A 12-Step Program to Truly Good Corporate Governance
Highlights
Good corporate governance is an admirable, but elusive, goal. Everyone is in favor of it, but
there is far from universal agreement about what it is and how to get there. This Corporate
Governance Commentary offers a 12-Step Program to what we believe would be truly good
corporate governance.
1.

Start at the beginning — the principal, if not exclusive, goal of corporate governance
should be to enhance value creation for shareholders.

2.

Recognize that most corporate governance analogies to political, economic or legal
theory are rhetorical devices, not answers.

3.

Don’t base corporate governance policies solely on Adolf Berle’s and Gardiner Means’s
concerns about the separation of shareholders and corporate managers.

4.

Don’t get caught up in a debate between short term and long term strategy and
execution.

5.

Affirm the board’s primary role as strategic advisor to and supervisor of management,
not as enforcer of regulatory and legal requirements and preventer of agency costs.

6.

Limit a board’s size to enhance its effectiveness.

7.

Select nominees for directors for their key competencies, even at the cost of some
degree of independence.

8.

Select a board leadership structure that works in the context of a particular board and
management team.

9.

Do not fall prey to calls for frequent shareholder votes in the name of accountability.

10.

Remove the clutter of shareholder proposals from the annual meeting agenda.

11.

Reformulate the fiduciary duty of investment advisers with respect to voting portfolio
shares.

12. Recognize that investors voting with their feet is a far more efficient discipline for
corporate managers than corporate governance theories, which are unproven as
generators of economic value.

Introduction
Good corporate governance is of the moment. It is talked and written about constantly by
academics, the corporate governance community working for institutional investors and proxy
advisors, boards of directors, corporate executives, corporate lawyers, judges, reporters and,
yes, even politicians. Indeed, it is talked about and written about so often and at such length that
it often seems to tower above all other aspects of the corporate world. The discourse, moreover,
has come to resemble something of a Tower of Babel, where so much is said, from so many
points of view, that it seems impossible to make sense of it all.
This essay attempts to bring some coherence to the topic by positing a 12-Step Program that we
believe would lead to a useful and effective paradigm for truly good corporate governance.

Step One: Start at the Beginning — The Proper Goal of Corporate Governance is
to Enhance Value Creation for Shareholders
The literature and lore of corporate governance has become so complex and complicated that
most of us tackle corporate governance issues on a relatively detailed level. We too often deal
with the proverbial trees, not the proverbial forest. For example, we debate ad nauseam the
merits of proxy access, or the optimum frequency of say-on-pay advisory votes or the utility of
say-on-pay advisory votes. We worry about whether directors should be selected by majority
voting instead of plurality voting, and how to frame a director resignation policy to deal with
directors who fail to receive a majority vote under either system. We wrangle about whether
poison pills should ever be allowed, and if so, whether they should be restricted to a one- or
three-year term, and which body — directors or shareholders — should have the power to make
these decisions. And participants in these and all of the other corporate governance discussions
commonly assume that whatever seems to them to be the right answer to any given governance
issue at any one time is the right answer for all companies, regardless of their particular
circumstances.
It’s pretty hard to come to grips with the fundamentals, however, if you spend all of your time with
the details. So the simple, but critical, first step in our 12-Step Program for truly good corporate
governance is to start from the beginning.
What is the beginning? We believe it is the very simple
principle that a corporation is an organization, created by
law, having as its goal the creation of economic value. In a
capitalistic, free market economic system, value creation
accretes first and foremost to the corporation’s equity
holders. In other systems, it accretes to other constituencies,
such as workers or the government. Since the US is at
bottom a capitalistic, free market society, the wealth created
by US corporations belongs principally, many would say
exclusively, to shareholders. We believe history has shown
that adherence to this principle offers the best prospects for
general prosperity and the wherewithal to fund governmental
and private sector social responsibility programs and
initiatives. The 12-Step Program outlined in this essay
begins with this simple, fundamental assumption.

“ Start at the beginning —
the principal, if not
exclusive, goal of
corporate governance
should be to enhance
value creation for
shareholders.”

It continues with the obvious corollary that good corporate governance is not important for its own
sake. The point of good corporate governance is to enhance the value creation capabilities of
corporate enterprise. Corporate governance is not a lesson in civics or political theory. It is a
search for a governance structure that will enhance the economic value generation of the
corporate form of business enterprise.

Step Two: Recognize That Most Analogies to Political, Economic or Legal Theory
are Rhetorical Devices, Not Answers
Too much of today’s discussion about corporate governance is couched in, and often decided by,
simple analogies. First and foremost is “shareholder democracy” — a nice sounding slogan, but
hardly a useful principle for creating a system of corporate governance that will achieve the goal
of creating economic wealth for shareholders. What, after all, does shareholder democracy
mean? It connotes a right to vote, but on what matters and how often? Once a year for all
directors? Not necessarily, since classified boards have been long recognized as a permissible
structure for corporate governance and have often been associated with economic success.
There is, moreover, nothing “undemocratic” about representative bodies whose members serve
staggered terms — witness the US Senate. Nor is annual election a necessary hallmark of
democracy, as both Houses of the US Congress demonstrate with their two-and six-year terms of
office.
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Similarly, shareholder democracy does not require that each share have one vote. For example,
votes can be allocated to different classes of stock in proportion to their relative share of the
corporation’s residual economic pie. Doing so is hardly inconsistent with the notion of shareholder
democracy, and may be more “democratic” than allocating votes among classes of stock without
regard to their relative economic values.
Share ownership is not equivalent to citizenship (or any other basis for allocating votes in a
polity); it is a way of allocating rights attaching to ownership of an economic instrument. A high
vote/low vote differential among classes of common stock, for instance, is not undemocratic when
viewed as a contractual bargain attaching to shares of the different classes. Investors who don’t
want to own a low vote class simply do not have to do so. Buying a low vote class is simply
agreeing in advance to accept that contractual bargain as part of the investment decision. The
contract is neither democratic nor undemocratic. In short, all the analogies in the corporate
governance arena to political concepts and models remain just that — analogies, not statements
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of inherent right or wrong.
Another bromide of widespread currency today is that shareholders “own” the corporation. This
may be true in some figurative senses, but it is not true legally or literally. Shareholders own
shares in a corporation, which ownership confers on them only those rights specified by law and,
under the enabling principles of state corporation statutes, the governing instruments of the
corporation. Stock is effectively a derivative security, the value of which is measured by the
market’s judgment of worth of a collection of specified rights and obligations with respect to a
legally created entity. Those rights typically include free transferability, specified voting rights with
respect to election of directors and certain other matters and the right to receive a designated
share of the residual value of the corporation following liquidation and payment of creditors and
any superior classes of stock. This is not the same kind of ownership as fee simple title to a plot
of land or ownership of an automobile or ownership of a book. To say that shareholders “own” the
company and therefore have certain rights is to misstate the shareholders’ relationship to the
legal entity that constitutes the corporation and to confuse the discussion, rather than provide
useful answers.
A third example of an overly simplistic analogy often used in corporate governance dialog is
characterizing directors and management as “agents” of shareholders, thereby suggesting that
management and directors are subject to all of the obligations and constraints that an agent
bears to its principal as a matter of law. No one views the President of the US and the executive
branch as “agents” of the citizens within the legal meaning of the term “agent.” Nor do we think of
our legislative representatives as our legal agents, bound to do our bidding as a legal agent is
typically bound. It is equally fallacious to think of directors and management of a company as
“agents” of the shareholders within the legal or literal meaning of that term. The relationship of
management to directors and of both management and directors to shareholders is different from,
and more complicated than, that of legal agent and principal.

Step Three: Don’t Base Corporate Governance Policies Solely on Concerns About
Separation of Shareholders and Corporate Managers
Adolf Berle and Gardiner Means are famously credited with a critical insight of the 1930s that the
widely dispersed shareholder base of the (then) modern public company (in contrast to the earlier
corporate paradigm, where a small number of large shareholders were directors and often
managers) resulted in a separation of shareholders and management and the specter of
unwarranted agency cost — that is, a management group that operates to a lesser or greater
extent to maximize its interests at the potential or actual expense of the interests of
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shareholders. While this insight was important and the dangers of agency cost remain real
(although diminished), it cannot be the whole point of corporate governance. The literature and
current practice of corporate governance is overly preoccupied with championing governance
practices principally because they would or might deter potential agency costs. However, that a
governance principle reduces the risk of agency cost does not, without more, make it a good
governance principle. The relevant measure of a governance principle is whether its application
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will further the fundamental raison d’être of the public corporation — economic value creation.
Viewing the potential leakage of value attributable to agency cost as the be-all-and-end-all of
corporate governance is to confuse means and ends. With apologies for repetition, the purpose
of corporate governance is to enhance value creation by the entity on an all-in basis. It is not to
3

preclude agency cost at the greater cost of inefficient management structures, preoccupation with
exaggerated risks and net value destruction. Academic literature, which fails to evaluate
proposed corporate governance policies in light of their ultimate impact, but only in the context of
lessening or preventing agency cost, is neither sensible nor helpful.

Step Four: Don’t Get Caught Up In a Debate Between Short Term and Long Term
Strategy and Execution
Too much of the current discussion of corporate governance centers on a debate about whether
boards and management should focus on short term actions to create shareholder value, or
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whether doing so risks or makes impossible longer term and more sustainable value creation.
The problem with the debate is not that it is about unimportant issues — it is, after all, about the
most fundamental issue of optimizing value creation for the benefit of stakeholders. The problem
is that the debate is unrelated to the design of good corporate governance policies.
The investor community is deeply ambivalent about the long term, short term value creation
debate. The actively managed investment advisory industry lives and dies by its performance
statistics, which, in turn, are driven by investors’ time horizons, be they monthly, quarterly or
annual. While many advisers market longer term performance, few are successful if they
consistently underperform their peers on a current basis. Index funds may also claim a long term
viewpoint, but that claim is irrelevant because an index fund doesn’t sell losers and buy winners
based on a company’s operations and strategy. Indeed, index funds make no pretense of
studying the fundamentals of a company, stock-picking, market timing, momentum investing or
using any of the other methodologies and investment styles used by actively managed funds. By
hypothesis, they have and should have zero interest in whether a portfolio company engages in
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short or long term strategic planning.
Moreover, while corporate governance policies may provide limited shelter to a management and
board from the day-to-day vagaries of the market’s prescriptions for value creation, they cannot
insulate managers from those forces in the longer run. If investors are unhappy with a company’s
business strategy or financial performance, they vote first and foremost with their feet. To the
extent that the pitter-patter of investors’ feet in the market is not persuasive in the executive suite
and board room, investors have further recourse in the form of activist investor agitation, proxy
contests and takeovers. This, of course, is what the takeover contests pioneered in the 1960s
and matured in the 1980s are about; this is why activist investors have been successful since the
early 2000s in launching targeted campaigns to force major changes in corporate strategy.
Classified boards, poison pills and the host of other takeover defenses have not stopped the
market to date and will not be able to do so in the future.
As a practical matter, corporate governance structures, at most, can have only a marginal effect
in insulating a board or management from the discipline of the market. If most investors in a stock
want the company to pursue what management and the board believe to be a wrongly held short
term strategy, and management and the board cannot change their investors’ viewpoint, the
investors will win the day. Conversely, if investors believe management is pursuing short term
goals at the expense of more highly prized longer term value, investors will vote with their feet,
agitate at the corporate ballot box or both. Victory for the investors may come quickly in terms of
weeks or months, or more slowly in terms of years. But at the end of the day, if investors care
enough, they will prevail, and the corporate governance structure of the company will not have a
measurable affect on the timing of their victory.
The upshot is that corporate governance debates about annual election of the full board vs.
staggered board, or about the permissibility and duration of a poison pill, or about whether and
under what circumstances shareholders should be able to call a special meeting are not about
long term value creation vs. short term value creation. Rather, they are about how, not whether
and when, investors can make known their views on virtually any topic investors consider
relevant or important, without regard to their value creation attributes.
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Step Five: Affirm the Board’s Primary Role as Strategic Advisor to and Supervisor
of Management, Not as Enforcer of Regulatory and Legal Requirements and
Preventer of Agency Costs
An overarching issue about governance of the modern public company is whether the board’s
principal function is to counsel with and advise management in the setting of corporate goals and
strategy or to make sure management adheres to the straight and narrow in all things big and
small. This debate is on-going and the two points of view are commonly associated with whether
a participant is pro-management and favors a so-called “board-centric” philosophy of corporate
governance, or pro-shareholder and favors a “shareholder-centric” philosophy. Two of the most
frequent and visible participants in the debate are Marty Lipton, a champion of a board-centric
model of corporate governance, and Lucian Bebchuk, a champion of a shareholder-centric model
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of corporate governance. It is well beyond the scope of this essay to analyze, even in summary,
the pros and cons of the two positions. Suffice it for our purposes to make a simple observation
and to draw from it a compelling conclusion.
The modern public company is typically a very large and complicated entity. The smallest
company in the S&P 500 has a market capitalization of over $4.0 billion. The complexity of
managing companies of this size dwarfs the management issues faced by even the largest public
companies of Berle’s and Means’s day. Management theory and practice are far more
sophisticated than they were in the 1930s or 1940s or 1950s. Business models have increased in
complexity along every axis from personnel management, to supply chain logistics, to sales and
marketing methodologies. Along with size and complexity, companies have grown in their need
for and execution of successful strategies in every area of their business. Understanding the
business, operations and finances of a modern public company is far more challenging than ever
before, if for no other reason than the explosion of available information and the increasing
sophistication of management processes and policies.
By the same token, the legal and regulatory framework and requirements for a public company
today are far more complex, technical and detailed than ever before. Sarbanes-Oxley famously
imposed a host of new regulatory requirements on public companies, as did companion stock
exchange rules and, more recently, the Dodd-Frank Act. Accounting principles (whether GAAP,
which is now phasing out, or IFRS, which is now phasing in) and SEC disclosure requirements
never get simpler, only more complicated and subject to more frequent amplification and revision.
Against this backdrop of complexity and information overload, the issue is simply that directors
have only so much time and capacity to focus on and master the intricacies of their company’s
business and operations. Directors are not expected to be and are not compensated as full time,
senior level management. Nor are they expected to spend full time on their duties.
The reality, obvious at least to us, is that directors simply do not have enough time, qua directors,
to fulfill two competing principal roles. A board inevitably will focus either on a strategic and
advisory role or on a policing role. It is neither fair, nor realistic, to expect a board to do both even
at the smallest public companies. For this simple reason, call it human limitation or human nature,
directors on a board need to march to a single piper.
Faced with this real world dilemma, we believe it is clear that to serve the essential function of a
modern public company, a board, as a matter of truly good corporate governance, should mind
the strategic and consulting store, not the regulatory store. The former is the road to economic
value creation, the latter is not. Put another way, making strategic consulting and advice the
principal board function should, if the board is effective, be a positive value creator. Protecting a
company and its shareholders against regulatory failures so severe as to destroy value, while
hardly unimportant, is at most only a way to avert value destruction in companies whose
management either is not good enough to avert the problems without extensive and preoccupying board intervention or is affirmatively corrupt. While these situations are hardly
unknown, historically they have affected only a very small (albeit highly visible) percentage of
7
public companies.
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Step Six: Limit Board Size to Enhance its Effectiveness
The size of a board of directors is a very important factor in its capacity to be effective. A number
of studies have determined that a board of more than 9-11 persons starts losing effectiveness
and, if much larger, becomes essentially ineffective, except as a rubber stamp for management
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initiatives. Accordingly, Step Six is simply to constrain board size to no more than 10, and at
most 12, and to not be afraid of smaller boards, if they can meet requirements for mandatory
minimum independence requirements.

Step Seven: Select Nominees for Director for Their Key Competencies, Even at the
Cost of Some Degree of Independence
A corporate board should be composed of directors who have outstanding competencies in areas
relevant to main aspects of the company’s business and who can function collegially and
effectively as a group. Nominees for directors should be selected for their competencies and
ability to mesh with other directors. This is equally true for management candidates and
shareholder nominees. Potential nominees who do not have strong competencies in areas critical
to the particular company’s business and economic value creation capabilities are simply not
good candidates. Being nice and collegial is wonderful, but hardly enough to justify a candidacy.
Having academic credentials, but no proven track record as a manager or active director in the
private sector, is at best a gamble. Being supported by a particular shareholder constituency, in
and of itself, is not much of a credential for contribution to the economic success of the
enterprise. The simple reality is that every director should have the capability and motivation to
contribute the the economic success of the enterprise. Every director who fails to meet this
criterion is, at best, a wasted seat at a board table and a potential drain if board size is
constrained for effectiveness of its decision-making capability.
One criterion for public company directors that has been increasingly elevated in importance and
scope over the past 30 years is independence from management. This has resulted in public
company boards, particularly of mid-sized and large public companies, consisting of all but one,
or at most two, non-management directors. This trend, of course, was accelerated by SarbanesOxley and related NYSE and NASD requirements for independent director composition of the
audit, nominating and governance and compensation committees.
The push for independent director dominance on public company boards is now enshrined in the
law and culture of public companies. Corporate governance activists commonly advocate
independence standards far more stringent than those of Sarbanes-Oxley and the companion
SEC and stock exchange rules. Unfortunately, the long-running drive for pristine independence of
all directors except the CEO has obscured the case for having more than one management or
former management director, so long as doing so doesn’t threaten a board’s ability to meet
legally required independent director mandates for its committees.
A key factor, overlooked in the push for maximizing independence of directors from the company,
is that modern public companies are very complicated enterprises, difficult to understand and
even more difficult to know. If the only person in a board room with detailed knowledge of the
company (and frequently its industry) is the CEO, the board inevitably will be at risk of becoming
a prisoner of the CEO’s expertise and his or her control of information flows from the enterprise.
A board comprised of independent directors, with the exception of the CEO, may also find it
difficult effectively to challenge the CEO’s knowledge of and judgments on matters particular to
the company.
The remedy for getting more company and industry expertise into the board room is to have
former members of senior management of the company serve as directors, even at the expense
of having a lower number of independent directors, and/or to recruit retired senior executives
from other industry players. Either way, truly good corporate governance will often be better
served by sacrificing some director independence for superior company and industry knowledge
and competency.
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Step Eight: Select a Board Leadership Structure that Works in the Context of a
Particular Board and Management Team
The past several years have seen a great deal of time, effort and impassioned arguments on the
part of corporate governance activists and others to convert US public companies to the familiar
British and British-influenced board leadership structure, consisting of an independent, nonexecutive, and often full-time, chairman of the board, separate from the CEO. Failing adoption of
a separate, independent chair, US public company boards have been pushed very hard to select
an independent lead director as a formal part of their board leadership structure.
There is nothing wrong with either of these board leadership models, and a lot to be said in favor
of them. The potential abuses inherent in having the CEO office combined with that of chairman
of the board (particularly where there are no other directors on the board with knowledge of the
company and its industry and the stature to challenge a strong CEO), are well known and need
not be rehearsed. A corporate governance presumption strongly in favor of having an
independent board chair or well-defined lead director role is a good default position.
However, good corporate governance is not like a recipe for a cake which, if followed, guarantees
success and if not, promises nothing. Good corporate governance is not a one-size-fits-all
prescription, regardless of the nature of the company and its business, its heritage and traditions
and, most important, the personalities involved and their strengths and weaknesses. Not every
CEO is an imperial CEO, running roughshod over management and the board and beyond
counseling and criticism. Some are modest, collegial and relish consultation and advice. There
are undoubtedly many CEOs and boards that would benefit from having a strong and wise
independent non-executive chair, and many others that would benefit from having a well-defined
lead directorship position. But there are surely other CEOs and boards where such board
leadership structures are not needed as a practical matter or are too difficult to implement
because of lack of candidates to perform the special leadership role.
The point is simple, and perhaps obvious. Board leadership is an art, not a science, and selection
of wise and constructive board leaders even more of an art. High quality and qualified candidates
for an independent chair role do not fall from trees. Picking a candidate who does not have the
skill sets and cannot create the personal chemistry necessary to be a good, value added
independent chair for a particular board and CEO combination may do far more damage than not
having the office.
For these reasons, good corporate governance requires judgment about whether, at a specific
point in time, a company would benefit from having an independent chair or formal lead director,
and then acting only when the right candidate has been identified.

Step Nine: Do Not Fall Prey to Calls for Frequent Shareholder Votes in the Name
of Accountability
Corporate governance activists like mantras. One of their latest and more successful mantras is
that a small minority of shareholders (typically only 5 percent) should be able to call special
meetings, and that shareholders should also have the right to act in writing by a majority vote.
These governance proposals are based on the notion that boards and management should be
“accountable” to shareholders more frequently than once a year at an annual meeting. If things
“go wrong,” shareholders should be able to express their views (and impose their will) as soon as
possible. This, after all, is a natural consequence of shareholders being the “owners” of the
company. Moreover, because a board and management are “agents” of the shareholders, who
are the “principals,” it’s wrong as a matter of good governance and against the concepts of
shareholder democracy for shareholders to have to wait up to 12 months to be able to call its
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agents to account.
These shareholder empowerment campaigns, of course, take shareholder democracy to the
extremes of US political models in a handful of States (California being the most frequent
exemplar) that permit citizen ballot initiatives and, perhaps, farther in that the corporate
governance proposals would be available 365 days of the year. Moreover, while special meeting
advocates usually recognize the desirability of requiring a minimum of at least 5 percent of all
shares to call a meeting (similar in concept to requiring a specified number of voters to sign a
petition for a ballot initiative), written majority consent advocates do not propose any minimum
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share ownership to trigger a mandatory ballot. In their view, the owner of one share should be
free to launch a written consent campaign on any topic and put the company to the time and
effort of having to solicit in opposition, no matter how far fetched the idea or the likelihood of it
obtaining a majority vote.
Whatever the merits of this version of democracy in the political world, it is difficult to see what
economic value it can or would create in the corporate world. Shareholder meetings called by a
relatively small percentage of outstanding shares, and written consent campaigns without share
ownership minimums, are not prescriptions for truly good corporate governance. Rather they are
simply paths for vocal minorities to distract management and directors from the meaningful
issues at hand.

Step Ten: Remove the Clutter of Shareholder Proposals From the Annual Meeting
Agenda
As a number of commentators have noted, shareholder proposals under Rule 14a-8 are not a
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creature of state law. Effectively, they are a creation of the SEC (with the assistance of the
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federal judiciary’s broad interpretations of the rule ), which has created a federal right to turn a
shareholders’ meeting into something like a town meeting with only limited (and increasingly
diminishing) restrictions on matters that can be put to a vote by shareholders under the aegis of
the rule.
Not only has the SEC created a broad shareholder right to place topics on the annual meeting
agenda, it has made the qualifications to do so quite low (e.g., ownership of no more than $2,000
worth of stock), it has consistently expanded the range of topics and breadth of proposals that are
permitted under Rule 14a-8 and, in the eyes of many observers, it has consciously followed a
policy of bending its interpretation of the rule in favor of shareholders, giving the proponents of
shareholder proposals every benefit of every doubt, and some would say even more.
The result is that annual proxy season is increasingly about Rule 14a-8 governance proposals
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(more than 500 in 2010 for the S&P 1500) and social responsibility proposals (more than 370 in
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2010). There is real economic cost to the necessary pre-occupation of companies and
governance and social responsibility activists with these proposals, not to mention the enormous
diversion of SEC resources required to deal with the myriad of no action letters required for the
SEC to perform its self-appointed role as referee of the Rule 14a-8 process.
What has the Rule 14a-8 process brought us? The list is relatively short, but very instructive.
• A major reduction in the number of in-force poison pills. This, however, is misleading, because
companies are free to adopt a pill if they face or fear a relatively immediate threat, so the
reduced number of pills in place is largely illusory.
• A major reduction in the number of classified boards, which may be good or bad depending on
your viewpoint (particularly if a staggered board correlates with a longer term strategic and
value creation viewpoint, as in theory it should).
• A significant move from plurality voting to majority voting for uncontested nominations for
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director, which is far more symbolic than real because of the director hold-over rule under
state law and the dependence of both majority voting and plurality voting on a strong director
resignation policy to put teeth into vote-no and withhold vote campaigns against directors.
• A large movement to re-configure executive compensation to the one-size-fits-all analysis of
the two dominant proxy advisory firms. Making ISS and Glass Lewis the principal arbiters of
executive compensation policies for many, perhaps most, US public companies hardly seems
a good argument for Rule 14a-8, and is even harder to defend as a matter of truly good
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corporate governance or, for that matter, sound public policy.
• A lot of sound and fury about social responsibility proposals, with very few proposals receiving
enough votes to create sufficient traction to cause a change in company behavior.
• A tremendous increase in the power of corporate governance activists and proxy advisory
firms, which is the truly significant consequence of Rule 14a-8.

8

Rule 14a-8, in reality, is nothing more or less than the principal means by which corporate
governance activists (and, to a far lesser extent, social responsibility activists) achieve their
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goals. Do these goals enhance economic value for shareholders? The evidence is hardly
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conclusive. Do we need Rule 14a-8 for truly good corporate governance? Based on the record
to date, its hard to see why. Indeed, the record of the past 20 years outlined above indicates just
the opposite.
Accordingly, we would advocate a significant reduction in the scope of Rule 14a-8 to limit it to
matters on which shareholder votes are recognized by state law. This would intentionally
preclude most of the precatory resolutions that are the bread and butter of the rule and would
limit shareholders’ ability to use the company proxy materials to matters on which shareholders
can cast votes binding on their companies under state law and the company’s governing
documents. It would eliminate the town meeting aspects of the annual meeting, except where a
company affirmatively chooses to open its annual meeting to precatory voting.

Step Eleven: Release Public Companies From the Straitjacket of One-Size-Fits-All
Governance Policies and Metrics
We have suggested in two of our earlier Corporate Governance Commentaries
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that:

• Investment decision making and voting decision making have become unduly separated at far
too many institutional investors, leading to excessive influence of corporate governance
theoreticians at institutional investors and outsourcing of too many voting recommendations
and decisions to proxy advisory firms.
• A proliferation of one-size-fits-all governance models and metrics has resulted that is
disconnected from the particular circumstances and economic performance of public
companies.
• The rigidity of corporate governance theory, as practiced by many institutional shareholders, is
compounded (and perhaps also caused) by the large number of voting decisions each
institutional investor feels compelled to make under a widely prevailing belief that an
investment adviser’s fiduciary duty compels it to vote every portfolio share on every matter in
accordance with an independent analysis of the merits of the vote.
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More recently, we published a Corporate Governance Commentary recommending that the
fiduciary duty of investment advisers to vote portfolio shares be reformulated to provide that each
investment adviser would be free to make the decision whether or not to vote, as well as how to
vote, based solely on a cost/benefit analysis that concluded the vote would create more value
than cost.
Among the benefits of the reformulation of the investment advisers’ duty to vote would be a
lessening of the leverage currently wielded by corporate governance activists and the proxy
advisory firms. The reformulation would free institutional investors from the tyranny of having to
vote on every issue in accordance with a corporate governance generated analysis and would
permit them to decide not to vote on certain issues as a matter of policy or, if they so concluded,
to vote in favor of management’s recommendations except where they believed it would be
counter-productive economically to do so. If the burden of needing to analyze the issues involved
in every shareholder vote were eliminated, there would be far less need for internal governance
staffs to establish and maintain comprehensive one-size-fits-all voting policies to avoid the
economic burden of having to analyze de novo too many issues for too many companies each
proxy season. By the same token, the proxy advisory industry’s role in avoiding this economic
burden would be lessened, as would the dependence of the institutional investor community on
the proxy advisors’ low cost, albeit low quality, research and recommendation services.
The reformulation of investment advisers’ fiduciary duties would go hand-in-hand with our
proposed reduction in the scope of Rule 14a-8. Combined, they would enable management and
boards to pay far more attention to the real store — company performance and strategy — not
one-size-fits-all corporate governance theories and metrics that today dominate the proxy season
20
and an increasing amount of the rest of the year.
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Step Twelve: Recognize That Investors Voting With Their Feet Is a Far More
Efficient Discipline for Under-Performing Managements than Imposition of OneSize-Fits-All Corporate Governance Theories Which Are Unproven Creators of
Economic Value
Corporate governance activism is frequently justified by assertions that the hoary Wall Street
adage that “investors vote with their feet” is no longer apposite and that a widely dispersed
shareholder community, even one dominated by institutional investors, cannot effectively
discipline bad managers and bad managerial decisions by their portfolio decisions. The only
alternative, according to this view, is for investors to insist on good corporate governance to
prevent or correct for bad managers and bad management. Underlying this argument are the
premises that:
• At least larger actively managed funds have to stay invested in many stocks because their
positions are either too large to liquidate rapidly and/or they must maintain a portfolio position
in certain key companies (e.g., GE, IBM, Google), regardless of management quality and
operating performance and
• Index funds (and certain other types quantitatively managed funds) must stay invested in all
companies represented in their quantitative model, without regard to quality of management
and operating results.
The fallacy in the view that many actively managed funds are too large effectively “to vote with
their feet” is that it ignores the pricing impact of sales of even a portion of a portfolio position by a
fund. If there is a prevailing view among active money managers that a company is being poorly
managed, there will be net selling of the stock and a decline in its price. Total liquidation of
portfolios is not necessary to send a meaningful message from the market. Managers today
receive significant amounts of their remuneration in the form of company stock. If the stock
consistently fails to perform and loses value, managers lose money and the expectation of
money, whether they are compensated in stock options, restricted stock, or stock-price based
cash programs. If neither management nor the board of an under performing company “gets it,”
21
the stock will continue to languish as certainly as water will seek its own level.
It is hard to believe that a board and management that benighted would respond better to
corporate governance reform implemented through shareholder proposals and negative
say-on-pay advisory votes. If market discipline is ineffective to cause meaningful change in board
and/or management personnel or policies, governance proposals, no matter how enthusiastically
embraced by shareholders, would in most cases be similarly ineffective. The only viable solution
in cases such as this would be a change in board composition and/or in management
accomplished by a conventional proxy contest or change-of-control battle. Put another way, no
amount of theoretically good governance policies can make up for lousy management. At the end
of the day, economic performance is what counts, not the conceptual elegance of a corporate
governance model.
As for index and similar quantitatively managed funds, their “inability” to sell shares to penalize
bad performance or bad management is part of their bargain with their investors. Their
commitment to their investors is to mirror an index or to observe other quantitatively driven
investment guidelines, not to change performance of the index or model through active
intervention in company management and governance. By hypothesis, quantitatively managed
funds do not purport to have the expertise to monitor and intervene in management decisions,
whether operating, strategic, or governance. Attempts by quantitative funds to dictate corporate
governance standards for portfolio companies seems a misguided and somewhat quixotic
enterprise, wholly outside of the asserted competence and investment thesis of these funds.
Indeed, one could argue that the preoccupation with portfolio company corporate governance by
personnel of quantitative funds is itself a symptom of a major governance failure within the fund.
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Conclusion
Truly good corporate governance is not readily subject to simplistic, one-size-fits-all rules.
Corporations are large, often immense, aggregations of people, assets, technology and knowhow tied together by very complex systems and cultures. Their purpose is to create economic
value for their shareholders, who are not owners of an undivided interest in physical assets or
employees or ideas, but rather of a derivative instrument the economic value of which is
determined by how much the next buyer is willing to pay for the stock, not by the residual value
of the enterprise following liquidation. Truly good corporate governance is about the complex
of relationships of the people who lead the enterprise and the systems and policies that
influence their behavior. What works for one successful corporation — say, Berkshire
Hathaway with its charismatic and brilliant dominant leader — may not work for another — say,
Tyco which came to grief under the rule of another charismatic and seemingly brilliant leader.
In short, truly good corporate governance is about human dynamics in a complex
organizational setting which is devoted to creation of economic value. There are no simple
principles that will always work and always produce value. Good corporate governance more
closely resembles art than science. What it does not resemble is a set of rigid rules derived
from inept analogies to political models or to different types of legal relationships, such as the
laws of tangible and intangible property or agency. The sooner we give up the prevailing
mantras of the activist corporate governance community in favor of more sensible and
common sense approaches founded on the underlying purpose of the public corporation
construct — economic value creation — the better.
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