This is often 

referred to as the retirement channel.61 In the retirement channel, though, the retirement 

plan is the legal owner of fund shares.62 The employee is considered a ñplan participantò 

and merely directs the plan to make investments of his or her pre-tax wages in 

accordance with his or her instructions.63 In this structure, the plan participant is the 

investor who takes the economic risk, but he or she is not the legal owner of the mutual 

fund or the underlying portfolio companies.64 In this way, he or she is distanced even 

more from the location of control over the capital he or she has at risk.65 

The most significant distribution channel for equity mutual funds is the retirement 

channel.66 Thanks to special tax treatment, tremendous incentives have been created to 

encourage workers to invest their wages into mutual funds held by retirement plans. In 

the United States, the primary forms of private pension plans are defined benefit and DC 

plans.67 A defined benefit plan promises an employee a set amount of money upon 

retirement. This set amount is calculated according to variables set out in the plan. These 

variables differ from company to company but include such factors as the number of 

years the employee works for the company before retirement, the employeeôs final salary 

or an average of the last few years of the employeeôs salary, as well as his or her age at 

retirement.68 With defined benefit plans, also known as traditional pension plans, the 

employer (as opposed to the employee) takes the investment risk.69 A DC plan (such as 

those known popularly by the various sections of the Internal Revenue Code under which 

they are governed: 401(k), 403(b), or 457) shifts the risk to the employee.  

Others purchase shares through affiliated or unaffiliated investment advisers at 

banks, brokerage houses or other advisory firms. These advisory firms act as a ñfront 

officeò and the fund complex or another organization often acts as the ñback officeò 

processing customer orders and sending statements. This is often referred to as the 

 

 59. MUTUAL FUND REGULATION, supra note 47, § 17:3.3. 

 60. Id. 

 61. Id. 

 62. See In re Putnam Investment Management, LLC (June 8, 2007), available at http://www.sec.gov/ 

litigation/admin/2007/34-56115-pd.pdf (stating that ñretirement plan sponsors or brokers who administer an 

omnibus account are shareholders of record. However, they are empowered to hold shares on behalf of one or 

more ultimate investors, who may include participants in a retirement planò). 

 63. Colleen E. Medill, The Individual Responsibility Model of Retirement Plans Today: Conforming 

ERISA Policy to Reality, 49 EMORY L.J. 1, 11 (2000) (noting that these ñplan participantsò can choose how to 

invest their money). 

 64. See John P. Freeman, Stewart L. Brown & Steve Pomerantz, Mutual Fund Advisory Fees: New 

Evidence and a Fair Fiduciary Duty Test, 61 OKLA. L. REV. 83, 110 (2008). 

 65. Michael E. Murphy, Pension Plans and the Prospects of Corporate Self-Regulation, 5 DEPAUL BUS. 

& COMM. L.J. 503, 504 (2007) (noting the passivity of pension fund holders). 

 66. In 2006, total U.S. retirement assets were $16.4 trillion, of which $4.1 trillion were DC plans and $4.2 

trillion were IRAs. Of the DC assets, $1.485 trillion were in mutual funds, while $1.97 trillion of the IRA assets 

were in mutual funds. INV. CO. INST. 2007, supra note 18, at 72ï73, 77. With a total of $10.4 trillion in mutual 

fund assets in 2006, this makes the retirement channel responsible for one-third of mutual fund investments. Id. 

at 16. 

 67. Retirement Plans, Benefits and Savings: Types of Retirement Plans, U.S. Depôt of Labor, 

http://www.dol.gov/dol/topic/retirement/typesofplans.htm (last visited Feb. 18, 2008). 

 68. Id. 

 69. Id. 

http://www.sec.gov/litigation/admin/2007/34-56115-pd.pdf
http://www.sec.gov/litigation/admin/2007/34-56115-pd.pdf
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intermediary channel.70 If an owner purchases mutual fund shares through the 

intermediary channel, he or she is still an owner of fund shares, even though his or her 

identity, address, and other personal information may not be fully disclosed on the books 

of the fund.71 Some institutions (such as a corporation investing overnight cash) are 

mutual fund customers and purchase shares directly through the fund complex. This is 

often deemed the institutional channel. 

B. Benefits and Costs 

Mutual funds benefit market participants differently. For direct shareholders who 

hold shares through the retail or intermediary channel, and for indirect shareholders who 

hold fund shares through a retirement plan, benefits include the ability to invest a 

relatively small amount of money and yet have access to the expertise of professional 

money managers.72 Individual shareholders also benefit from achieving a diverse 

portfolio of securities that would otherwise be difficult to hold efficiently given the small 

amount of dollars invested.73 

For the Advisers who manage mutual funds, benefits include the payment of 

management fees based upon the dollar value of the assets managed. In other words, 

Advisers get paid regardless of performance.74 From a financial perspective, performance 

is important because the better the portfolio securities perform, the larger the pool of 

assets under management, and thus the greater the Adviser fees. In addition, good relative 

performance leads to more shareholders sending their money into the pool for investment 

and thus more assets and larger management fees.75 And, relatively poor performance 

results in a greater flight of assets from a fund, leading to owner ñredemptionsò (taking 

cash out of the pool), and thus lower management fees.  

Benefits for Advisers also include payment of management fees by millions of 

individual investors without the need to invoice and collect from them. This is the case 

because the management fee (and expenses) are built into (i.e., automatically deducted 

from) the net assets of the fund. This means that when an investor buys into the fund 

(whether through the retail, intermediary, or retirement channel), what he or she pays per 

share includes the management fee.76 The daily value of each fund share is based upon 

the value of portfolio securities (net of management fees and other expenses) divided by 

shares outstanding. This daily value is known as the net asset value (NAV). When an 

investor wants to cash out of the fund, which he or she can do on demand, the amount the 

 

 70. See Intermediary Partnerships Being to Lower Fees for Smaller DC Plans, DC PLAN INVESTING 

(IOMA), Sept. 2001, at 1 (listing banks and insurance companies as intermediary channels). 

 71. Letter from the Coalition of Mutual Fund Investors to Jonathan G. Katz, Secôy, U.S. Sec. & Exch. 

Commôn (Feb. 11, 2004), available at http://www.404.gov/rules/proposed/s72803/cmfi021104.htm (describing 

how ña mutual fund records only one accountholder in its master shareholder file, usually the financial 

intermediary itself, instead of establishing separate accounts for each shareholderò).  

 72. UNDERSTANDING MUTUAL FUNDS, supra note 31, at 4. 

 73. Id. 

 74. Diya Gullapalli, Managers Fared Better Than Their Funds, WALL ST. J., Feb. 19, 2009, at C1 (noting 

that regarding family leaders, ñ[e]ven if their portfolios slide badly and some investors leave, most executives 

continue to draw profits creamed from fund assetsò). 

 75. UNDERSTANDING MUTUAL FUNDS, supra note 31, at 23. 

 76. Id. at 5. 

http://www.404.gov/rules/proposed/s72803/cmfi021104.htm
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customer gets for his or her shares is based upon this NAV.77 Such a benefit is not 

insignificant. Individual investors need not be negotiated with, invoiced, or found. 

Advisers of funds also benefit from their ability to use fund assets to attract new 

investment dollars. This money is also automatically deducted from the portfolio, and 

thus ñbuilt intoò the NAV.78 While the amount paid to attract more assets, whether 

through advertising or other means of distribution, must be disclosed and approved, this 

benefit is very real. Advisers use the assets of existing investors to bring in future 

investors. Some may argue that this is also a benefit to fund investors. The theory would 

be that economies of scale exist when the pool of assets grows larger. However, this is 

very dependent upon the actual size of the fund. Experience has shown that exceedingly 

large multibillion-dollar funds become unwieldy.79 Accordingly, fund complexes often 

close funds that get too large to new customers (while allowing existing investors to 

continue purchasing).80  

Advisers also have ready access to the resources needed to operate the fund. Some 

of these resources include money deducted from the portfolio assets and also disclosed, in 

a generalized way, as a fund expense.81 However, sometimes the resources taken from 

the fund have value but are not clearly monetized. One example is commissions paid out 

of fund assets to brokerage firms. In theory these payments are made to brokerage firms 

in exchange for actual services. For example, the Adviser may need to buy and sell 

portfolio securities. Given the multibillions of dollars in securities bought and sold, 

brokerage firms are very eager to be hired to execute these transactions. In theory, 

brokerage houses should compete to earn this business, and in theory, offer lower fees.  

In practice, however, Advisers have directed brokerage business to certain brokerage 

firms in exchange for research.82 This practice is known as ñsoft dollars.ò The research 

should benefit fund customers. If not, however, then fund assets are being used by the 

Adviser to benefit the Adviser. Moreover, many fund firms operate ñdirected brokerageò 

programs through which the Adviser takes fund assets and pays brokerage commissions 

to firms that did not actually execute trades. These payments are made to reward a 

different part of the brokerage firm for helping to sell fund shares to the brokerage firmôs 

customers through the intermediary channel. The SEC banned directed brokerage in 

 

 77. Id. 

 78. U.S. Sec. & Exch. Commôn, Division of Inv. Mgmt., Rule 12b-1 Roundtable 63 (June 19, 2007), 

available at http://www.sec.gov/news/openmeetings/2007/12b1transcript-061907.pdf. See generally, MUTUAL 

FUND DIRECTORS FORUM, BEST PRACTICES AND PRACTICAL GUIDANCE FOR DIRECTORS UNDER RULE 12B-1 

(May 2007), available at http://www.mfdf.com/site/documents/12b-1Report.pdf (discussing mutual fundsô 12b-

1 plans). 

 79. BOGLE, supra note 15, at 170. 

 80. Eileen Ambrose, Funds Closed to New Investors Open to New Opportunities, CHI. TRIB., Dec. 21, 

2008, at C3 (ñInvestment companies close funds to new investors for all sorts of reasons. Sometimes, investors 

pour so much money into a fund that itôs difficult for the fund to remain nimble or continue with its same 

investment strategy unless it shuts off the money spigot.ò). 

 81. Howat, Compensation Practices, supra note 35, at 687 (noting that fund expenses are paid out of the 

assets of the fund). 

 82. U.S. SEC. & EXCH. COMMôN, INSPECTION REPORT ON THE SOFT DOLLAR PRACTICES OF BROKER-

DEALERS, INVESTMENT ADVISERS AND MUTUAL FUNDS (1998), available at http://www.sec.gov/news/ 

studies/softdolr.htm#back. The SEC reviewed soft dollar arrangements of institutional investors and discovered 

that firms used investorsô assets to pay too much for brokerage fees in exchange for services and items that did 

not qualify within the research safe harbor. Id. 

http://www.mfdf.com/site/documents/12b-1Report.pdf
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2004.83 Sell-side participants and the market generally also benefit from the existence of 

mutual funds. Investment banks have a ready market for large issuances of debt and 

equity instruments.84 For example, instruments like mortgage-backed securities, asset-

backed commercial paper, and other complex derivatives are engineered to allow banks 

to keep laying off risk for business endeavors like subprime mortgage lending, 

automobile sales, and low credit municipal securities. Besides creating liquidity through 

fixed income funds, equity mutual funds help maintain a ready market for initial public 

offerings (IPOs) and a liquid secondary market in securities. 

Just as mutual funds present positive benefits to market participants and the market 

generally, they also have their detriments. At one end of the spectrum are those who 

consider actively managed mutual funds to be a bad deal for customers.85 Illinois Senator 

Peter G. Fitzgerald (R) challenged the entire structure of the industry: ñ[T]he governance 

structure of a typical mutual fund is a study in institutionalized conflict of interest. Until 

we eliminate the conflicts, many mutual funds will continue to engage in behavior that 

benefits fund managers at the expense of fund shareholders.ò86 

Some critics suggest that individuals are better served by an index fund that would 

have lower expenses. Given that even the most successful money managers have 

difficulty beating the market by more than 1%ï2% each year, critics believe that most 

actively managed funds will be able to beat an index only if such funds have extremely 

low expenses.87  According to these critics, the top 20% of equity mutual funds with the 

highest expenses charged an average of 1.85% more than the 20% with the lowest 

expenses.88 However, those top funds earned 1.91% less.89 Stated in more stark terms, an 

investment of $10,000 for the 20-year period beginning 1985 and ending 2005 would 

return a profit of $109,800 if invested in the S&P 500 index. In contrast, that same 

$10,000 investment would produce just $62,900 in profit if invested in an average 

actively managed fund.90 

 

 83. U.S. Sec. & Exch. Commôn, Prohibition on the Use of Brokerage Commissions to Finance 

Distribution, Investment Company Act Release No. 26,591, 83 SEC Docket 2106 (Sept. 2, 2004), available at 

http://www.sec.gov/rules/final/ic-26591.htm (ñ[W]here the selling broker lacks capacity to execute fund 

securities transactions, fund advisers will cause the fund to enter into óstep outô and other types of arrangements 

under which a portion of the commission is directed to the selling brokers.ò). 

 84. INV. CO. INST. 2007, supra note 18, at 4 (ñFunds serve as an important source of capital in the equity 

and fixed-income markets. Investment companies are among the largest investors in U.S. stocks, commercial 

paper, and state and local government debt.ò). 

 85. BOGLE, supra note 15, at 154, 167ï68 (ñ[T]he costs directly incurred by equity fund investors aloneð

largely management fees and operating expensesðhave increased from a mere $15 million in 1950 to $37 

billion in 2004.ò).  

 86. Mutual Funds: Trading Practices and Abuses that Harm Investors: Hearing Before the Subcomm. on 

Financial Management, the Budget, and International Security of the Comm. on Governmental Affairs, 108th 

Cong. 2 (2003) (statement of Sen. Peter G. Fitzgerald, Chairman, Subcomm. on Financial Management, the 

Budget, and International Security, of the Comm. on Governmental Affairs). 

 87. See Jason Zweig, Your Funds May Be Making You Rich . . . But Youôre Also Getting Robbed This 

Year, $1 Out of Every $5 Investors Pay in FeesðAt Least $5 BillionðWill Be Wasted on Overpriced Funds. 

Hereôs How to Protect Yourself from the Greatest Fund Stickup, MONEY, Feb. 1997, at 62 (explaining how high 

costs erode returns to investors). 

 88. Id. 

 89. Id. 

 90. BOGLE, supra note 15, at 163. 
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Pooling of assets through mutual funds creates mutual fund investors who are 

indirect owners. Being an owner of a public company carries a bundle of rights and 

expectations including the right to vote at annual or special meetings. This shareholder 

franchise though, is a limited one, even for direct shareholders. A mutual fund that pools 

assets also pools voting rights. The mutual fund customer loses the ability to vote those 

shares in the portfolio company. Those voting rights get aggregated with other mutual 

fund ownersô rights.  

Such voting rights aggregation has a number of effects. One effect is a silencing vis-

a-vis other shareholders. Consider this example: If investor A were to invest $100,000 

directly into a selection of corporate stocks (all at $100 per share) and investor B were to 

invest $1000 in the same group of stocks, A would have 1000 votes and B just 10. Each 

could vote differently, investor A for a shareholder resolution and B against. However, if 

they both owned shares in a mutual fund with holdings in the same selection of corporate 

stock, the mutual fund adviser would cast all of its votes in one direction, let us say 

against the shareholder resolution. In this way, investor A, though she or he had 100 

times the investment, does not have 100 times the voice. In fact, A has no voice on the 

matter. Meanwhile, Bôs voice has been amplified. Voting rights aggregation also impacts 

shareholders ñoutsideò the mutual fund. Other true owners of corporate stock lose out 

when they are a part of a minority voice on a topic when a mutual fund votes on the other 

side of an issue or abstains. Another cost to mutual fund investment is that sometimes 

large customers are given special treatment to the detriment of small investors. Some of 

this preferential treatment is lawful and some is not. Unlawful examples involve allowing 

larger investors to engage in ñhot moneyò transactions that are inconsistent with the fund 

prospectus and ñlate trading.ò91  

Another cost to mutual fund investment is lost advocacy beyond the voting context. 

Unlike a direct shareholder, a fund shareholder may not introduce a shareholder 

resolution in a portfolio companyôs proxy materials. In addition, a mutual fund customer 

may not participate in a securities class action settlement. Instead, mutual fund customers 

rely upon the mutual fund to collect settlement amounts on behalf of the funds.92 A 

recent lawsuit contends that mutual funds have left millions, if not billions, of dollars ñon 

the tableò for failing to file notice of claims in class action lawsuits.93 In January of 2005, 

more than 40 mutual fund managers were sued for failing to file claims in securities class 

action settlements. According to the allegations, up to $2 billion of settlement payments 

were left unclaimed.94  

C. Regulation 

Mutual funds are highly regulated under the U.S. federal securities laws. Unlike 

 

 91. Press Release, Sec. & Exch. Commôn, SEC Settles Fraud Charges with Bear Stearns for Late Trading 

and Market Timing Violations (Mar. 16, 2006), available at http://www.sec.gov/news/press/2006-38.htm. 

 92. James D. Cox & Randall S. Thomas, Symposium, Leaving Money on the Table: Do Institutional 

Investors Fail to File Claims in Securities Class Actions?, 80 WASH. U. L.Q. 855, 860ï64 (2002) (noting that 

the fiduciary duties of mutual fund managers includes class action settlement). 

 93. See File Those Claims . . . Or Else, RISKMETRICS SECURITIES LITIGATION WATCH, Jan. 25, 2005, 

http://slw.riskmetrics.com/2005/01/file_those_claims_or_else.html (describing the lawsuit). 

 94. INST. SôHOLDER SERV., THE FIDUCIARY DUTY TO FILE CLAIMS IN SECURITIES CLASS ACTION 

SETTLEMENTS 2 (2005).  

http://slw.riskmetrics.com/2005/01/file_those_claims_or_else.html
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operating companies (e.g., General Motors, IBM, and Microsoft), which are largely 

subject to state corporate law, mutual fund operations are heavily governed by federal 

corporate law. What this means is that the structure and operations of funds are governed 

by the Investment Company Act of 1940 (the 1940 Act).95 Unlike operating companies 

that issue new shares upon an IPO (or secondary offering), mutual funds are continually 

offering shares. Thus, the advertising and sale of fund shares to the public is governed by 

the Securities Act of 1933 (the 1933 Act).96 The distribution of fund shares is 

additionally governed by the Securities and Exchange Act of 1934 (the 1934 Act).97 The 

mutual fund manager or ñadviserò is regulated under the Investment Advisers Act of 

1940 (the Advisers Act).98 Each of these statutes has corresponding SEC regulations. In 

addition to the SEC rules, a body of less formal rulemaking in the form of no-action 

letters and exemptive relief allow mutual funds, their Advisers, and other service 

providers to seek comfort or assurance that they are not running afoul of legal mandates 

or prohibitions. 

The 1940 Act requirements and prohibitions were enacted to address the abuses that 

were seen in the early twentieth century involving pooled investment vehicles known as 

ñinvestment companies.ò99 As the act has been amended over the years, these changes 

are also attempts to protect investors. The first open-end mutual fund was launched in 

1924,100 and not long after that, investors were being exploited. At the heart of the law is 

the goal of protecting investors from unscrupulous fund sponsors who put their interests 

ahead of their customers.101 Then SEC Commissioner Robert E. Healy articulated in the 

legislative history that this legislation ñis needed to protect small investors from breaches 

of trust upon the part of unscrupulous managements and to provide such investors with a 

regulated institution for the investment of their savings.ò102  

In other words, the law recognizes that an inherent conflict of interest exists between 

an investor and a money manager.103 Moreover, the 1940 Act and the Advisers Act 

implicitly acknowledge that the standard common law fiduciary duty is not enough to 

prevent harm to investors. In the seminal Supreme Court decision on this matter, 

Securities & Exchange Commission v. Capital Gains Research Bureau, Inc., the Court 

 

 95. The Investment Company Act of 1940, 15 U.S.C. §§ 80a-1 to -64 (2006). 

 96. Securities and Exchange Act of 1933, 15 U.S.C. §§ 77aï77aa (2006). 

 97. Securities and Exchange Act of 1934, 15 U.S.C. §§ 78aï78lll  (2006). 

 98. The Investment Advisers Act of 1940, 15 U.S.C. §§ 80b-1 to -21 (2006). 

 99. FINK, supra note 2, at 4. 

 100. ñThe Massachusetts Investors Trust was introduced in March 1924 and began with a modest portfolio 

of 45 stocks and $50,000 in assets.ò INV. CO. INST., 1997 MUTUAL FUND FACT BOOK 17 (37th ed. 1997), 

available at http://www.ici.org/pdf/97fb_ch2.pdf. 

 101. JOEL SELIGMAN, THE TRANSFORMATION OF WALL STREET 224 (1995) (ñThe basic sin of the 

investment bankers who formed investment companies before the 1929 crash had been self-interest.ò). 

 102. Reeves v. Contôl Equities Corp. of Am., 912 F.2d 37, 41 (2d Cir. 1990) (citation omitted); see also 

H.R. REP. NO. 76-2639, at 6ï10 (1940). 

 103. The Investment Company Act of 1940, 15 U.S.C. § 80a-1(b) (2006) (stating that ñthe national public 

interest and the interest of investors are adversely affectedðwhen investment companies are organized, 

operated, managed, or their portfolio securities are selected, in the interest of directors, officers, investment 

advisers, depositors, or other affiliated persons thereof, in the interest of underwriters, brokers, or dealers, in the 

interest of special classes of their security holders, or in the interest of other investment companies or persons 

engaged in other lines of business, rather than in the interest of all classes of such companiesô security 

holdersò).  
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found that the antifraud provisions of the Advisers Act proscribe even ñnondisclosure 

surplasage.ò104  

Thus, various sections of the 1940 Act attempt to remedy the abuses through 

mandated disclosure to investors, prohibitions on self-dealing transactions, governance 

structure requirements, limitations on leveraging of fund assets, and bans on other 

transactions that would allow the fund sponsor (the Adviser) to siphon off investor 

money.105 Equally significant is the requirement of mutual fund shareholder consent 

before changes are made to the fund objectives.106 Moreover, the requirement that the 

fund board of trustees (or directors) contain a certain minimum percentage of ñoutsideò 

individuals reflects the hope that the board, if not fully captive to the Adviser, would 

better protect the mutual fund customers.107 

In the area of conflicts of interest, the 1940 Act targeted known practices and 

concerns. Particularly suspect are activities under which the Adviser (or any of its 

affiliated companies) is hired to perform a service for the mutual fund.108 The concern 

was that the Adviser would overly influence the mutual fund to pay it more than a fair 

market rate for its services. Other concerns grew from an Adviser having many mutual 

funds under its management.  An Adviser with a centralized trading desk has a strong 

incentive to direct favorable trades to some mutual funds and the bad trades to others. 

Adviser firms made sure that they were the shareholders of the pools that received the 

good trades. Other abuses included ñfront running,ò where the Adviser and its employees 

would buy securities for their own account before they bought them on behalf of the 

mutual fund.109 To the extent the mutual fund purchases would drive up the price of the 

instrument, the Adviser would have benefited from a lower price.  

Advisers, often investment banks, would also ñdumpò poorly performing securities 

into the funds, which being captive would purchase them at above market prices.110 

Some mutual funds were captive purchasers of security issuances underwritten by their 

sponsor/Advisers. According to John Kenneth Galbraith, ñMany of the sponsors were 

investment banking firms, which meant, in effect that the firm was manufacturing 

securities it could then bring to market.ò111 Other concerns related to an Adviser having 

the fund borrow excessively in order to increase the assets within the fund and creating a 

 

 104. SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 198ï99 (1963). 

 105. The Investment Company Act of 1940, 15 U.S.C. §§ 80a-1 to -64 (2006). 

 106. Id. § 80a-13(a)(3). 

 107. See United States v. Brashier, 548 F.2d 1315, 1320ï21 (9th Cir. 1976), cert. denied, 429 U.S. 1111 

(1977) (finding that the purpose of the statute is to ñprevent self-dealing on the part of those managing and 

controlling investment companies and to protect shareholders in the funds from dishonest and self-dealing 

advisersò). 

 108. The section of the 1940 Act that prohibits transactions with affiliates ñwas meant to proscribe: 

óSit(ting) on both sides of the table when you are dealing with an investment trust.ôò Id. at 1321 n.10 (quoting 

Hearings on S. 3580 Before a Subcomm. of the Senate Comm. on Banking and Currency, 76th Cong., 3d Sess. 

130ï31 (1940) (testimony of David Schenker, Chief Counsel, SEC Study of Inv. Trusts)). 

 109. Paul F. Roye, Dir., Div. of Inv. Mgmt., U.S. Sec. & Exch. Commôn, Remarks at the 2000 Mutual 

Funds and Investment Management Conference: Challenges for the Mutual Fund Industry in the Competitive 

Frontier (Mar. 27, 2000), available at http://www.sec.gov/news/speech/spch358.htm (noting that the need to 

monitor for front-running by advisers persists and led to legislation to allow the SEC to inspect banks who act 

as advisers).  

 110. GALBRAITH, supra note 52, at 124. 

 111. Id. at 55ï56. 

http://www.sec.gov/news/speech/spch358.htm


Taub Final                                                         Do Not Delete                                                          4/24/2009 10:51 AM 

858 The Journal of Corporation Law [Vol. 34:3 

different class of shares to be held by the Adviser, which would have fewer obligations 

for the debt.112 

In their treatise on investment management, Tamar Frankel and Clifford E. Kirsch 

note: 

Under the 1940 Act, the prohibition on conflict of interests is far stricter than 

under state corporate laws. The only body that might allow such transactions in 

conflicts is the Commission. . . . In addition, the Act expands the group of 

persons subject to the prohibition far beyond the traditional family of 

fiduciaries, by defining the term affiliates very broadly and imposing the 

prohibitions not only on affiliates but also on affiliates of affiliates, and 

affiliates of some non-affiliates.113 

Notwithstanding the broad scope and detailed requirements and prohibitions of the 

1940 Act, this bill was considered to be ñwatered downò.114 Ironically, prominent 

investment bankers falsely presaged the demise of the mutual fund industry, commenting 

that ñit is quite possible [the] legislation [may] hamstring and shackle the operations of 

investment companies to such an extent that their usefulness may cease to exist.ò 115 

Given the fact that mutual funds are distributed through retirement plans, another 

federal law, the Employee Retirement Income Security Act (ERISA), applies with its 

corresponding Department of Labor (DOL) regulations.116 Enough cannot be said about 

the correlation between the enactment of ERISA and the growth of the mutual fund 

industry. As noted above, there is a close relationship between the triumph of the mutual 

fund and the 401(k) plan as dominant savings vehicles for U.S. investors.117 The 

percentage of U.S. household assets held in mutual funds has increased from 2.7% to 

22%.118 As of year-end 2006, there were $2.7 trillion in 401(k) plan assets, 51.9% of 

which were invested in equity mutual funds.119  

Concerns over conflicts of interest lie at the heart of the ERISA law and related 

regulations.120 Moreover, regulators with heightened concerns for investor protection 

recognized the intersection between pension funds and mutual funds. In addition, in 1994 

the DOL addressed concerns that the chain of intermediation left ñtrue ownersò 

 

 112. The Investment Company Act of 1940, 15 U.S.C. § 80a-1(b) (2006) (declaring that ñ[t]he national 

public interest and the interest of investors are adversely affected . . . when investment companies by excessive 

borrowing and the issuance of excessive amounts of senior securities increase unduly the speculative character 

of their junior securitiesò). 

 113. FRANKEL & KIRSCH, supra note 4, at 50 (footnotes omitted). 

 114. SELIGMAN, supra note 101, at 229. 

 115. Id. at 228 (quoting Arthur H. Bunker in Senate Hearings on S.3580). Bunker also admitted that the 

industryôs name would only be cleared and investor confidence regained if the Congress passed the law. Id. 

 116. See ERISA FIDUCIARY LAW 20 (Susan P. Serota & Frederick A. Brodie, eds., 2d ed. 2007) (noting 

that investment managers are fiduciaries by definition under ERISA). 

 117. According to former Investment Company Institute President, Matthew Fink, ñIt is impossible to 

overestimate the importance of IRAôs and defined contribution plans to the mutual fund industry.ò FINK, supra 

note 2, at 132. 

 118. See INV. CO. INST. 2007, supra note 18, at 3 (reporting that the share of household financial assets held 

in investment companies has grown from 1980 to 2006). 

 119. See id. at 78 (discussing 401(k) asset allocation for survey participants in their twenties). 

 120. Investment Company Governance, supra note 48 (noting that the SEC has recognized that rules help 

to mitigate the ñconflicts of interest that advisers inevitably have with the funds they adviseò). 
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voiceless.121 The DOL made clear that ñthe voting of proxies is a fiduciary act of plan 

asset management.ò122 Few of the 47 million Americans invested in 401(k) plans 

comprehend the fees they pay.123 In an effort to address this problem, the DOL has 

increased the amount of information it requires employers who sponsor 401(k) plans 

(Plan Sponsors) to file publicly. Effective 2008, the DOL is requiring Plan Sponsors to 

disclose in their annual filing (on form 5500) more detail on fees paid to mutual fund 

Advisers related to overseeing 401(k) plans.124 

Additionally, other federal and state laws affect mutual funds. They include the 

Sarbanes-Oxley Act,
125

 which requires mutual funds to certify internal controls.126 Also, 

various federal and state banking and commercial transactions regulations related to fund 

transfers apply to the flow of cash to and from the mutual fund complex. 

The mutual fund industry has also been the beneficiary of recent business-generating 

regulation. The Pension Protection Act of 2006
127

 allows investment managers to provide 

advice to 401(k) plan participants.128 The DOL provided guidance on February 2, 2007, 

which allows for varying fees to be charged to the participant based on the type of 

investment option so long as the corporate affiliate and person through which the advice 

is provided does not receive varying compensation on that basis.129 

III. BACKGROUND ON CORPORATE GOVERNANCE IN THE UNITED STATES AND UNITED 

KINGDOM AND THE MUTUAL FUND PROXY VOTING RULE 

A. Corporate Governance Perspectives 

The term ñcorporate governanceò is used at various times for varying purposes. In 

the most general sense, corporate governance refers to the rights and responsibilities, or 

the balance of power, among the managers, boards, and shareholders of publicly traded 

corporations.130 However, corporate governance also describes broader concepts 

concerning the role and accountability of corporations within society.131 It would be 

difficult to find a person who would claim to oppose strengthening corporate governance. 

 

 121. See generally Interpretive Bulletins Relating to the Employee Retirement Income Security Act 1974, 

59 Fed. Reg. 38,860 (July 29, 1994).  

 122. Id. 

 123. Shefali Anand & Judith Bums, The Quarter Ahead: Spotlight on 401(k) Costs, WALL ST. J., Apr. 3, 

2007, at R23. 

 124. Depôt of Labor, FAQs About The 2009 Form 5500 Schedule C, http://www.dol.gov/ebsa/ 

faqs/faq_scheduleC.html (last visited Mar. 14, 2009). 

 125. The Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (2002). 

 126. Id. § 404. 

 127. The Pension Protection Plan of 2006, Pub. L. No. 109-280, 120 Stat. 780 (2006).  

 128. See Paul Schott Stevens, The Promise of a Better Retirement: Implementing the Pension Protection 

Act, Keynote Address at the Pension Protection Act Developments Conference (Feb. 7, 2007), available at 

http://www.ici.org/401k/arc-speeches/07_ppa_stevens_spch.html (noting that ñit seems certain that the 109th 

Congress intended to expand advice offerings, not shrink themò). 

 129. Doug Halonen, Rule Hurts Advice Givers But Aids Fund Companies, PENSIONS & INVESTMENTS, Feb. 

19, 2007, at 1. ñóThe beneficiaries are the people who want to squeeze more fees out of peopleôs retirement 

savings,ô said Damon Silvers, associate general counsel for the AFL-CIO.ò Id.  

 130. See generally ROBERT A. G. MONKS & NELL MINOW, CORPORATE GOVERNANCE (2d ed. 2001). 

 131. THOMAS CLARKE, THEORIES OF CORPORATE GOVERNANCE: THE PHILOSOPHICAL FOUNDATIONS OF 

CORPORATION GOVERNANCE 1ï2 (2004). 

http://www.dol.gov/ebsa/faqs/faq_scheduleC.html
http://www.dol.gov/ebsa/faqs/faq_scheduleC.html
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However, few agree on the elements of good corporate governance. Beneath the 

variation, though, a framework can be seen. This framework emanates from a series of 

divisions in perspective as to the underlying principles upon which corporations should 

be governed.  

1. Corporate Governance Divided: Agency Perspective vs. Stakeholder Perspective  

The foundational division is between those with an agency perspective and those 

with a stakeholder perspective.132 A person with an agency perspective believes a 

corporation should function for the benefit of shareholders.133 Recognizing the agency 

problem inherent in diffusely held corporations, those with this perspective believe 

managers should be accountable to the owners of the corporation. Those with an agency 

perspective rely in part upon legal frameworks, such as the fiduciary duties, to support 

their views.134 In contrast, those with a stakeholder perspective see corporate 

accountability more broadly.135 They would claim that corporations need to serve all 

important stakeholders, beyond just shareholders.136 Included within a list of such 

stakeholders might be employees, suppliers, customers, the local community, the 

environment, future generations, and perhaps anyone impacted significantly by 

externalities resulting from corporate operations. Some suggest that this is not really 

corporate governance, but instead the field of ñcorporate social responsibility.ò137 

However, many who write and speak of corporate governance do so in reference to the 

role a corporation plays within society.138 What I call the agency perspective is 

associated with agency theory and is often considered to be the Anglo-American 

model,139 whereas the stakeholder perspective is considered to be the Continental 

European-Japanese model.140 

2. Agency Perspective Divided: Director-Centric vs. Shareholder-Centric  

Those with an agency perspective are divided between the ñdirector-centricò and 

ñshareholder-centricò camps. While both camps recognize the agency problem, they see 

different solutions. Those with a director-centric perspective see the boards of directors 

 

 132. See id. at 4ï11 (other classifications also include ñstewardship theoryò and ñmanagerial hegemonyò, 

though the above framework incorporates the latter). 

 133. See generally Eugene F. Fama & Michael C. Jensen, Separation of Ownership and Control, 26 J.L. & 

ECON. 301 (1983). 

 134. See generally Lucian A. Bebchuk, The Myth of the Shareholder Franchise, 93 VA. L. REV. 675 

(2007). 

 135. See generally Thomas Donaldson & Lee E. Preston, The Stakeholder Theory of the Corporation: 

Concepts, Evidence and Implications, 20 ACAD. MGMT. REV. 65 (1995).  

 136. MARGARET M. BLAIR, OWNERSHIP AND CONTROL: RETHINKING CORPORATE GOVERNANCE FOR THE 

TWENTY-FIRST CENTURY 203 (1995). 

 137. Id. 

 138. Id. (referencing Ira Millstein and others who suggest that corporations exist to create wealth for 

society). 

 139. Cynthia A. Williams & John M. Conley, An Emerging Third Way? The Erosion of the Anglo-

American Shareholder Value Construct, 38 CORNELL INTôL L.J. 493, 494 (2005) (using the term ñoutsider 

systemò to describe the Anglo-American model). 

 140. Id. (using the term ñinsider systemò to describe the Continental European and Japanese model). 
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acting effectively as guardians of shareholdersô interests.141 Much of state corporate law 

is grounded in this perspective. Shareholders seeking redress directly against corporations 

are often shut out of courthouse because they are told their avenue is through the board. 

Should they be unhappy about management behavior, courts explain that they may elect 

new board members.142 I would include within this group theorists who oppose 

shareholder empowerment on the basis that market forces (such as the market for 

corporate control) can correct the agency problem.143  

In contrast, the shareholder-centric camp finds systemic problems in the processes 

for selecting corporate boards and views corporate boards as either beholden to 

management, self-interested, not sufficiently dependent upon shareholders, or all of the 

above.144 Shareholder-centric thinkers are often called shareholder activists and seek 

reforms to shift the balance of power away from managers and boards to shareholders. 

The battle between those with a director-centric versus a shareholder-centric perspective 

was being played out at the SEC with the recent proposed rulemaking concerning 

shareholder access to corporate proxy materials for bylaw changes related to the election 

of directors.145  

3. Shareholder-Centric Divided: Shareholder Democracy Perspective vs. Shareholder 

Profit Maximization Perspective   

There is a further division within the shareholder-centric camp. One group supports 

governance rules and practices that give shareholders increased voice, or make 

governance more democratic. Another group would like the rules and practices set so that 

only those corporate governance elements that can be shown to increase long-term 

shareholder value are institutionalized. Members of this shareholder profit maximization 

group, however, might disagree as to what governance provisions matter. At one time, 

there were more than 100 different elements used for rating corporate governance 

between Institutional Shareholder Service (ISS), S&P, and the Corporate Library (TCL), 

 

 141. Lipton, supra note 13, at 3. 

 142. Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 959 (Del. 1985). Decisions like this one take 

seriously the shareholdersô right to vote, without mentioning the reality that elections are meaningless, when the 

number of nominees equal the number of available seats. With plurality voting this ensures that a director is 

elected with only a single vote. 

 143. See, e.g., Henry G. Manne, Mergers and the Market for Corporate Control, J. POL. ECON., Apr. 1965, 

at 110, 112 (1965) (contending that the market for corporate control gives ñpower and protectionò to those small 

shareholders vis a vis corporate management). 

 144. See generally LUCIAN BEBCHUK & JESSE FRIED, PAY WITHOUT PERFORMANCE: THE UNFILLED 

PROMISE OF EXECUTIVE COMPENSATION (2004). 

 145. See Shareholder Proposals Relating to the Election of Directors, Exchange Act Release No. 56,161, 

Investment Company Act Release No. 27,914, 91 SEC Docket 575 (July 27, 2007) (attempting to clarify the 

Commission rule allowing shareholders an opportunity to make proposals through a companyôs proxy 

materials); see also Shareholder Proposals, Exchange Act Release No 56,160, Investment Company Act 

Release No. 27,913, 91 SEC Docket 544 (July 27, 2007) (proposing amendments to Exchange Act Rule 14a-8 

enabling shareholders to nominate candidates to the board of directors through a companyôs proxy materials). 

Ultimately, the shareholder-centric view lost. Notwithstanding 34,000 comment letters from shareholders 

ñpleading for more power to change the board of directors,ò the Commission approved a final rule that allows 

corporate management to refuse to include in proxy materials shareholder resolutions related to board 

nominations. Carrie Johnson, SEC Votes to Limit Shareholder Rights, WASH. POST, Nov. 29, 2007, D1. 
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though some were common to each system.146 Some scholars have taken steps to identify 

them. For example, in a recent study, Bebchuk, Cohen, and Ferrell found six provisions, 

the presence of which were associated with lower firm valuations and abnormal returns in 

a study from 1990ï2003.147  

B. Comply or Explain in the United Kingdom 

Some laws governing U.S. and U.K. corporations are quite similar. For example, in 

both jurisdictions the fiduciary duties owed to shareholders are grounded in common law 

principles.  However, the regulatory regimes have many distinctions. In the United States, 

basic corporate law principles come from the 50 states (primarily Delaware), often 

resulting in a ñrace to the bottomò in terms of shareholder rights versus managers.148 In 

the United Kingdom, there is uniform corporate law through the Companies Act.149 In 

the United States, beyond state corporate law, corporate governance is covered in part by 

federal securities laws and regulations as well as the federal Sarbanes-Oxley Act and 

related rules, including stock exchange listing requirements.150 In practice, corporate 

governance standards vary from company to company, with many outside standard-

bearing institutions, such as proxy advisory services and others holding out factors and 

formulas for rating corporate governance behavior.  

In contrast, in the United Kingdom, corporate governance standards are uniform and 

more comprehensive. They take the form of main and supporting principles and 

provisions and are located in the 2008 Combined Code on Corporate Governance.151 The 

Combined Code applies to all companies incorporated in the United Kingdom or listed on 

the London Stock Exchange. It contains a listing of practices considered to be hallmarks 

of good corporate governance. For example, provisions include that the roles of 

Chairman of the Board and CEO should not be filled by the same individual.  

Adherence to the principles within the Combined Code is voluntary. In its annual 

reports, however, a company must disclose how it has complied with the principles of the 

Combined Code. It must also confirm that the company has complied with the Combined 

 

 146. See JONATHAN CHARKHAM, KEEPING GOOD COMPANY: A STUDY OF CORPORATE GOVERANCE IN 

FIVE COUNTRIES 349ï66 (1995) (comparing the corporate government schemes in five advanced countries on 

the basis of dynamism and accountability). 

 147. Lucian Bebchuk, Alma Cohen & Allen Ferrell, What Matters in Corporate Goverance, 22 REV. OF. 

FIN. STUDIES 783 (2009). These provisions were Staggered Boards, Supermajority Requirements for Mergers, 

Limits to Shareholder Bylaw Amendments, Supermajority Requirements for Charter Amendments, Poison Pills 

and Golden Parachutes. Id.  

 148. Mark J. Roe, Delawareôs Competition, 117 HARV. L. REV. 588, 593 (2003) (discussing whether 

competition among the states result in a race ñto the top (in terms of efficiency) or to the bottom (in terms of 

pandering to managers)ò). 

 149. Companies Act, 2006, ch. 46 (U.K.), available at 

http://www.opsi.gov.uk/acts/acts2006/pdf/ukpga_20060046_en.pdf; see also Joshua Getzler and Mike Macnair, 

The Firm as an Entity Before the Companies Act 1, Oxford Legal Studies Research Paper No. 47/2006, 

available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=941231 (noting that Parliament adopted the 

first modern companies Act in 1862). 

 150. See CHARLES R.T. OôKELLEY & ROBERT B. THOMPSON, CORPORATIONS AND OTHER BUSINESS 

ASSOCIATIONS 143, 147 & 200 (5th ed. 2006) (listing several layers of laws and regulations that govern 

corporations). 

 151. FIN. REPORTING COUNCIL, THE COMBINED CODE ON CORPORATE GOVERNANCE (2008) (U.K.). 

http://www.opsi.gov.uk/acts/acts2006/pdf/ukpga_20060046_en.pdf
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Code and must explain its behavior if it has departed from these principles.152 It is up to 

shareholders to monitor compliance and engage actively with managers both on the 

absence of necessary explanations and the quality of the explanations. Accordingly, the 

ñcomply-or-explainò regime is considered to be a shareholder-enforced system. In 

contrast, the U.S. approach is that of regulator-enforced rules. 

The comply-or-explain approach was intended to allow corporate managers the 

flexibility to depart from a general governance principle in specific instances. Whether 

this approach accomplishes the goals it was designed to meet is the topic of discussion 

and research.153 

C. Proxy Voting and Shareholder Proposals Overview 

Among the chief legal rights of U.S. corporate shareholders are the rights to attend 

annual (and special) meetings, to vote at such meetings, and to present proposals to the 

corporation for vote by other shareholders. Because the vast majority of shareholders do 

not physically attend meetings, if they do choose to vote, they do so by grant of proxy. 

Accordingly, by law, when corporations send shareholders a notice to announce the 

upcoming meeting, they also include materials that enable shareholders to vote by proxy 

(through the mail, telephone, or internet). These materials include the managementôs slate 

of directors as well as other voting items. Therefore, shareholders who wish to make 

proposals at a corporationôs annual meeting need to have such proposals included within 

the mailed proxy materials. Such shareholders rely upon 1934 Act Rule 14a-8, which, 

subject to eligibility requirements and certain carve-outs, requires corporations to include 

shareholder proposals within the official proxy materials.154  

Shareholders who have continuously held $2000 or one percent of securities 

outstanding for one year are entitled to submit proposals to corporate management.155 

Management may refuse to include such proposals within the proxy materials if they fall 

into one of 13 exclusions.156 In addition, if the proposal was already voted upon in 

previous years and failed to receive a certain threshold of shareholder support, it may be 

excluded.157 As noted both above and below, proxy voting on shareholder resolutions is 

not just a right of Advisers, but a legal duty, whether pursuant to ERISA or the federal 

securities laws.158 

D. The Mutual Fund Proxy Voting Rule 

Since the launch of the first mutual fund in the early twentieth century, journalists, 

politicians, and academics have identified incentives and sought to eliminate 

opportunities for those who manage fund assets to favor their own economic interests 

 

 152. Id. at C.1.1. 

 153. See, e.g., SRIDHAR ARCOT, VALENTINA BRUNO & ANTOINE FAURE-GRIMAUD, CORPORATE 

GOVERNANCE IN THE UK: IS THE ñCOMPLY OR EXPLAINò APPROACH WORKING? (2005). 

 154. SEC Staff Legal Bulletin No. 14 (July 13, 2001), available at http://www.sec.gov/interps/legal/ 

cfslb14.htm. 

 155. Id. 

 156. Id. 

 157. Id. 

 158. See supra Part II.C. 
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over that of their investors. According to John Kenneth Galbraith, in 1929, Paul Cabot 

wrote in The Atlantic Monthly that ñdishonesty, inattention, inability, and greedò were 

evident in the fledgling fund industry.159 As is the case with most regulatory reform, 

widespread or notorious examples of abuses lead to public outrage and then to 

rulemaking. Notwithstanding their public protests to the contrary, many industry leaders 

were privately pleased about the increasing regulation, hoping it would clean up the 

reputation of the industry, and thus increase investor confidence and ultimately profits.160 

As a result, much of the complicated SEC regulation of mutual fund operations and sales 

are designed to thwart the temptations to put Advisersô interests ahead of mutual fund 

investors. 

This pattern of well-publicized examples of abuse by investment advisers, followed 

by suspicion of widespread malfeasance, then public outcry, and culminating in SEC 

regulation was recently repeated, leading to the Proxy Voting Rules. One of the 

precipitating events involved a corporate takeover battle at Hewlett-Packard (H-P). In 

January of 2002, H-P hired the investment banking division of Deutsche Bank to assist 

with a planned merger with Compaq.161 H-P agreed to pay Deutsche Bank $1 million up 

front plus another $1 million upon completion of the merger.162  

A few months later, on Friday, March 15, 2002, the investment advisory division of 

Deutsche Bank (DeAm) voted against the merger; it cast 17 million proxies on H-P stock 

it controlled for its advisory clients.163 On the following Monday, H-P management 

learned of the vote and contacted senior managers at Deutsche Bank.164 By March 19, 

2002, after learning that the investment banking division was secretly working for H-P on 

the merger and that H-P had an important relationship with the bank, the investment 

committee decided to change its vote.165 Just before the shareholder vote on the merger 

closed, DeAm recast proxies on 17 million client votes in favor of the merger.166 As a 

result, the SEC brought a settlement enforcement action against DeAm.167 According to 

the SEC, DeAm breached its fiduciary duty to its advisory clients by voting proxies on 

the H-P stock owned by its advisory clients without disclosing the conflict in advance.168 

On its own, such an incident might have had little traction; it fed, however, into a 

growing suspicion that fund managers have a strong incentive to favor the interest of 

corporate managers of portfolio companies over their own investors. Moreover, many 

fund managers were suspected of acting upon this incentive to the detriment of investors. 

Finally, the uber-incidents of the collapses of Enron, WorldCom, and others led to a 

generalized concern over conflicts. Where were the accountants? Where were the 

investment bankers? Where were the boards of directors? Where were the institutional 

 

 159. JOHN KENNETH GALBRAITH, THE GREAT CRASH 1929, at 56 (1929). 

 160. FINK, supra note 2, at 32ï34. 

 161. Press Release, Sec. & Exch. Commôn, SEC Brings Settled Enforcement Action Against Deutsche 

Bank Investment Advisory Unit in Connection with Its Voting of Client Proxies for Merger Transaction (Aug. 

19, 2003) [hereinafter SEC Press Release], available at http://www.sec.gov/news/press/2003-100.htm. 

 162. Id. 

 163. Id. 

 164. Id. 

 165. Id. 

 166. SEC Press Release, supra note 161. 

 167. Id. 

 168. Id. 
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shareholders? And then, where were the mutual funds? 

Meanwhile, shareholder activists, including the AFL-CIO were frustrated with what 

they perceived as the failure of Advisers to reign in executive pay and to act as anything 

more than a ñrubberstampò for corporate management.169 After a failed attempt in 

December of 2000, the AFL-CIO again approached the SEC requesting that the agency 

mandate that mutual funds disclose how they cast their proxy votes.170 

With these concerns in mind, the SEC enacted a rule concerning mutual fund proxy 

voting.171 The Disclosure of Proxy Voting Policies and Proxy Voting Records by 

Registered Management Investment Companies (the Fund Proxy Voting Rule) became 

effective April 14, 2003 with a compliance date of August 31, 2004.172 This rule has 

three main requirements. First, mutual funds must file an annual report with the SEC ñnot 

later than August 31 of each year, containing the registrantôs proxy voting record for the 

most recent twelve-month period ended June 30.ò173 Second, mutual funds must make 

available free-of-charge to investors a description of their proxy voting policies and 

procedures.174 Third, mutual funds must inform investors how they may obtain free of 

charge the policies and procedures and the annual proxy voting records of the funds.175 

In the adopting release for the Fund Proxy Voting Rule, the SEC reinforced the 

point that an investment adviser to mutual funds is a fiduciary.176 The Commission 

affirmed that ñthis fiduciary duty extends to all functions undertaken on the fundôs behalf 

including voting of proxies relating to the fundôs portfolio securities. An investment 

adviser voting proxies on behalf of fund, therefore, must do so in a manner consistent 

with the best interests of the fund and its shareholders.ò177 The SEC recognized that the 

fund board of directors or trustees ñhas the [voting] right and the obligationò178 on behalf 

of the funds, but that the board usually delegates this to the Adviser under the 

management agreement ñsubject to the boardôs continuing oversight.ò179 

The SEC tackled the conflict of interest issue head on in proposing and adopting the 

 

 169. AFL-CIO OFFICE OF INV., BEHIND THE CURTAIN: HOW THE 10 LARGEST MUTUAL FUND FAMILIES 

VOTED WHEN PRESENTED WITH 12 OPPORTUNITIES TO CURB CEO PAY ABUSE IN 2004, at 3 (2004), available 

at http://www.aflcio.org/corporatewatch/paywatch/upload/BehindtheCurtain.pdf. 

 170. Id. 

 171. Disclosure of Proxy Voting Policies, supra note 5, at *2 (noting the ñenormous influence of mutual 

fundsò and the need for voting transparency. 

 172. Id. at *2. 

 173. Id. at *32. 

 174. Id. at *5. 

 175. The companion rule was the Proxy Voting by Investment Advisers (the ñAdviser Proxy Voting Ruleò). 

The rule requires Advisers (1) to ñadopt policies and procedures reasonably designed to ensure that the adviser 

votes proxies in the best interests of clientsò; (2) to ñdescribe the procedures to clientsò; and (3) to ñtell clients 

how they may obtain information about how the adviser has actually voted their proxies.ò Proxy Voting by 

Investment Advisers, Investment Advisers Act Release No. 2106, 79 SEC Docket 1673 (Jan. 31, 2003) 

[hereinafter Proxy Voting by Investment Advisers]. 

 176. Disclosure of Proxy Voting Policies, supra note 5, at *19. 

 177. Id. 

 178. Id. at *3. 

 179. Id. Similarly, in the companion Adviser Proxy Voting Rule, the SEC acknowledged that as a fiduciary 

an Adviser has a duty of care and loyalty, which to satisfy it ñmust cast the proxy votes in a manner consistent 

with the best interest of its client and must not subrogate client interests to its own.ò Proxy Voting by 

Investment Advisers, supra note 175.  
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release:  

[I]n some situations the interests of a mutual fundôs shareholders may conflict 

with those of its investment adviser with respect to proxy voting. This may 

occur, for example, when a fundôs adviser also manages or seeks to manage the 

retirement plan assets of a company whose securities are held by the fund. In 

these situations, a fundôs adviser may have an incentive to support management 

recommendations to further its business interests.180 

Of all the fund families included within the TCL group, only one, Putnam, supported the 

proposal to disclose proxy voting records.181 Other Advisers actively opposed the effort 

through comment letters penned by their senior executives.182 A select group of the 

largest fund families additionally met (in person or by phone conference) with SEC 

commissioners and staff who were attempting to influence the decision.183 Many of those 

silent fund families were in passive support of the effort to kill this requirement. This is 

because the industry trade association, the Investment Company Institute (ICI), 

understood that ñ[t]he fund industry was dead opposedò to this rule
184

 and submitted 

comment letters opposing this measure.185 In addition, the ICI met or telephoned 

commissioners and staffers at the SEC attempting, unsuccessfully, to block its adoption. 

Members commonly piggyback on ICI comments. Sometimes members choose to keep a 

low profile and depend only upon the ICI, either due to time or resource constraints, or 

the desire not to be seen out in front of an unpopular issue. Other times, members 

(Advisers) will submit separate comments to either amplify certain points or to 

distinguish their position.  

In contrast to the mainstream fund families, funds that operated and advertised as 

 

 180. Disclosure of Proxy Voting Policies, supra note 5, at *3. In the companion Adviser Proxy Voting 

Rule, the Commission also bluntly addresses the conflict-of-interest issue:  

An adviser may have a number of conflicts that can affect how it votes proxies. For example, an 

adviser (or its affiliate) may manage a pension plan, administer employee benefit plans, or provide 

brokerage, underwriting, insurance, or banking services to a company whose management is 

soliciting proxies. Failure to vote in favor of management may harm the adviserôs relationship with 

the company. 

Proxy Voting by Investment Advisers, supra note 175. 

 181. See Letter from John A. Hill, Chairman of the Trs., Putnam Funds, to Johnathan G. Katz, U.S. Sec. 

and Exch. Commôn (Oct. 24, 2002), available at http://www.sec.gov/rules/proposed/s73602/jahill1.htm (noting 

Putnamôs support of proxy voting policies and voting records). 

 182. See U.S. Sec. & Exch. Commôn, Comments on Proposed Rule: Disclosure of Proxy Voting Policies 

and Proxy Voting Records by Registered Management Investment Companies, http://www.sec.gov/ 

rules/proposed/s73602.shtml (last visited Feb. 18, 2009) [hereinafter SEC, Comments] (providing the comments 

submitted to the SEC about the proposed rule). 

 183. See Memorandum from Commissioner Cynthia A. Glassman to Public File (Dec. 6, 2006), available 

at http://www.sec.gov/rules/proposed/s73602/ici2112202.htm (noting a meeting between fund representatives 

and the SEC Commissioner). 

     184.  FINK, supra note 2, at 175ï76 (describing how the industry objected to selective treatment, noting that 

other investment pools such as pension funds, insurance company separate accounts, hedge funds, bank 

collective funds and the like had no similar disclosure obligation). 

 185. See, e.g., Letter from Craig Tyle, General Counsel of the Inv. Co. Inst., to Nathan Knuffman, Desk 

Officer, Sec. & Exch. Commôn, and Jonathan G. Katz, Secretary, Sec. & Exch. Commôn (Dec. 6, 2002), 

available at http://www.sec.gov/rules/proposed/s73602/cstyle1.htm (concluding that the SEC had not provided 

a sufficient basis for implementing disclosure of proxy voting records). 

http://www.sec.gov/rules/proposed/s73602/jahill1.htm
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socially responsible funds openly supported the proposal. In addition, unions (with 

pension fund assets at stake) as well as public pension funds supported the proposal. 

Outsiders to the money management field, including all living former SEC chairmen, 

provided comment letters in support of the change. Also, money managers from abroad, 

including the United Kingdom, championed the proposal. Individual shareholders and 

others in favor of the proposal overwhelmingly outnumbered those in opposition. The 

SEC counted more than 8000 supporters.186  

IV. CONFLICT OF INTEREST IN PROXY VOTING  

Ironically, while the central justification for the vote disclosure requirement was to 

avoid voting influenced by a conflict of interest, there is little empirical research on the 

subject showing widespread abuse. While three years of voting data was available when 

this study was conducted, only two studies looking for correlations between voting 

behavior and conflicting business interests were available. In this section of the paper, I 

will provide anecdotal evidence and examples of this conflict. Next, I will describe the 

two studies on this subject. Finally, I will explain my research methodology and 

conclusions. 

A. Anecdotal Evidence and Examples 

Those critical of the mutual fund industry have long suspected that conflicts of 

interest explain why Advisers fail to support shareholders rights. However, a vast gulf 

divides generalized suspicion and empirical support. This section covers the various 

voices of support for the conflict of interest theory and the evidence and arguments upon 

which they depend. 

Support for the supposition that conflicts of interest drive Advisers to block 

shareholder rights initiatives is often anecdotal. Both journalists and academics cite 

regularly to this theory and provide examples. Even the SEC in its release for the Proxy 

Voting Rule explicitly identified suspected conflicts.187 Some suggest that as an 

unintended consequence of the rule, Advisers are more deferential to corporate 

management.188  

 

 186. Disclosure of Proxy Voting Policies, supra note 5, at *4. These letters are available for viewing at the 

SECôs website. SEC, Comments, supra note 182. 

 187. Disclosure of Proxy Voting Policies, supra note 5, at *20 (stating that ñthe interests of a fundôs 

shareholders may conflict with those of its investment adviser with respect to proxy votingò). 

 188. U.S. Sec. & Exch. Commôn, Unofficial Transcript of the Roundtable Discussion on Proxy Voting 

Mechanics 101 (May 24, 2007) (comments by Anne Faulk, CEO, Swingvote, Inc.) [hereinafter SEC 

Roundtable], available at http://www.sec.gov/news/openmeetings/2007/openmtg_trans052407.pdf. 

And I think anybody in the corporate governance business would tell you that one of the 

unintended consequences of the N-PX filings was to take a number of mutual funds who were 

absolutely at the forefront of good governance and engagement, and once they had to post how they 

voted on the shares of their clients, there was a dramatic change. And those mutual funds who 

were, like I say, very much engaged in the process all of a sudden became rubber stamps for 

management.  

Id. However, when Commissioner Atkins requested evidence, none was provided. Atkins said that he had heard 

different reports that mutual funds were outsourcing voting to proxy advisory services. Id. at 104.  
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History also provides support for the contention that conflicts motivate Advisers to 

disfavor shareholdersô rights. Historical evidence points to numerous examples of 

Advisers placing their interests over those of their fund shareholders. Indeed, as discussed 

above, the primary regulation designed to govern the entire industry in large part seeks to 

eliminate opportunities to benefit the Adviser over the investor. 

As in the United States, in the United Kingdom institutional investors are suspected 

to ñface conflicts of interest, where they are fund managers, which deter them from the 

active exercise of their voting power.ò189 In a report by the Company Law Review 

Steering Group, reasons for institutional investor passivity included threats by portfolio 

companies that they will take business away from the fund manager and fear that 

activism would hurt business prospects.190 This resonates in the United States.  

Leading corporate law scholars, Bernard Black and John Coffee, confirm this 

perception. ñThus, it is not surprising that in Britain, as in the United States, most 

corporate pension plans follow a variant of the golden rule: óDo unto other companies as 

you would have their pension funds do unto your company.ôò191 One columnist for the 

New York Times, Gretchen Morgenson, has consistently pursued this topic since the 

enactment of the Fund Proxy Voting Rule. She has penned numerous columns describing 

the failure of Advisers to use proxy voting as a tool to increase shareholder power.192  In 

one column, Morgenson writes that proxy voting represents ñan immensely powerful tool 

for change at companies run by me-first executives. Unfortunately few funds used that 

tool.ò193 Her interviews with shareholder advocates yield affirmations of this opinion. 

For example, Frederick Rowe, Jr., president of Investors for Director Accountability, 

explained, ñWe expect money managers to think and vote like interested owners of the 

shares they manage. . . . Sadly our experience is that most money managers seem to think 

and vote their own somewhat conflicted interests as money managers.ò194  

Morgenson deemed the expensing of stock options ña litmusò test for honest 

accounting practices.195 She pointed to examples of when shareholders proposed 

nonbinding resolutions that management would expense stock options. She noted that 

(even when corporate management opposed these resolutions) institutional investors 

favored them.196 In contrast, she found that Advisers opposed these resolutions to 

expense stock options.197 Morgenson pointed to a proxy vote at Intel where the majority 

of its shareholders supported such a resolution.198 In line with majority support were 

some large fund complexes she praised, including Merrill Lynch, Citigroup, Morgan 

 

 189. ADRIAN CADBURY, CORPORATE GOVERNANCE AND CHAIRMANSHIP: A PERSONAL VIEW 205 (2002). 

 190. Id. 

 191. Bernard S. Black & John C. Coffee, Jr., Hail Britannia?: Institutional Investor Behavior Under 

Limited Regulation, 92 MICH. L. REV. 1997, 2060 (1994) (citing JAMES E. HEARD & HOWARD D. SHERMAN, 

CONFLICTS OF INTEREST IN THE PROXY VOTING SYSTEM (1987)). 

 192. See, e.g., Gretchen Morgenson, A Door Opens. The View is Ugly, N.Y. TIMES, Sept. 12, 2004, § 3 

[hereinafter Morgenson, Door] (noting that shareholders should track votes and hold funds accountable). 

 193. Id. 

 194. Gretchen Morgenson, Fidelity, Staunch Defender of the Status Quo, N.Y. TIMES, Oct. 8, 2006, § 3 

[hereinafter Morgenson, Fidelity]. 

 195. Morgenson, Door, supra note 192. 

 196. Id. 

 197. Id. 

 198. Id. 
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Stanley, Vanguard, Oppenheimer Funds, and American Funds.199 In contrast, T.Rowe 

Price, Fidelity, and MFS rejected the proposal.200   

Suggesting that a conflict of interest affected Fidelityôs support, Morgenson noted 

that three percent of Intel shares were held by Fidelity for its clients.201 At the same time, 

she noted that Fidelity acts as record keeper of Intelôs 401(k) plan.202 Eight Fidelity funds 

in that plan had $1 billion in assets at the end of 2003.203 According to Morgenson, that 

could amount to at least $7.5 million in revenue for Fidelity.204 In its defense, according 

to the column, Fidelity cast shares for the family of funds it is hired to manage against the 

option-expensing proposal for another reason. Fidelity explained that its analysts were 

smart enough to determine the impact of stock options on corporate earnings without 

such a requirement.205  

Upon examination, this comment by Fidelity is no comfort for shareholders at large. 

Instead it reveals that the Advisers may put their economic interests in collecting 

management fees ahead of both shareholders at large and their own shareholders. In other 

words, they put their own interests ahead of direct shareholders of Corporation XYZ and 

ahead of shareholders of their own mutual funds. This seeming defense thus supports the 

theories of some academics like Black and Coffee who find that Advisers care about 

relative returns for their shareholders and not absolute returns.206  

Under this line of reasoning, if improving the disclosure for all shareholders of Intel 

would help Fidelity fund shareholders equally (with investors who own Intel shares 

directly as well as with investors who own Intel through some other fund or collective 

investment vehicle) then Fidelity (the Adviser) would not favor the change. What is 

troubling about this comment is that figuring out the real impact of stock options has 

costs in time and research. It is not merely a matter of raw intelligence but actual hard 

work. Moreover, given complex and intentionally obscure language of compensation 

disclosures, some suggest that even a group of seasoned analysts might not arrive at the 

same valuation.207 

In other words, when an Adviser touts its intelligence as a comparative advantage 

and as a justification for obfuscation by corporate managers, hidden costs may be 

imposed on fund shareholders. In addition, such revelations undermine the hope that big 

institutional investors will help shift the balance of power from corporate management to 

shareholders and thus benefit real investors. Finally, such a revelation helps to reveal how 

at times the interests of Advisers and fund shareholders are not aligned economically. 

Better disclosure would benefit fund shareholders by saving analysts time and freeing up 

labor to examine other investment strategies. However, Advisers would only benefit from 

an across-the-board improvement in disclosure at a particular firm if the Adviser was 

 

 199. Id. 

 200. Morgenson, Door, supra note 192. 

 201. Id. 

 202. Id. 

 203. Id. 

 204. Id. 

 205. Morgenson, Door, supra note 192. 

 206. Black & Coffee, supra note 191, at 2003. (ñMoney managers typically intervene only when doing so 

will improve their relative performanceðwhen it will benefit their portfolio more than their competitorsô. 

Conflicts of interest cause some money managers to shrink from open confrontation with corporate managers.ò) 

 207. See generally BEBCHUK & FRIED, supra note 144. 
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overweighted in that security relative to its competitors in the asset-gathering field. Black 

and Coffee note that ñ[i]f one takes the logic of over- or under-weighting to its logical 

conclusion, an underweighted fund manager may not even want to improve a portfolio 

companyôs performance.ò208  

Morgenson also tackled the topic of majority voting proposals. Pension fund 

activists initiated majority voting proposals in proxy materials sent to shareholders of 

many large corporations for the 2005 proxy season. Under majority voting, directors 

cannot be elected unless a majority of shareholders cast votes in favor of the candidate. 

Currently, for most corporations, the only option a shareholder has is to either support the 

management-proposed slate of directors with a vote of ñyesò or withhold votes. A 

director can usually be elected with a single vote. Hardly shining examples of democratic 

process, board elections are often compared to elections in the former Soviet Union.209 

In other columns, Morgenson criticized mutual funds for failing to discipline 

directors who are negligent or take action that dilutes shareholder value. Specifically, she 

challenged Advisers for failing to withhold votes from directors of companies that had 

accounting fraud and granted excessive pay for underperformance. She attributes this to a 

conflict of interest, contending that ñinvestment companies are in the position of trying to 

serve two masters.ò210 

B. Review of Prior Research Studies 

In the first academic study on this topic, Gerald F. Davis and E. Han Kim of the 

University of Michigan asked the question whether the ñparentsò of mutual fund families 

would vote with management of corporations (on shareholder resolutions) when those 

corporations were clients of the parent for other sources of income.211 Specifically, they 

linked assets under management with pro-management votes cast by the fund family for 

those same corporations. Their sample included 21 mutual fund families and 2 pension 

funds.212 For portfolio holdings data, they gleaned mutual fund ownership positions in 

892 of the Fortune 1000 corporations for 2001 from 13F filings with the SEC. For data 

on fund family ñparentò business ties, they used data from Form 5500, which is filed by 

corporate plan administrators with the DOL and the Internal Revenue Service.213 Voting 

data came from N-PX filings from the 2004 proxy season, the first year this data was 

available. They found that fund families were not more likely to vote with management 

when they had a relationship than when they did not.214 

This finding has been touted by many skeptics of the conflict-of-interest theory as 

 

 208. Black & Coffee, supra note 191, at 2064. 

 209. Morgenson called the existing election process ñan exercise in futilityò and likened it to Soviet-style 

elections. Gretchen Morgenson, Whoôs Afraid of Shareholder Democracy?, N.Y. TIMES, Oct. 2, 2005, § 3. 

Other critics have called the existing model ñsoviet-style.ò See DAVIS ET AL., supra note 14, at 117. 

 210. Gretchen Morgenson, Fund Manager, Itôs Time to Pick a Side, N.Y. TIMES, Mar. 26, 2006, at 1. 

 211. Davis & Kim, supra note 7, at 553. 

 212. The 21 fund families and two pension funds in the Davis & Kim Study sample were: AIM/Invesco, 

Alliance Capital Management, American Century, American Funds, Ariel, Barclays, Dreyfus, CalPERS, CREF, 

Fidelity, Franklin, Janus, Legg Mason, Merrill Lynch, Morgan Stanley, Oppenheimer, PIMCO, Putnam, 

Schroder, Scudder, State Street Global, T.Rowe Price, and Vanguard. Id. 

 213. Davis & Kim, supra note 7, at 555. 

 214. Id. at 568. 
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evidence of Advisersô absence of bias toward management.215 Advisers who had insisted 

they did not cast proxy votes differently for portfolio companies with whom they had a 

client relationship were vindicated by this study. For example, Anne Crowley of Fidelity 

Investments told the New York Times in 2004 that ñ[t]here is no correlation between how 

we vote with respect to whether someone is a 401(k) client or not.ò216 Crowley also 

stated that: ñFidelity voted against management 31% of the time this year at companies 

whose 401(k) plans it serves; it opposed all 30 proposals to expense options at companies 

whose stock it held, whether or not 401(k) clients.ò217 In another article, Vin Loporchio, 

a Fidelity spokesperson, stated that ñ[t]he guidelines require that all voting be done 

without regard to any other Fidelity companiesô relationships, business or otherwise, with 

that company.ò218 

However, the authors of the Davis Study were careful to note that the voting records 

they examined were from a timeframe during which the mutual fund industry was under 

great scrutiny by the SEC and then-New York Attorney General Eliot Spitzer.219 

Accordingly, they suggested that ñ[a] less risky strategy would be to adopt policies 

leading to less frequent voting against management at all firms, that is, policies that favor 

clientsô management while appearing evenhanded.ò220  

In addition, importantly, fund advisers were not completely clean of conflict-

effected voting, as the Davis Study reported. The authors examined their data to see 

whether the volume of business a parent has will impact the fund proxy voting record.221 

They found that favoritism toward management proposals increased as the value of the 

relationships increased. They found ña positive relationship between business ties and the 

propensity to vote with management.ò222 In other words, the greater the ñbusiness tiesò 

the more likely the fund family will vote with management recommendations on 

shareholder proposals.223  

In July 2008, the ICI published its own study of proxy voting practices and records 

for the year ended June 30, 2007.224 In this report, the ICI does admit that the Davis 

 

 215. In addition: 

Davis & Kim offer more direct evidence on conflicts, concluding ñthat there is no evidence to show 

that mutual funds let non-fund parts of their companies influence their votes.ò The authors add that 

ñvoting appears to be independent of client ties among all the fund families in our sample. In this 

regard, mutual funds come up clean. Their votes are explained by the policies of their parent 

companies, not directly by business ties.ò 

Gretchen Morgenson vs. The Facts of Mutual Fund Voting: Part II, Ideoblog, http://busmovie.typepad.com/ 

ideoblog/2006/10/gretchen_morgen_2.html. (Oct. 8, 2006, 07:49 EST). 

 216. Morgenson, Door, supra note 192. 

 217. Id. 

 218. Morgenson, Fidelity, supra note 194. 

 219. Davis & Kim, supra note 7, at 564. 

 220. Id. 

 221. Id. at 565. 

 222. Id. at 552. 

 223. Davis & Kim note that Fidelity has ñbusiness tiesò with 22.8% of the firms in its portfolio, Davis & 

Kim, supra note 7, at 558, compared to Putnam at 9.8%, Vanguard at 9.2%, AIM/INVESCO at 7.1%, American 

Funds at 8.7%, and T.Rowe at 5.8%. Id. at 559. 

 224. Sean Collins & Francis M. Stadler, Proxy Voting by Registered Investment Companies: Promoting the 

Interests of Fund Shareholders, PERSPECTIVE, July 2008, at 1. 

http://busmovie.typepad.com/ideoblog/2006/04/the_mind_of_gre.html
http://busmovie.typepad.com/ideoblog/2006/04/the_mind_of_gre.html
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Study shows that there is a positive correlation between volume of pension business and 

supporting management recommendations.225 However, the trade association attempts to 

minimize the conclusion, calling it ñcuriousò and suggesting that this correlation is 

somehow contradicted by other observations.226  

In the other paper, Burton Rothberg and Steve Lilien of the Baruch College (the 

Rothberg Study) asked whether mutual fund ñparentsò with other lines of business would 

favor management over shareholders as compared to pure-play funds.227 They found that 

there was no difference in the voting records of funds that are part of a large financial 

services company and the voting records of funds that are part of a pure-play fund 

family.228 They used proxy voting data to test the hypothesis that conflicts for business at 

the parent level would impact voting at the Adviser level.229 Their sample included five 

of the large fund families and four other fund families that are part of a large financial 

services company.230 

In a related study, Lauren Cohen of the Yale School of Management and Breno 

Schmidt of the Marshall School of Business at the University of Southern California 

found that fund families tend to overweight holdings in the portfolio companies where 

they are also acting as trustees of 401(k) plans.231 While this does not address proxy 

voting behavior, it does show favoritism toward retirement plan clients, perhaps to the 

detriment of fund shareholders.  

C. Original Empirical Research: Methodology and Results 

Notwithstanding the impressive work of the Davis and Rothberg studies, questions 

remain regarding the conflict of interest explanation for Advisersô passivity. Given that 

the Fund Proxy Voting Rule specifically addressed the retirement plan channel, and given 

the historically huge dependency of mutual funds upon this channel for asset gathering, I 

chose to focus there.  

I attempted to determine whether the dependency that a mutual fund family has 

upon DC plans for asset management business is correlated with the likelihood it will 

support shareholder resolutions related to corporate governance. Toward this end, I 

linked assets under management of a sample of fund-family Advisers as of December 31, 

2005 to the voting records of those Advisers for the proxy season spanning July 1, 2005ï

June 30, 2006. 

This approach was different from prior research in at least three aspects. First, I 

looked at the Advisersô propensity to support shareholder-initiated proposals on 

 

 225. Id. at 2. 

 226. Id. at 12. 

 227. Burton Rothberg & Steven B. Lilien, Mutual Funds and Proxy Voting: New Evidence on Corporate 

Governance 24 (Feb. 2005) (unpublished manuscript), available at http://ssrn.com/abstract=669161. 

 228. Id. 

 229. Id. at 9. 

 230. Id. at 14ï15. The big five fund families were Fidelity, Vanguard, T. Rowe Price, Janus, and Putnam. 

Of this group Putnam was part of Marsh & McLennan, an insurance brokerage firm. Three more financial 

service companies that also operated mutual funds were Goldman Sachs, Barclays, and St. Paul Travelers. Id. at 

35. 

 231. Lauren Cohen & Breno Schmidt, Attracting Flows by Attracting Big Clients: Conflicts of Interest and 

Mutual Fund Portfolio Choice, 64 J. FIN. (forthcoming 2009) (manuscript at 3). 
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governance matters.232 I used a data set that did not take into consideration whether 

management was in support of such proposals or not. This distinction is important 

because simply showing someone is not biased toward management does not show that 

someone is supportive of shareholders. Indeed, many in the field of corporate governance 

recognize this.233 Eric D. Roiter, Former Senior Vice President and General Counsel for 

Fidelity Management & Research (FMR is the Adviser to the Fidelity family funds), in a 

discussion on mutual fundsô concerns as shareholders of portfolio companies, offered 

insight about the role of directors.234 Like Bebchuk and Fried, Roiter recognizes that 

being independent of a conflict does not make one dependent upon shareholders.235 

ñIndependence is a neutral state. It doesnôt tell you anything about whether that 

individual or group of individuals is going to add value or will help shareholders achieve 

economic returns.ò236 

Second, because my focus was on whether funds support shareholder empowerment, 

the data set included only governance proposals and not other shareholder proposals. 

Note that the Davis Study also focused on governance-related resolutions. By selecting a 

data set that focused only on key governance provisions, I hoped to eliminate the noise 

associated with disapproval of other resolutions that might relate to social or political 

issues.  

Third, in the prior studies, the focus was on whether nonfund business with 

corporate managers would impact voting records.237 For example, in the Rothberg study, 

the nonfund business was banking, insurance, trading, and pension/retirement.238 In 

contrast, fund management was included in this study. This study considered whether all 

asset management, including mutual fund asset management (with attendant advisory 

fees), impacted voting decisions.  

The assets under management data came from Pension & Investments (P&I), Money 

Manager Survey for Year-End 2005.239 The dollar amount reported was in response to 

question 19: ñOf your total U.S. institutional, tax-exempt assets, how much was managed 

for defined contribution plans?ò240 According to the instructions, ñOnly managed assets 

should be reflected; exclude assets held in custody, or in sponsoring company stock, or 

under record-keeping contracts.ò241 

The proxy voting data came from Beth Young and Jackie Cookôs study for TCL of 

 

 232. There is a 25 year history of shareholder sponsored governance-related resolutions. In 1987, TIAA-

CREF filed the first resolution at International Paper to protest the corporationôs use of a poison-pill takeover 

defense. Deemed a ñmilestone in new capitalist activism,ò the proposal lost with just 27.7% of the votes; 

however, this was higher than most previous (socially related) resolutions had received. DAVIS ET AL., supra 

note 14, at 79. 

 233. See, e.g., BEBCHUK & FRIED supra note 144, at 204 (stating that ñin the absence of sufficient pro-

shareholder incentives, the directors will not serve shareholders eitherò). 

 234. GEORGE S. DALLAS & HAL S. SCOTT, MANDATING CORPORATE BEHAVIOR: CAN ONE SET OF RULES 

FIT ALL? 46ï47 (2006), available at http://www.law.harvard.edu/programs/pifs/pdfs/S&P6.05Monograph.pdf. 

 235. Id. at 47. 

 236. Id. 

 237. Rothberg & Lilien, supra note 227, at 22ï23. 

 238. Id. 

 239. Pensions & Investments, Money Managers Survey for Year-end 2005 (2006) (questionnaire, on file 

with author). 

 240. Id. 

 241. Id. 
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29 large fund familiesô proxy voting records during the 2006 proxy season (TCL 

Study).242 Though this data included 29 fund families, the P&I data was only available 

for 25.243 Accordingly, I selected the top ten fund families (based on P&I DC asset size) 

from among the 25 that were available. The ten largest fund families from among the 

universe of 29 large mainstream funds studied by TCL, as measured by assets under 

management within the P&I survey data were: Fidelity, Vanguard, American, Barclays, 

T. Rowe Price, Merrill Lynch, Franklin/Templeton, Legg Mason, Scudder, and Dreyfus. 

The data was culled from 1.2 million voting decisions. With respect to the 20 funds, that 

amounted to 62,000 voting decisions on 67 shareholder-sponsored resolutions. For the 

ten fund families above, there were the following number of decisions: Fidelity (21,705); 

Vanguard (166,126); American (20,470); Barclays (1972); T. Rowe Price (75,363); 

Merrill Lynch (21,128); Franklin/Templeton (44,747/17,783); Legg Mason (7534); 

Scudder (8238); and Dreyfus (14,254).244 

In the TCL Study, a fund complex is treated as having voted just one time on a 

particular resolution at a particular portfolio company. Accordingly, if a fund family has 

three funds all of whom vote in favor of a shareholder resolution on cumulative voting at 

a particular portfolio company, then the study gives that fund family a 100% score for 

that particular portfolio company. And, if that same fund family voted on cumulative 

voting proposals at ten portfolio companies, and approved them at five, but rejected or 

abstained at five, then, the score that that fund family receives on shareholder cumulative 

voting resolutions would be 50%. In this manner, each fund family received a percentage 

score for each of the 11 categories, and then a single, overall percentage score showing 

their propensity to vote for shareholder advisory resolutions. For example, Vanguard 

supported shareholder governance resolutions 25% of the time and T. Rowe Price 

supported shareholder governance resolutions 72% of the time. The only liberties taken 

with the data was to exclude TIAA-CREF and combine Franklin and Templeton funds 

into a blended percentage as asset data was only available as a single figure. TIAA-CREF 

was excluded given that it focuses upon the management of assets for retirement plans at 

academic institutions. Accordingly, unlike the other fund families, portfolio companies 

held within equity funds managed by TIAA-CREF would not also be clients. 

The TCL Study included 11 categories of shareholder resolutions that rolled up into 

an overall governance score. These categories were: (1) board declassification; (2) 

cumulative voting; (3) majority voting for director elections; (4) executive compensation 

generally; (5) pay for performance; (6) poison pills; (7) political contributions; (8) recoup 

unearned bonuses; (9) separate chairman and CEO; (10) severance pay limitations; and 

(11) simple majority voting.
245

  

Four of these categories relate to the election process including elections of the 

board of directors. Resolutions within this category seek to improve shareholder input in 

the selection of their representatives. Given that even Chancellor William Chandler III 

and Vice-Chancellor Leo Strine, Jr. of the Delaware Chancery Court consider director 

elections ñan irrelevancyò and that director elections are regularly likened to Soviet-style 

 

 242. FUND VOTING, supra note 6, at 4ï19.  

 243. Pension & Investments, 2006 Money Managers (survey results, on file with author) [hereinafter 

Survey Results]. 

 244. FUND VOTING, supra note 6, at 4. 

 245. Id. at 3. 
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elections, substantial room for improvement remains.246 Four resolution types attempt to 

give shareholders more say over executive compensation, an area where the need for 

reform is well-documented, with many examples of pay decoupled from performance.247 

Research suggests that the passage of shareholder resolutions that criticize executive pay 

has a direct impact on total compensation. One study found that compensation declined 

by a ñstatistically significant average of $2.7 millionò during the two-year period 

following the passage of such resolutions.248 Another category relates to the limitation on 

the use of poison pills as anti-takeover defensive measures. In terms of shareholder value, 

the removal of such provisions is widely supported as a best practice.249 Another 

category, the separate chairman and CEO, a corporate governance structure common in 

other countries, is increasingly seen as a way to help ensure the agenda set by the board is 

not dictated by corporate management. The final category, political contributions, relates 

to the disclosure of corporate monies dedicated to politics, something that would seem to 

be so clearly in the province of what true owners should decide. All of these areas are 

ones in which shareholders are asking for more participation. When representative 

democracy is broken, participation becomes more critical. Indeed, some observers have 

commented that ñ[f]or the first time in decades, American corporate governance seems to 

be taking on the flavor of a New England town meeting.ò250 

The overall percentages for support of shareholder proposals for governance reform 

and DC assets under management (dollar amounts in millions) for the ten funds were as 

follows: Fidelity (12%; $443,600); Vanguard (25%; $241,137); American (38%; 

$219,485); Barclays (38%; $150,544); T. Rowe Price (72%; $91,600); Merrill Lynch 

(48%; $34,994); Franklin/Templeton (57%; $33,074); Legg Mason (53%; $32,862); 

Scudder (50%; $33,718); and Dreyfus (59%; $31,663).251  

When linking TCL data with the P&I data, I found that the instances of support by a 

mutual fund family for shareholder-sponsored resolutions declined as the value of assets 

the Adviser had under management through DC plans increased. When focused on the 

ten largest fund families, the resulting coefficient of determination (R-squared) was 74%.  

The sample standard deviation was 9.465 with a Y-intercept of 59.7. The P value was 

.001. These data show that DC assets under management is a useful predictor of proxy 

voting on shareholder governance resolutions. Given the low P value, the probability that 

this occurred randomly is less than one percent.  

 

 246. DAVIS ET AL., supra note 14, at 114ï15. 

 247. Eric Dash, Executive Pay: Has the Exit Sign Ever Looked So Good?, N.Y. TIMES, Apr. 8, 2007, § 3 

(noting that CEOs at Americaôs largest corporations who were fired or resigned after poor 2006 performance 

received over $1 billion). 

 248. Id. at 68ï69 (citing Randall S. Thomas & Kenneth J. Martin, The Effect of Shareholder Proposals on 

Executive Compensation, 67 U. CIN. L. REV. 1021 (1999)). 

 249. For example, even where opposing such a measure has a price, Pozen states that: ñThe adoption of 

most antitakeover measures tends to lower a companyôs stock price. To avoid these adverse price effects, the 

logic of cost-benefit analysis dictates that institutional investors should be prepared to devote some resources to 

opposing such measures.ò Robert C. Pozen, Institutional Investors: The Reluctant Activists, HARV. BUS. REV., 

Jan.ïFeb. 1994, at 140, 145. 

 250. DAVID SKEEL, ICARUS IN THE BOARDROOM: THE FUNDAMENTAL FLAWS IN CORPORATE AMERICA 

AND WHERE THEY CAME FROM 202 (2005). 

 251. Survey Results, supra note 243. 
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When the sample size increased to all 25 fund families,252 a negative correlation 

remained, but it was weaker. R-squared was only 18.9%. The sample standard deviation 

was 15.3519 with a Y-intercept of 51.2. The P value was .030. The low R-squared value, 

in this larger sample size, suggests that for fund families with fewer DC assets, assets are 

no longer a reliable predictor of voting behavior. 

The cause for the significant negative correlation with the ten largest fund families is 

not self-evident. One possibility is that corporations will direct more assets for 

management in DC plans to those fund families that oppose shareholder resolutions. If 

so, corporate managers would be rewarding the failure of Advisers to support 

shareholdersô rights. Thus, assets would increasingly grow as Advisers decrease their 

support for shareholdersô rights. Or, if corporate managers punish Advisers who vote to 

support shareholdersô rights, assets would decrease proportionately. Indeed, some 

historical evidence suggests that corporate managers punish misbehaving pension fund 

advisers.253 

A problem with the interpretations above, however, is that in the DC world, such as 

with 401(k) plans, investments into a particular mutual fund are employee (or 

ñparticipantò) directed.254 The employee, not corporate management, makes contribution 

decisions.255 At first, such an observation would seem to undercut the above causal 

explanations. However, while the employee makes the selection at the fund level, the 

employer (i.e., corporate management) makes the fund family selection.256 Corporate 

management who, acting as plan sponsor, influences which fund families will be among 

the investment choices. In the United States, plan members (i.e., employees who invest 

their wages) are not required to be represented on the board of trustees for 401(k) 

plans.257 This is in contrast to the United Kingdom, Australia, South Africa, and other 

nations that require 50% representation of plan participants on the boards.258 Often, by 

selecting a fund family to act as a record keeper as well, the fund family is given tacit 

approval.259 Also, Advisers overwhelmingly vote proxies for all funds uniformly. 

Accordingly, an employee investor may have equity fund choices for investment only 

from mutual fund families that disfavor shareholder rights. 

This is supported by recent research published by the Employee Benefit Research 

Institute in 2007.260 Using behavioral finance research, the study found that ñmany 

 

 252. The 25 funds were: AIM, Alliance, American, American Century, Ameriprise, Barclays, Dreyfus, 

Federated, Fidelity, Franklin, Janus, JPMorgan, Legg Mason, Lord Abbett, Merrill Lynch, MFS, Morgan 

Stanley, Oppenheimer, Putnam, Schwab, Scudder, T. Rowe Price, Templeton, TIAA-CREF, and Vanguard. 

 253. See Davis & Kim, supra note 7, at 554 (stating that Amstrong World Industries had switched its 

employee savings plan to another investment company that supported Amstrongôs opposition to a new law). 

 254. See U.S. DEPôT OF LABOR, WHAT YOU SHOULD KNOW ABOUT YOUR RETIREMENT PLAN 3 (2006) 

[hereinafter WHAT YOU SHOULD KNOW], available at http://www.dol.gov/ebsa/pdf/wyskgreenbook.pdf 

(describing DC plans to employees by explaining that ñyou are responsible for choosing how these 

contributions are investedò). 

 255. See id. at 80 (noting that the participant is responsible for making investment decisions based on his or 

her own needs). 

 256. See WHAT YOU SHOULD KNOW, supra note 254, at 3ï4 (stating that ñ[t]he employee is responsible for 

managing the investment of his or her account, choosing from investment options offered by the planò). 

 257. DAVIS ET AL., supra note 14, at 75. 

 258. Id. 

 259. Id. 

 260. Jodi DiCenzo, Behavioral Finance and Retirement Plan Contributions: How Participants Behave, and 
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participants seem simply to accept plan defaults set by corporate plan sponsors.ò261 The 

ñpath of least resistanceò is paved by the plan sponsor.262 The focus was on the impact of 

the Pension and Protection Act of 2006, which permits the automatic enrollment and 

automatic default investment contributions.263 The researchers asked the question of 

whether automatic enrollment affected the ñpath of least resistance.ò264 They found that 

by automatically enrolling employees in the 401(k) plans, participation increased from 

37%ï86%.265 However, they also found that more than 70% of the automatically 

enrolled group left their money (the three percent of their pay default amount) invested in 

a money market fund.266 This endured for a long period of time, with more than 50% 

stuck there after a year and 40% after two years still at the default three percent 

investment rate.267 This was the case even though employers would match the 

contribution up to 6%.268 A 2008 study by the EBRI, showed that with auto-enrollment, 

participation increased from 45 to 86 percent.269 Additionally, 67% of participants stayed 

with default investments.270 

Another possible interpretation of the results is that Advisers are self-policing. They 

understand that if they have large plan sponsors as clients, serious dollars are at stake and 

they do not want to run the risk of offending the gatekeepers for those dollars by 

behaving in ways that jeopardize the financial well-being of the managers. Those 

corporate governance advocates who strongly supported confidential voting should not be 

surprised that the new Proxy Rule may have resulted in more disfavoring of shareholder 

resolutions for reform.  

Behind the numbers, the concept is that the distribution of assets is very top heavy. 

That is to say, 75.4% of all corporate pension plan assets are concentrated at just 516 or 

1.1% of corporate plan sponsors.271 Not surprisingly, the retirement plan sponsor 

business divides into ñmarketsò subdivisions of this larger market. Losing (or gaining) 

access to one of these plan sponsors is very meaningful, not just when one acts as a 

record keeper (thus ensuring that employee investors have your funds on the menu), but 

also just being on the menu even when a rival is the record keeper. 

Another equally worrisome thought to consider: the correlation randomly occurred. 

This raises the same issue as discussed when looking at the individual classifications of 

proposals where there is tremendous variance across firms. In addition, supporting 

management-sponsored proposals involved much less variance. Certainly, dependence 

toward shareholders does not exist, something that mutual fund industry leaders 

 

Prescriptive Solutions, ISSUE BRIEF (Employee Benefit Research Inst., Wash. D.C.), Jan. 2007, at 1. 

 261. Id. at 3. 

 262. Id. at 1. 

 263. Id. 

 264. Id. 

 265. DiCenzo, supra note 260, at 4. 

 266. Id. at 5. 

 267. Id. at 4. 

 268. Id. at 3. 

     269. Dallas L. Sallisbury, Employee Benefit Research Inst., Defined Contribution Plans in a Post-PPA 

Environment, EBRI NOTES, July 2008, at 3, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_ 

id=1160336#.3. 

     270.   Id. 

 271. MCGRAW HILL, MONEY MARKETS DIRECTORY DATABASE 2 (2007) (charts on file with author). 
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themselves expect of corporate management. Yet, with the voting process, they speak, at 

worst, in harmony against shareholder empowerment based upon assets and, at best, in 

discord without favoritism of shareholders. 

V. OTHER EXPLANATIONS 

When Advisers (and their supporters) are confronted with their passivity in matters 

of shareholder governance, they often resort to a number of explanations meant to be 

legitimate alternatives to conflicts of interest. In this section of the paper, I will identify 

such explanations and then examine them in light of the research results. 

A. Wall Street Rule 

The most common defense given by passive institutional investors, including 

Advisers, for not actively participating in corporate governance reform efforts is that they 

ñvote with their feetò or sell their shares if they do not like what management is doing.272  

Many think of this ñWall Street Ruleò as the best method for shareholder democracy. 

However, in general, it is not a valid excuse. Some consider mutual funds to be short-

term investors, the so-called ñone-night stands of institutional investment,ò273 due to their 

need to stand ready to pay mutual fund shareholders in cash upon redemption. However, 

even actively managed funds seem to manage toward indices, so that to sell off a position 

simply because the corporate managers behave in such a way to dilute the value of the 

shares is not often cost-efficient. In fact, mutual funds disclose that they will not object to 

an aspect of a stock option or stock grant plan unless it will dilute share value by up to 

15%.274  

With regard to voting proxies in favor of shareholder-initiated governance reforms, 

however, the Wall Street Rule should not apply. Unlike a costly or drawn-out proxy fight, 

voting is routine and required and is not something that is engaged in only if one is a 

long-term holder. Regardless of portfolio turnover, the fiduciary duty to vote in the 

interest of oneôs fund shareholders endures.  

B. Alignment of Economic Interests 

Another popular defense for failure to advocate for shareholders is the claim that 

given the alignment of economic interests between mutual fund shareholders and 

Advisers, voting choices made by the Advisers would logically be in the best interests of 

fund shareholders. However, in many instances the Adviserôs interests and fund 

shareholdersô interests are in conflict. Moreover, these instances are not just historical 

relics that were ñcuredò by the provisions of the 1940 Act and the Advisers Act. These 

instances prevail today and are well documented by industry veteran John C. Bogle, 

 

 272. See generally Robert Parrino, Richard W. Sias & Laura T. Starks, Voting With Their Feet: 

Institutional Ownership Changes Forced CEO Turnover, 68 J. FIN. ECON. 3, 4 (2003) (stating that ñmany 

market observers clearly believe institutional investors often sell shares when dissatisfied with managementò). 

 273. MONKS & MINOW, supra note 130, at 112. 

 274. Gretchen Morgenson, When Funds Have to Show Their Hand, N.Y. TIMES, July 4, 2004, at 1. 

According to the article, regarding stock options and restricted stock grants, Putnam has a cap of 1.67% annual 

dilution and Vanguard 2%. In contrast, Morgan Stanley has a cap of 5%ï10% and Fidelity 10%ï15%. 
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founder of the Vanguard Group.275 He provides five examples where the goals of the 

Adviser conflict with the interests of fund shareholders. First is fund size. The larger the 

fund grows in terms of assets, the more fees the fund generates for the Adviser who is 

paid a percentage of assets under management.276 Because Advisersô ñprofits normally 

rise faster than their fees, and the inflow of new cash to manage can leverage that profit 

many times over,ò they gain from the economies of scale.277 However, high transaction 

fees and limited investment choices increase with size. Second, the most obvious, is the 

size (in percentage terms) of the management fee itself; the higher it is the more the fund 

Adviser profits, yet the lower the return (net of fees) is to the fund.278 Third is fund 

choice, fourth, marketing costs (which I have discussed above), and fifth is paying for 

research and distribution with ñsoft dollarsò (which I have discussed above).279 

Of these conflicts, the significant one to consider in the context of shareholder 

activism is the tension between asset gathering and asset performance. Bogle notes that 

he witnessed ñ[the] field move from being primarily a profession of investment 

management to becoming largely a business of product marketing.ò280 Advisers would 

have us believe that their proxy voting (even in the case of shareholder resolutions) is 

done in the economic best interests of fund shareholders.281 They would argue that both 

the Adviser and the fund shareholder have equal interest in the performance of the 

portfolio company. If the stock price goes up or down, we are meant to believe, this helps 

or harms the Adviser, just as it helps or harms the fund shareholder. However, this is not 

the case. To profit well, an Adviser needs to gather assets. If an unhappy gatekeeper of a 

huge portion of assets could disappear, then the Adviser has an incentive to curry favor 

with such a gatekeeper, even at the expense of the fund shareholders. This is the case, 

even if the gatekeeper is the management of a portfolio company.282 

Incentive and opportunity are different from action. Even if we reject the alignment-

of-interests theory and believe that Advisers wish to and have the opportunity to act in 

their own self-interest in proxy voting, the next step is showing evidence. Given the 

Davis study and the research done for this paper, where the stakes are very high, Advisers 

appear to do so. 

C. Legal and Political Obstacles 

A common defense that Advisers have given for their reluctance to support 

corporate governance efforts of shareholders is that they are prevented from doing so by 

existing laws and regulations. In this case, no political or legal obstacle exists. To the 

 

 275. BOGLE, supra note 15, at xvi. 

 276. Id. at 170. 

 277. Id. at 171. 

 278. Id. at 170. 

 279. Id. at 170ï71. 

 280. BOGLE, supra note 15, at 176. 

 281. See, e.g., The Vanguard Group, Inc., Vanguardôs Proxy Voting Guidelines, https://personal. 

vanguard.com/us/content/Home/WhyVanguard/AboutVanguardProxyVotingGuidelinesContent.jsp (last visited 

Mar. 14, 2009) (stating that ñ[a] fund may refrain from voting if that would be in the fund's and its shareholders' 

best interestsò). 

 282. Davis & Kim, supra note 7. 

https://personal.vanguard.com/us/content/Home/WhyVanguard/AboutVanguardProxyVotingGuidelinesContent.jsp
https://personal.vanguard.com/us/content/Home/WhyVanguard/AboutVanguardProxyVotingGuidelinesContent.jsp
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contrary, the federal securities laws make proxy voting a fiduciary duty.283 

Legal obstacles restrict the ability of funds to put an insider on the board of a 

portfolio company. To do so could implicate insider trading laws, impacting the ability 

for trading in that security.284 None of the 11 categories of shareholder resolutions 

touched on this issue. 

Another legal obstacle usually referenced by the ñreluctant activistò is 

diversification requirements under securities laws and tax laws. These rules impose 

limitations on how much of a corporationôs equity an individual fund may own. As 

observed by Mark Roe, ñ[N]o mutual fund could ever threaten a portfolio company that it 

would devote more than a quarter of its assets to obtaining a majority of the portfolio 

companyôs stock in order to oust management.ò285 Roe contends that mutual funds 

ñcould have been a conduit of shareholder powerò but for regulations and restrictions.286 

In addition, these rules impose limitations on how much of a fund can be comprised of a 

single corporation.287 None of the 11 categories of shareholder resolutions related to this 

either. 

Indeed, nothing in the 11 key shareholder governance resolutions would be illegal 

for mutual funds to approve. To begin, the vote was advisory. Thus, if a majority of 

shareholders vote it would not cause the proposal to go into effect. A further step by 

corporate management would be required to make even approved changes. In addition, 

even if the steps were taken by corporate management to adopt the empowering 

resolutions, mutual funds would not be required to take actions legally prohibited. 

D. Cost-Benefit and the Free Rider Problem 

Another popular and moderately convincing explanation is that supporting 

shareholders rights is not cost-effective. Those who explain or defend institutional 

investor passivity often articulate this as the ñfree-riderò problem.  

For example, Roberta Romano writes that if private sector funds incur the costs in 

time and resources to undertake effective activism, they do not receive benefits distinct 

from other shareholders.288 The fact that most public corporations in the United States 

are widely held, with average voting blocks of less than five percent, only heightens the 

problem.289 This presupposes that the costs to activism are high and that they would be 

borne by the fund (and thus its shareholders) as opposed to low costs or costs borne by 

 

 283. Proxy Voting by Investment Advisers, supra note 175 (noting that ñ[u]nder the Advisers Act, 

however, an adviser is a fiduciary that owes each of its clients duties of care and loyalty with respect to all 

services undertaken on the clientôs behalf, including proxy votingò). 

 284. However, this obstacle would not prevent a fund adviser from backing a pro-shareholder candidate 

who is not an insider at the fund complex. 

 285. Mark J. Roe, Political Elements in the Creation of a Mutual Fund Industry, 139 U. PA. L. REV. 1469, 

1480 (1991). 

 286. FRANKEL & KIRSCH, supra note 4, at 303ï04. 

 287. Accordingly, it is said that Advisers are limited in the effectiveness of their efforts. If corporate 

management knows that the fund must stop at a certain threshold, the fear of being replaced would not exist. 

And, it is thought that without the fear of losing control, the corporate management will not accede to changes 

that are often pushed through by private equity funds that have the ability to take over. 

 288. Roberta Romano, Institutional Shareholders and Corporate Governance in the US, in GEOFFREY 

OWEN ET AL., CORPORATE GOVERNANCE IN THE US AND EUROPE: WHERE ARE WE NOW? 55 (2006). 

 289. Id. 
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the Adviser. In the case of launching proxy contests for control, such an explanation 

makes sense; in the case of merely casting votes on shareholder-sponsored corporate 

governance resolutions, it does not.  

This cost-benefit theory has two different branches. One is that the costs to fund 

investors outweigh any benefits to activism and advocacy. I will deem this the ñToo 

Costly for Fund Investors Theory.ò The other branch of the theory is that the costs to 

Advisers outweigh any benefits that would accrue to Advisers. I will call this the ñToo 

Costly for Fund Advisers Theory.ò I will separately examine both branches. 

Under the Too Costly for Fund Investors Theory, one looks for economic benefits 

that would pass to the fund investors resulting from activism. Only those activities with 

proven benefits, usually in terms of dollars per share, are worth pursuing, according to 

many who espouse this theory.290 While some studies show that institutional activism 

ñhas no appreciable effect on firm performance,ò291 other more recent studies show that 

certain activities really matter. For example, ñvote noò campaigns were found to be 

effective methods to force CEO turnover, particularly when large pension funds were 

involved.292 

Even assuming no regulatory obstacles, activities like soliciting other shareholders 

in order to get oneôs own board candidate on the ballot are extremely costly. If a fund 

fails to win and thus does not have its expenses reimbursed (or cannot get contribution 

from other institutional investors), then no benefit is thought to have occurred. While the 

contest itself might result in board turnover and possibly improved corporate governance, 

this is not assumed. Moreover, even if the battle is won and a candidate is placed on the 

board (or even more rare, if an entire new slate of directors is placed on the boardðstill a 

small number on a staggered board), then a question as to what economic benefit will 

accrue remains, while the costs would be reimbursed.  

This theory, though, does not apply to voting on these shareholder resolutions. 

Pointing to cost-benefit to dismiss voting for such resolutions would be a mistake. 

Indeed, even submitting oneôs own pro-shareholder governance resolution is considered 

by some to be cost-effective. In an oft-cited Harvard Business Review article, Robert 

Pozen admitted that activities like introducing shareholder proposals are very 

inexpensive.293 Certainly merely voting in favor of proposals to enhance shareholder 

rights would be even less expensive. In reference to the cost to sponsor a shareholder 

resolution (at $10,000 in 1987), Pozen remarked, ñAt this price, a shareholder resolution 

could meet the cost-benefit test even if the benefits cannot be guaranteed.ò294 

Under the Too Costly for Fund Advisers Theory, the analysis is similar, but the 

 

 290. See Thomas W. Briggs, Shareholder Activism and Insurgency Under the New Proxy Rules, 50 BUS. 

LAW. 99, 127ï28 (1994) (providing an example where shareholders rallied because of a $40 per share loss in 

value). These include objecting to poison pills and advocating for a greater price for a corporate takeover for 

example. See Pozen, supra note 249, at 145 (stating the very apparent value to shareholders to repeal poison 

pills). 

 291. Management Focus: Not Awakening the Dead, ECONOMIST, Aug. 10, 1996, at 48. 

 292. Diane Del Guercio et al., Do Boards Pay Attention When Institutional Investors Activists óJust Vote 

Noô?: CEO and Director Turnover Associated with Shareholder Activism 2 (Jan. 2008) (unpublished 

manuscript), available at http://ssrn.com/abstract=575242. However, the authors did not find a positive 

valuation change through the use of proxy proposals. Id. at 30ï31. 

 293. Pozen, supra note 249, at 146. 

 294. Id. 
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emphasis is upon costs and benefits to Advisers. At the heart of this theory is the 

assumption that Advisers care more about relative performance of their funds than 

absolute performance.295 In other words, even if the costs of any action were fully paid 

and benefits inured to corporate shareholders in proportion to their ownership, unless the 

fund in question was overweighed in a particular stock, it is not going to do better 

compared to its benchmark than a competitor fund. The Too Costly for Fund Advisers 

Theory also assumes that Advisers care more about gathering assets than asset 

performance.296 Included in the cost to the funds for any pro-shareholder activity would 

be the potential loss of existing access or future access to employees, particularly of large 

plan sponsorsðthus the conflict of interest piece gets embedded in this analysis. Given 

the animus many corporate managers feel toward interfering gad-flies, erring on the 

conservative side appears to be favored.297 

E. More Effective Behind-the-Scenes 

Another rationalization regularly offered by leading fund families for failing to 

support shareholdersô rights is that they are more effective in behind-the-scenes 

negotiation. This is a familiar approach for the ñsignificantly more activeò British 

institutional investors.298 As for the United States, Bernard Black noted, ñTo date, many 

shareholder successes have come through negotiations with managers, in which the 

managers óvoluntarilyô adopt all or part of a shareholder proposal.ò299 Proponents 

contend that given egos, reputations, and the like, corporate executives are more likely to 

compromise when not in the public eye.300  

The weakness of this notion as a defense to passivity is that it does not need to be 

the only method for advocacy. Other large managers of funds meet behind closed doors 

with executives yet also use other tactics for achieving change.301 Other problems with 

this are that by nature the success of these techniques is impossible to measure. It is a 

ñtrust usò defense, which, given the industryôs record, cannot be accepted on face value. 

F. Fiduciary Duty  

When confronted with their failure to support shareholder rights initiatives, Advisers 

often claim that their fiduciary duties to fund investors bar them from such activities. 

This claim is based upon a corporate governance perspective that is shareholder-centric. 

However, as noted above, being shareholder-centric does not mean one must only support 

those rules and practices that are shown to create long-term shareholder wealth. There is 

another view within the shareholder-centric camp that would say shareholder democracy 

 

 295. See supra notes 74ï75 and accompanying text (explaining that Advisers are paid regardless of how a 

fund actually performs, but relative performance attracts additional customers). 

 296. See DAVIS ET AL., supra note 14, at 69. 

 297. Bernard S. Black, Agents Watching Agents: The Promise of Institutional Investor Voice, 39 UCLA L. 

REV. 811, 826ï27 (1992). 

 298. Black & Coffee, supra note 191, at 2003. 

 299. Black, supra note 297, at 847ï48. 

 300. See id. at 847 (noting that managers prefer compromise to a public fight). 

 301. Id. at 848; BEBCHUK & FRIED, supra note 144, at 69 (noting that the California State Pension Fund for 

Public Employees found that the softer approach did not work and it returned to ñpublicly shaming 

uncooperative firmsò). 
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is important. Under such a view, the majority of the owners of a corporation have a right 

to make certain decisions.302  

For example, the owners of a small closely held corporation might choose a more 

costly manufacturing process that is less harmful to the environment. Even if this process 

were to sacrifice profits, this is up to the owners. Similarly, if the majority of owners of a 

publicly traded corporation are willing to forgo some profit in the name of another 

principle, that should be their choice. 

When Advisers claim that they must put their fiduciary duties to their own fund 

shareholders first, they ignore some of their own behavior. They would be more 

convincing if they were not often using fund investor assets for all sorts of activities that 

produce little, if any, proven benefit to the shareholders. For example, Advisers use fund 

assets to support advertising to bring in more shareholders. Bringing in more 

shareholders benefits Advisers, but once economies of scale are exhausted, it does not 

benefit existing shareholders at the same level. In addition, it is not clear why their 

fiduciary duties should prevent them from supporting many of the governance resolutions 

put forth by shareholders that have been shown to directly affect firmsô valuations. 

G. Contract  

Advisers claim that as institutional investors, they must follow the mandate included 

in their contracts.303 Yet, an Adviser negotiates a contract with a mutual fund, not real 

people. The mutual fund itself has no employees. The fund trustees or directors are on the 

opposite side of the table from the Adviser. Yet, this is not truly arms-length bargaining. 

Mutual funds are often created by and captive to their Advisers.304 Fund directors are 

intended to look out for the interest of fund shareholders.305 However, Advisers 

essentially select directors at many fund families. The advisory contract is not something 

mutual fund shareholders see before investing, nor do they actively negotiate. When it 

comes to proxy voting, the contract defense is no excuse. By law, the fundôs board has 

the ñright and obligation to vote proxies relating to the fundôs portfolio securities.ò306 If 

the board delegates that responsibility to the Adviser, nothing in the advisory agreement 

should require the Adviser to oppose shareholder-initiated proposals for corporate 

governance reforms. Given that the cost of voting yes is no greater than the cost of voting 

no, the question of benefit to shareholders should be the only issue.  

As part of the contract defense, Advisers turn to the prospectus, noting that they 

must follow the investment strategies laid out in the prospectus to make investment 

 

 302. Lisa M. Fairfax, Making the Corporation Safe for Shareholder Democracy, 69 OHIO ST. L.J. 53, 61ï

70 (2008). 

 303. Pozen, supra note 249, at 143 (ñMost advisory contracts require money managers to perform normal 

proxy activity: reading proxy statements, making careful voting decisions, and sending reports to an oversight 

board. These contracts typically do not address the question of who pays for proxy activism undertaken by the 

institutional investor on behalf of its clients.ò). 

 304. See, e.g., Jones v. Harris Assocs., LP, 527 F.3d 627 (7th Cir. 2008) (noting that an adviser charged a 

captive fund more than it charged a non-captive fund). 
 305. See John P. Freeman, Stewart L. Brown & Steve Pomerantz, Mutual Fund Advisory Fees: New 

Evidence and a Fair Fiduciary Duty Test, 61 OKLA. L. REV. 83, 100 (2008) (recommending the use of funds 
that advisers have not captured because the fees harm shareholders). 

 306. Disclosure of Proxy Voting Policies, supra note 5. 
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choices. Further, if Advisers were to take certain activist actions, it could be in violation 

of the prospectus and subject them to legal liability. Such an argument does not apply to 

voting for shareholder governance resolutions. First, these votes would not affect 

investment strategy. Second, even if they did relate to investment strategy, changing the 

fund prospectus can be done with shareholder approval.307  Indeed, when it is to their 

advantage, Advisers are not shy about seeking shareholder approval for prospectus 

changes, even when numerous shareholder meetings must be convened. 

H. No Shareholder Demand 

Another explanation given for Adviser inactivity in corporate governance matters is 

the absence of shareholder demand. For example, when discussing the approximately 

8000 comment letters sent to the SEC in support of the Proxy Voting rules, an SEC 

Commissioner and some in the fund industry dismissed the significance of public support 

given the small percentage of all fund shareholders who commented.308 

Some might attempt to apply this explanation to why Advisers vote no on 

shareholder-initiated corporate governance resolutions. The best evidence to support such 

an argument would be to point to voting behavior of individual shareholders. According 

to JPMorgan Chase, it has 3.5 billion shares outstanding with 1 million different 

holders.309 Of those shareholders 65%ï70% are institutions, and around 100% of these 

institutions vote their proxies. In contrast, of the approximately 30% of individual 

investors in JPMorgan Chase shares, only 50% cast proxy votes.310 

While these data suggest trouble in reaching a quorum and lack of shareholder 

education on the importance of voting, it hardly suggests unimportant levels of 

participation. Moreover, our standard for protecting investors cannot be based upon 

protecting investors only to the extent they are educated enough, are aware of the 

comment process, and take the time to write a letter. Finally, there is reluctance by 

smaller shareholders to vote when oneôs vote is merely advisory and may have little 

impact on corporate behavior. 

I. Lack of Confidentiality 

In explaining the general passivity of mutual funds in matters of corporate 

governance, some argue that Advisers need to choose their battles because activities 

(including proxy voting) that are not confidential could lead to retaliation from corporate 

managers.311 While this argument carries some intuitive weight, some research would 

help to discredit it. For example, Roberta Romanoôs research on confidential voting 

 

 307. See Sec. & Exch. Commôn, Frequently Asked Questions About Rule 35d-1 (Investment Company 

Names), http://sec.gov/divisions/investment/guidance/rule35d-1faq.htm (last visited Mar. 14, 2009). 

 308. Letter from Craig S. Tyle, General Counsel, Inv. Co. Inst., to Nathan Knuffman, Office of Mgmt. and 

Budget (March 13, 2003), available at http://www.ici.org/statements/cmltr/03_sec_proxy_est_com.html (noting 

that the ñapproximately 7,200 comment letters submitted by individuals in support of the proposal represent 

approximately .008 percent of mutual fund shareholders,ò and referencing Commissioner Glassman and Atkinôs 

similar sentiments). 

 309. SEC Roundtable, supra note 188, at 72 (comments by Anthony J. Horan, Secretary, JPMorganChase). 

 310. Id. at 73. 

 311. Roberta Romano, Does Confidential Proxy Voting Matter?, 32 J. LEGAL STUD. 465, 466 (2003). 

http://sec.gov/divisions/investment/guidance/rule35d-1faq.htm
http://www.ici.org/statements/cmltr/03_sec_proxy_est_com.html
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showed no measurable benefit to shareholders for keeping voting secret.312 Moreover, 

with rules like Regulation F-D, in theory, large shareholders are not entitled to favorable 

treatment by corporate managers in that material information cannot be selectively 

disclosed. Finally, although retaliation for voting to increase shareholder power vis-à-vis 

managers may occur, admitting to that as a justification for failing to do so is the 

definition of conflict of interest and possibly a violation of the antifraud provisions of the 

Advisers Act.313 Interestingly, upon hearing this suggested during a public roundtable, 

Commissioner Atkins asked for evidence and received none.314  

If anything, lack of confidentiality does indeed support the results in this study and 

the likelihood that potential or actual retaliation is the cause for the significant negative 

correlation between DC assets under management and proxy votes for shareholder-

initiated governance proposals. However, it is not clear whether the identity of large 

voting blocs was a secret prior to the Proxy Voting Rule. Anecdotally, vote solicitors 

have been able to track the identity of large investors as votes come in. 

J. Special-Interest Agenda 

Another reason cited for the lack of support for shareholder rights is the supposition 

that special interest groups or supporters of a particular political agenda sponsor many of 

the shareholder resolutions. This observation, whether true or not, does not end the 

discussion. Those who make the observation then argue that the Adviser should not 

support political agendas because either: (1) the fund shareholders do not want this; (2) it 

runs counter to their fiduciary duties; and/or (3) the political, not the commercial arena, is 

the place to address such issues.315 

Each of these rationales can be challenged. Whether fund customers support or do 

not support particular special interest votes is pure speculation. Other than for socially 

responsible investment (SRI) funds, Advisers would have little or no knowledge 

regarding the interests of fund shareholders. If some proposals, such as environmental 

ones, received a greater percent of overall shareholder support than Adviser support,316 

for the Advisers disproportionately to oppose such proposals must not represent the 

general population.  

Outside of the interest-specific votes, in terms of shareholder governance proposals, 

why Advisers would assume that fund shareholders would want to limit shareholder 

power vis-à-vis management is difficult to understand. Mainstream fund Advisers 

typically do not seek out customer views on matters like executive compensation, 

majority voting, and the like.317 

Finally, the argument that matters of public policy ought to be resolved in the 

 

 312. Id. at 506. 

 313. SEC Roundtable, supra note 188, at 70ï71 (comments by SEC Commissioner Paul S. Atkins). 

 314. See id. (asking for a more explicit explanation about blanket statements made by roundtable 

participants). 

 315. Pozen, supra note 249, at 148ï49. 

 316. DOUGLAS G. COGAN, CERES, UNEXAMINED RISK: HOW MUTUAL FUNDS VOTE ON CLIMATE CHANGE 

SHAREHOLDER RESOLUTIONS (2006), available at http://www.ceres.org//Document.Doc?id=193. 

 317. See Pozen, supra note 249, at 140, 145 (stating that normal advisers evaluate costs and benefits when 

deciding to become activists). 
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political sphere through democratic institutions is weak.318 Its weakness can be 

illustrated by first starting with the example of a closely held corporation. The owner of a 

small company makes choices about whether to engage in particular activities from 

selecting suppliers to distributing finished goods or services. A company may choose, for 

example, not to do business where proceeds of transactions would further genocide. 

However, Advisers routinely argue that they act on behalf of their shareholders, who 

expect them to put profit over principle and that the governments of the world are 

responsible for ending the violence. For example, in response to protests over the 

investment by its family of funds in portfolio companies profiting from business in 

Darfur, Fidelity spokesperson Anne Crowley responded, ñOur funds have a fiduciary 

responsibility to act in the financial interests of their investors, in keeping with the 

investment policies for each fund. This is not Fidelity investing its own money, this is 

Fidelity investing the money of millions of people.ò319 While Advisers mouth these 

arguments, their actions speak louder than words when they divest directly after public 

protest.  In a very recent development, in March 2009, Vanguard announced a new 

procedure ñfor regular reporting to the trustees on portfolio companies whose direct 

involvement in crimes against humanity or patterns of egregious abuses of human rights 

would warrant engagement or potential divestment.ò320 This announcement was made in 

response to shareholder resolutions supported by the Investors Against Genocide group.  

These resolutions put to the Vanguard shareholders for a vote, request that the fund 

family divest of companies with ties to genocide in Sudan. Vanguard was legally 

obligated to publish these resolutions in the proxy filings in advance of the annual 

meetings for certain of its funds. However, Vanguard recommended that the fund 

shareholders reject the resolutions. Instead, it suggested that its own newly adopted 

screening procedure was sufficient. 

Given that more than 77 million people in the United States invest in stocks through 

mutual funds,321 a certain percentage of them who are aware of genocide either through 

their places of worship, television, print media, or other sources and wish it to end, and 

would also want to avoid profiting from such violence and murder. Why do Advisers 

wish to shield themselves? Clearly, Advisers must be afraid of opening a Pandoraôs box. 

If they are not going to act as an SRI, then they will stay out of this arena.  

That said, support of shareholder rights does not further any particular ñoutsiderò 

special interest group. One need not hold a stakeholder view of corporate governance to 

vote in support of these resolutions. The 11 categories included in the data set from TCL 

deal mainly with the shareholderôs ability to reign in executive compensation, to have 

more control over who is elected to the board of directors to represent them, and similar 

 

 318. Robert Pozen contended that shareholders should not bother the board of directors, and indeed the 

board of directors should not get involved with questions like song lyrics that might incite violence. Id. at 140. 

 319. See Ross Kerber, Fidelity Says It Did Not Divest for Darfur: Firm Says Decisions Based on Returns, 

Not Pressure by Activists, BOSTON GLOBE, May 17, 2007, at D1, available at http://www.boston.com/business/ 

globe/articles/2007/05/17/fidelity_says_it_did_not_divest_for_darfur/ (discussing Fidelity Investmentsô claim 

that its reduction in holdings in oil companies was not in response to public criticism). 

 320. Mark Jewell, Vanguard Adopts Social Screening of Investments, MSNBC.COM, Mar. 11, 2009, 

http://www.msnbc.msn.com/id/29641646/ (last visited Mar. 18, 2009). 

 321. EQUITY OWNERSHIP, supra note 1, at 44. 

http://www.msnbc.msn.com/id/29641646/
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mechanical matters of governance.322 It should make no difference whether a proposal to 

require majority voting for directors was initiated by an alleged special interest group or a 

purportedly neutral investor. The substance and the result are the same. Thus, the special-

interest argument falls flat. 

K. Lack of Expertise 

Advisers, hired to manage assets, might claim that their expertise is not in matters of 

shareholder governance. Moreover, they might argue that it is too expensive to become 

an expert in that matter. If this is true, it supports the need for reform. If there is bias or 

negligence in voting due to lack of expertise, certainly the Advisers should find a cost-

effective way to delegate this responsibility to someone who can look out for their 

shareholders. 

VI. RANGE OF REFORMS 

The research results show that for large mutual fund families, the greater amount of 

DC assets under management, the less likely they will support shareholder-initiated 

governance resolutions. Coupled with the Davis research showing a positive correlation 

between a fund familyôs volume of pension business and the likelihood it will vote with 

management on resolutions, there is cause for concern.323 The Fund Proxy Voting Rule 

and its companion Adviser Proxy Voting Rule were designed to shine light on potential 

conflicted voting behavior and to help deter such behavior. At this point, evidence 

suggests that the transparency creates useful data, but more needs to be done to deal with 

what may amount to breaches of fiduciary duties by Advisers.324 A list of possible 

reforms and a brief analysis of their potential efficacy follows. 

A. Separation of Money Management from Retirement Plan Recordkeeping 

A very extreme reform would be to mandate the separation of Advisers from 

retirement plan recordkeeping. The intent of such a step would be to eliminate the 

incentive for Advisers to support management and not shareholders in corporate 

governance matters. However, for reasons described below, this measure would seem to 

be more draconian than effective.  

First, even if fund affiliates were forbidden from acting as recordkeepers or having 

direct relationships with corporate managers, they would still wish for their funds to be 

included within retirement plans. Accordingly, they may still have an incentive to act in 

management-friendly ways, and perhaps even more so. Second, someone with expertise 

will need to act as a recordkeeper and that institution or another will need to help winnow 

the number of possible fund choices down to a manageable selection. If we are to believe 

 

 322. The categories were: (1) board declassification; (2) cumulative voting; (3) majority voting for director 

elections; (4) executive compensation generally; (5) pay for performance; (6) poison pills; (7) political 

contributions; (8) recoup unearned bonuses; (9) separate chairman and CEO; (10) severance pay limitations; 

and (11) simple majority voting. See supra note 245 and accompanying text. 

 323. Davis & Kim, supra note 7, at 569. 

 324. Compare supra Part III.D (providing an overview on the Mutual Fund Proxy Voting Rule) with supra 

Part IV (explaining conflict of interest problems in proxy voting). 
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that the existing selection process might be biased so that corporations are more likely to 

select pro-management/anti-shareholder mutual funds to include within their offerings 

that is not likely to change.  

This type of arrangement has an appeal due to its simplicity and precedent. The 

separation of the audit function from consulting is one previous example.325 Another 

example is the separation of stock research from investment banking.326 The problems 

set out to be solved in the accounting field and investment banking business, however, 

are different. Moreover, an important point now in the corporate governance field is that 

lacking bias toward management is not the same thing as supporting shareholders.327 

B. Separation of Voting from Money Management 

Another possible reform focused on the Adviser would be to mandate a separation 

between proxy voting and money management. Currently, fund boards oversee proxy 

voting and often delegate that function to Advisers.328 However, fund boards are largely 

beholden to the Adviser for continuing employment.329 Perhaps Advisers should be 

required to assign voting to an independent third-party proxy voting service. Currently, 

one such enterprise, RiskMetrics Group (formerly ISS), advises institutional investors 

including mutual funds as to how they should vote at over 30,000 annual meetings.330 As 

of 2000, ISS is estimated to have influenced 20% of all votes at U.S. corporate 

meetings.331 

   Such a separation and delegation to an outside service has limits. Part of the 

fiduciary duties of the mutual fund itself (through its board of directors) is to carefully 

consider the impact of each voting decision on the fund and its shareholders.332 A blanket 

delegation to the outside service is a one-size-fits-all approach. Moreover, given the 

growth in proxy advisory services, some questions about their own independence from 

corporate interests may be questioned. Similar to the large rating agencies, these services 

depend, though to a lesser degree, upon corporations for income. Another limitation 

would be that if this were mandated, undoubtedly, certain proxy voting services would 

arise and be more pro-management or anti-shareholder. Finally, it would limit the ability 

for the underlying investor to have a voice in the corporate governance debates.  

C. Pass-Through Voting and Proxy Assignments 

Another option might be pass-through voting, whereby the Adviser would have to 

 

 325. Press Release, Sec. & Exch. Commôn, Commission Adopts Rules Strengthening Auditor 

Independence (Jan. 22, 2003), available at http://www.sec.gov/news/press/2003-9.htm; Press Release, Pub. Co. 

Accounting Oversight Bd., SEC Approves PCAOB Rules on Auditor Ethics, Independence and Tax Services 

(Apr. 21, 2006), available at http://www.pcaobus.org/News_and_Events/News/2006/04-21.aspx. 

 326. Press Release, Sec. & Exch. Commôn, SEC Announces Approval of SRO Rules Addressing Research 

Analysts Conflicts of Interest (July 29, 2003), available at http://edgar.sec.gov/news/press/2003-89.htm.  

 327. See, e.g., Black, supra note 297, at 886ï87 (stating the need for procedural change so that institutions 

will actively monitor corporate behavior).  

 328. Disclosure of Proxy Voting Policies, supra note 5. 

 329. S. REP. NO. 91-184, at Introduction (1969), as reprinted in 1970 U.S.C.C.A.N. 4897, 4901. 

 330. RiskMetrics Group, http://www.riskmetrics.com/asset_managers (last visited Feb. 18, 2009). 

 331. DAVIS ET AL., supra note 14, at 136. 

 332. Disclosure of Proxy Voting Policies, supra note 5, at 3. 

http://edgar.sec.gov/news/press/2003-89.htm


Taub Final                                                              Do Not Delete                                                     4/24/2009 10:51 AM 

2009] Able but Not Willing 889 

obtain instructions from fund shareholders for every single vote held at each portfolio 

company. Clearly, this would not just be expensive and unmanageable, but also likely 

ineffective.333 Equivalent to having a referendum on every issue before our legislatures, 

it sounds like democracy in theory, but would be too cumbersome to result in real input 

from the governed.  

Evidence suggests that very few mutual fund customers would vote.334 First, the 

percentage of direct shareholders (other than large institutional shareholders) who vote is 

low. This has led to ñbroker votingò whereby brokerage firms vote on routine matters 

ñfor managementò on behalf of their customers who are silent.335 The passivity of 

individual mutual fund customers on voting related to fund activities is also well 

documented.336 Indeed, funds as issuers often have trouble reaching a quorum.337  

However, another option would be optional pass-through voting, where Advisers 

would have to take proxy assignments from retail fund shareholders who wish to vote 

from time to time on contentious matters at portfolio companies.338 

D. Default Proxy Assignments 

Another option might be to create default proxy voting assignments. This would also 

be a useful solution to the broker voting issues. Under the default proxy assignment, 

mutual fund shareholders would be automatically assigned to a pro-shareholder proxy 

voting advisory service. They would also be given an option to change that default 

position to other services (and even to the fund adviser) if clear, conspicuous, and 

meaningful disclosures were given about the voting policies of the other services. 

In order to create a fair playing field, some limitations on the ability of Advisers to 

ñsneak inò consent to change the voting back to them might be needed. For example, 

electronic delivery or ñclick-wrapò might be prohibited. This suggestion has been 

implemented in part by Lord Abbot, who, according to The Wall Street Journal, 

outsources votes to an independent proxy service when in conflict.  

E. Best Practices for Proxy Voting and ñComply or Explainò 

Another less intrusive solution would be to create best practices standards for proxy 

voting. An independent advisory service could be the standard bearer. Or, better yet, 

federal best practices like the Combined Code could be created either by Congress or the 

stock exchanges. Corporate managers would be subject to the British-style comply-or-

explain rule. In addition, Advisers would also be required to explain why they did not 

support shareholder efforts on various corporate governance matters. 

 

 333. Judith Burns, Funds Seek Proxy-Plan Exemption: Group Argues Barring Votes by Brokers on Routine 

Items Would Drive up Expenses, WALL ST. J., Dec. 22, 2006, at C5. 

 334. Id. 

 335. Id. 

     336.   SEC Roundtable, supra note 188, at 64ï66 (comments by Paul Schott Stevens, Investment Company 

Institute). 

 337. Burns, supra note 333. 

 338. This concept, mentioned by James McRitchie, Publisher of Corporate Governance, has not been 

accepted by funds. Corporate Governance, http://corpgov.net/news/archives2008/oct.html (last visited Feb. 18, 

2009).  
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For example, assume that one best practice was majority voting for directors. 

Assume that a corporation failed to institute this practice and disclosed as much in its 

annual report. Then, assume that a shareholder resolution was proposed to demand that a 

corporation institute majority voting. Under the best practices, an Adviser should vote in 

favor of this majority voting resolution. If the Adviser failed to do so, it would need to 

disclose this to fund shareholders and explain its reasoning. This annual disclosure could 

easily be added to the N-PX filing process. 

This information would be useful for shareholders, journalists, and academics who 

could more easily track for which companies, and why, a fund family is taking an anti-

shareholder stance. Those firms that might find this onerous could easily use software to 

compare their own votes to that of an independent advisory service and show how it 

departed from the baseline. Ideally, one baseline would exist against which even the 

independent advisory services measured their own voting patterns. 

This suggestion is a variation on what was part of the Proxy Voting Rule proposal, 

but did not make it into the final rule.339 Under the original rule proposal, funds would 

explain to shareholders when their actual proxy votes cast departed from their stated 

policies and procedures.340 Opponents of this approach noted that this would only 

encourage funds to have very generalized policies and procedures that would rarely, if 

ever, be violated regardless of the vote.341 Policies and procedures could easily be crafted 

that would say what the general position was and state that exceptions occur. Such 

language might make finding an instance of a policy departure impossible.  

The original proposal would just lead to more disclosure that would be hard to 

decipher for the extra effort.342 In contrast, a uniform set of best practicesðsuch as to 

always favor majority voting proposals for director electionsðwould cause a fund voting 

against a majority voting proposal to provide an explanation as part of the N-PX filing. 

The uniformity of the standard would make it easy to determine which fund families tend 

to deviate from the standard. This percentage could be compared across funds and 

facilitate exploration correlations between departure from the best practice and, for 

example, assets under management. The explanation would provide some flexibility by 

allowing shareholders to read why their fund firm, unlike others, deviated from the norm.  

F. Uniform Disclosure ñProduct Labelò for Voting Procedures  

Building upon the last reform, Advisers might be required to include a ñproduct 

labelò for voting procedures and actual votes so that investors might compare across fund 

families. Currently, funds disclose their investment performance as compared to 

benchmarks over required periods.343 A best practices benchmark could be used to show 

 

 339. In the final rule, the Commission ñdetermined not to adopt the proposed requirement that a fund 

disclose in its annual and semi-annual reports to shareholders proxy votes (or failures to vote) that are 

inconsistent with the fund's proxy voting policies and procedures.ò Disclosure of Proxy Voting Policies, supra 

note 5. 

 340. Id. 

 341. Id. 

 342. Id. 

 343. See Enhanced Disclosure and New Prospectus Delivery Option For Registered Open-End 

Management Investment Companies 14, Exchange Act Release No. 8998, Investment Company Act Release 

No. 28,584 (Jan. 13, 2009) (to be codified at 17 C.F.R. pts. 230, 232, 239, and 274), available at 
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how far the fund was off that shareholder governance benchmark. In the absence of such 

a benchmark, one could use the absolute support figures, though, these data are less 

useful than a thoughtful baseline. 

Such a label could be included not just in the prospectus (and annual reports), but 

also at the initial point of sale for first-time fund investors. Determining the appropriate 

place for disclosure is particularly important for retirement plan investors who have 

received less disclosure than direct investors due to ñliteralò and narrow reading of the 

securities laws. 

G. Choice at the Point of Sale  

A more intrusive measure, focused on fund investor behavior, would be to provide 

more choice at the point of sale and to default to an SRI fund for auto-enrollments or 

when investors fail to designate an investment option. While this proposal may seem 

radical, what the industry is currently proposing is indeed just as extreme. The Pension 

Protection Act of 2006 paved the way for employers to automatically enroll employees 

into DC plans and automatically deduct money from their paychecks.344 This auto-

enrollment was intended to combat what employers (and government) saw as mere inertia 

(and not lack of interest) of employees when faced with the opportunity to set aside part 

of their paychecks in a tax deferred savings plan.345   

Under auto-enrollment, the employee may opt out after the fact. However, given 

data concerning investor behavior put forth by the EBRI, many employees not only stay, 

but two thirds also stick with default configurations.346 If one looks to the suggested 

models for the active enrollees, this is the case. Little shuffling of investment choices 

occurs. 

Because this automatic enrollment option exists, employers must make an 

investment selection for the employees. This selection is made even though the employee 

does not have an opportunity to actively consent.347 

Eager to give employees better options (or make more money on management fees, 

perhaps), the industry has been pushing to allow enrollment in more risky mutual 

funds.348 Given this, it seems that the industry would not object to some mix of the 

default investments being in domestic equity. So, the only new piece of this proposal 

would be having the domestic equity default investment be in an SRI/pro-shareholder 

governance fund.  

These employees could always change their investment mix and move to a non-SRI 

fund, but if they are going to be placed blindly into an equity fund, one that is most likely 

 

http://www.sec.gov/rules/final/2009/33-8998.pdf (reaffirming the requirement to ñinclude an appropriate broad-

based securities market index in the performance tableò in the fund prospectus).  

 344. WILLIAM G. GALE ET AL., RET. SEC. PROJECT, SAVING FOR MIDDLE- AND LOWER-INCOME 

HOUSEHOLDS: THE PENSION PROTECTION PLAN OF 2006 AND THE UNFINISHED AGENDA 6ï7 (2007), available 

at http://www.retirementmadesimpler.org/Library/Retirement%20Saving%20for%20Middle-%20and%20Lowe 

r-Income%20Households%20-%20Full.pdf. 

 345. Id. at 1. 

 346. Sallisbury, supra note 269, at 2, 3. 

 347. Id. at 2. 

 348. U.S. Depôt of Labor, Default Investment Alternatives Under Participant-Directed Individual Account 

Plans (Sept. 2006), http://www.dol.gov/ebsa/newsroom/fsdefaultoptionproposalrevision.html. 
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to put employeesô interests before those of the Adviser seems a fair choice. 

The result of this might be that mainstream Advisers begin to compete in the SRI 

market, or that they begin to have their mainstream flagship funds more attuned and more 

aligned to shareholder interests. Depending upon the dollars associated with this new 

category of auto-enrollees, it seems that this could be a very powerful incentive. Given 

the empirical research, we know that DC assets are a predictor of pro-shareholder 

votes,349 to the extent that some of these DC assets can be wrested from dependency on 

corporate managers could have a positive result. 

H. Suitability Requirement that Includes Investment Objectives and Governance Topics 

Another reform might be the imposition of a suitability requirement for broker-

dealers (including fund underwriters). Under this requirement, those who offer mutual 

funds to investors and those in retirement plans that offer funds to employees, must 

gather from such investors information to enable them to judge their suitability for a 

particular fund. Specifically, the questions would be tied to governance topics.  

This proposal has many shortcomings. First, gathering information from existing 

customers would be costly. Moreover, to the extent the gathering of such information 

would then dictate a change in investments, this could be very disruptive and costly. To 

the extent that the proposal only applied to new investments, how to impose change 

without pro-shareholder governance fund options available to all is far from clear. 

Accordingly, such a reform would probably best work alongside a strategy to offer at 

least one SRI/pro-shareholder fund at the point-of-sale, particularly within retirement 

plans. 

VII. A BROADER PERSPECTIVE 

Seventy-five years after Berle and Means, we still examine corporate governance 

problems within their agency framework. Specifically, we see shareowners at the mercy 

of distant managers. Yet, the mutual fund example should show us at least one more 

layer. Presently, the real investors are no longer the corporate shareholders. The 

shareholders are now often middle class men and women. The true investors are now at 

the mercy of those intermediaries to advocate on their behalf. Given that mutual funds 

own nearly 25% of the U.S. equity markets, this is no small matter.350  

While this topic affects more than 77 million individuals, its impact is actually 

broader.351 For those with a shareholder-centric view of corporate governance, efforts to 

empower shareholders can not be effective when institutional shareholders have conflicts 

that inhibit their willingness to pressure management. As the research shows, Advisers do 

not exercise their existing rights in such a way that would empower shareholders at large. 

As a result of this research, I suggest that corporate governance scholars and 

reformers use the mutual fund case to reexamine the prevailing framework. Specifically, 

we should shift our focus from empowerment of direct shareholders to the empowerment 

of the true equity investors. More than just a semantic distinction, this new framework 

 

 349. See supra Part IV (outlining empirical findings). 

 350. See supra Part II (explaining the presence of mutual funds in the U.S. equity markets). 

 351. EQUITY OWNERSHIP, supra note 1, at 44. 
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would recognize that institutional shareholders cannot be expected to wrest power from, 

or demand accountability from, corporate managers. It also recognizes that after the 

ñmanagerialò revolution, whereby ownership was separated from control, a further 

ñintermediationò revolution has further divided ownership; separating risk-taking from 

legal title and pushing the risk-takers further away from the decisionmakers. 

Taking an even broader perspective, what I find most useful about looking at the 

investor behind the institutional shareholders is that it ends the shell game that I often see 

played around issues of social responsibility. Proponents of various causes are often told 

that corporations cannot address social issues because corporate managers have a duty to 

maximize long-term shareholder value and may not consider other stakeholders. Then, 

when one looks to the legal shareholders, for example the mutual funds, their Advisers 

say, ñWe cannot address social issues, after all, we are beholden to our investors.ò Then, 

when we look to these underlying investors, they say overwhelmingly (in their capacities 

as citizens, neighbors, people of faith, and so on) that they do not want to support 

genocide, or environmental damage, or poor labor standards. But they actually have no 

idea that their own money is furthering such causes. Even if investors were informed, 

they have no real choices, no opportunities to make the corporations at the other end of 

this long intermediation chain accountable. These underlying investors, as real owners, 

should have a voice. In the majority, they should have the right to instruct the corporate 

managers who work for them how to handle large compensation packages as well as 

large social issues. Like owners of a closely held company, the real owners of publicly 

traded institutions should have the right to forgo profit in the short or long term in the 

interest of other principles. Giving the true investors a voice on shareholder resolutions, 

governance, or otherwise is a step in that direction. 

 


