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ABSTRACT

If activist institutional investors are arguably the primary external
monitors of management under leading corporate governance systems in the
United States and the United Kingdom, who might assume that role in other
countries? And, more importantly, what activist shareholder strategies may
be possible under different corporate governance systems and operating envi-
ronments that are generally less supportive of shareholder activism than the
United States and the United Kingdom?
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This Article seeks to address that question through a comparison of the
well-known strategy of The California Public Employees Retirement System
("CaIPERS") with that of a rare, real-world example of institutional inves-
tor activism outside of the "Anglo-Saxon" model - Japan's Pension Fund
Association ("PFA "). It examines how institutional investors adopt activist
strategies to fulfill their corporate governance role within two important sets
of constraints: (1) resource and expertise constraints, and (2) constituency
constraints.

It finds that similar resource and expertise constraints common to
Ca/PERS and the PFA lead to basically similar investment portfolio strate-
gies: diversified, passive index investing and a corresponding reliance on
proxy voting. However differences in constituency constraints produce corre-
sponding differences in strategic focus and "style." Ca/PERS, which is sup-
ported and encouraged by its members and broader constituencies, stands
out as a high profile and sometimes adversarial activist that acts as a "cata-
lyst"for management accountability. In Japan the PEA, which is less sup-
ported by its member corporate pension funds and broader constituencies,
acts as a "reluctant activist. " It has adopted objective, performance-based
proxy voting guidelines and non-adversarial measures that emphasize and
promote good governance rather than criticize poor governance.

The PFA's ability to adopt an activist strategy within its operating
environment has practical significance as a more realistic model for the "rest
of the world" than the United States and the United Kingdom. The PFA's
model also has theoretical significance as a new third data point that con-
tributes to a broader understanding of the role and strategies of activist in-
stitutional investors in different operating environments.

INTRODUCTION

For a number of years comparative corporate governance
experts have faced a perplexing conundrum: If activist institu-
tional investors are arguably the primary external monitors of
management under leading corporate governance systems in
the United States and the United Kingdom, but they seem-
ingly exist only in those two countries, who will assume that
role in other countries? What would be the nature of that role
within corporate governance systems and operating environ-
ments which look nothing like the United States and the
United Kingdom? What kind of activist shareholder strategies
are possible in systems which generally feature concentrated
(rather than dispersed) share ownership structures, greater
governmental involvement in the economy, and, at least some-
times, an arguably "pro-business" emphasis on national cham-
pions to lead economic growth and development? In short,

Imaged with Permission of N.Y.U. Journal of Law & Business

2011] 573



NYU JOURNAL OF LAW & BUSINESS

what can serve as a model for shareholder activism for "the
rest of the world?"

Overseas interest in the potential role of activist institu-
tional investors has been building for a number of reasons,
despite long-standing debates in the United States concerning
the effectiveness and desirability of institutional investor "activ-
ism."' Many countries now have an increasing number of
large public companies and have encountered serious
problems with corporate governance issues.2 However, the ef-
fectiveness of alternative monitoring institutions in other cor-
porate governance systems, such as banks in Germany and Ja-
pan, has been increasingly called into question. In addition,
many systems have no institution, other than a controlling
shareholder, that is consciously attempting to act as an exter-
nal monitor of corporate management.3 For some time a
number of leading corporate governance experts in Asia have

1. Shareholder "activism" is a concept which is broad and not clearly
defined. See, e.g., Bernard S. Black, Shareholder Activism and Corporate Govern-
ance in the United States, in THE NEW PALGRAvE DIcrIONARY OF ECONOMICS AND

THE LAw 459 (Peter Newman ed., 1998) (defining shareholder activism as
"proactive efforts to change firm behavior or governance rules"). This article
focuses on the "traditional" activism of public pension funds, which has
largely been limited to proxy voting and informal communications with
portfolio companies on standard good governance issues, rather than on
directly influencing corporate business strategies like "activist" hedge funds.
However, part of this Article's inquiry focuses on the reasons why public pen-
sion funds have adopted this limited form of activism. For the debate on the
effectiveness of public pension fund activism, see infra Part II.A.

2. For data on listed companies in Europe that are widely held and have
no controlling shareholder, see, for example, Paolo Santella et al., A Compar-
ative Analysis of the Legal Obstacles to Institutional Investor Activism in Europe and
in the US 16, 66-67 (May 24, 2008), available at http://ssrn.com/ab-
stract=1137491. There are also many new state-owned public companies in
China and elsewhere that have a separate set of corporate governance issues.
See, e.g., Donald C. Clarke, Corporate Governance in China: An Overview (July
15, 2003), available at http://ssrn.com/abstract=424885.

3. Although the U.S. literature associates external monitoring of man-
agement with reduction of agency costs in the Berle-Means corporation,
monitoring is also a means of addressing the fundamental problem which is
prevalent in concentrated ownership systems - protection of minority share-
holders from abuse by controlling shareholders. See, e.g., Marc Goergen et
al., Recent Developments in German Corporate Governance, 28 Ir'L REv. L. &
ECON. 175, 177 (2008). In addition, even systems with concentrated owner-
ship have begun to pay heed to the rhetoric of maximization of shareholder
wealth, and such rhetoric is reflected to a degree in corporate law reform.
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considered the question of finding an "Asian model" of institu-
tional investor activism to be the most important issue facing
their corporate governance systems.4

A trend of increased interest in external monitoring gen-
erally, and in the potential role of institutional investors in par-
ticular, gives rise to three related questions: First is the norma-
tive question of what the role of institutional investors in cor-
porate governance ought to be in different corporate
governance systems. Second is the identification of the coun-
tries, conditions, and institutions which may give rise to activist
institutional investors. Third is the important question of the
actual role of activist investors - the specific activist strategies
such institutions are realistically equipped and willing to pur-
sue within the conditions, constraints, and opportunities pre-
sent in their operating environment. While the literature has
concentrated on the first two questions, this Article deals
mainly with the third question, i.e., a case study comparing the
actual strategy of an activist investor in a different operating
environment, in this case the Pension Fund Association
("PFA") in Japan, with the more familiar strategy of The Cali-
fornia Public Employees Retirement System ("CalPERS") in
the United States.

To date, the limited comparative literature in this area fo-
cuses primarily on contrasting the styles of institutional inves-
tor activism in the United States and the United Kingdom, and
utilizes legal rules as an important criterion for evaluating the
role of activist institutional investors in differing corporate
governance systems.5 In their seminal work on activist institu-
tional investors in the United States and the United Kingdom,
Black and Coffee conclude that "collaborative" English institu-
tional investors are more effective than their "adversarial"

4. Interviews with Professor Joongi Kim, Yonsei University, in Seoul, S.
Kor. (July 5, 2006; July 12, 2010). See also, e.g., Ass'N FOR SUSTAINABLE & RE-
SPONSIBLE INVESTMENT IN AsIA, THE TIME To LEAD is Now: THE ADOPTION OF

ESG ANALYSIS BY ASIAN GOVERNMENT PENSION FUNDS (July 2009). This report,
supported by the Asian Development Bank is intended to encourage Asian
pension funds to emphasize environmental, social, and governance practices
in their investments. Two of its five findings relate to proxy voting as a fiduci-
ary duty and corporate information disclosure. Id. at 5.

5. See, e.g., Bernard S. Black & John C. Coffee, Jr., Hail Britannia?: Insti-
tutional Investor Behavior Under Limited Regulation, 92 MICH. L. REv. 1997, 2002
(1994).

Imaged with Permission of N.Y.U. Journal of Law & Business

2011]1 575



NYU JOURNAL OF LAW & BUSINESS

American counterparts. However, they also point out the
path-dependent historical development6 of corporate govern-
ance arrangements in the United States. This means that it is
unlikely that the arguably more effective activist strategies of
English institutional investors would be fully adopted by insti-
tutional investors in the United States, even assuming that le-
gal rules would fully permit an identical strategy.7 This raises
the significant question of the differences in operating envi-
ronments among corporate governance systems and the inter-
relationship between activist shareholder strategies and such
operating environments.

The few studies that venture beyond the U.S./U.K com-
parison are greatly hampered by a paucity of real-world exam-
ples of activist institutional investors in other countries. These
studies address the limited question of identifying which insti-
tutions might potentially play an activist role by categorizing
institutional investors and examining various transaction costs
and other obstacles, e.g., legal rules and market conditions,
which discourage or prevent the emergence of institutional in-
vestors to fulfill such an activist role.8

This Article seeks to contribute to the literature in two
ways. First, it presents a case study of the activist strategy of the
PFA in Japan, which is a rare real-world example of an activist
institutional investor outside of the "Anglo-Saxon" model. It
thus highlights a practical example of institutional investor ac-
tivism in a less supportive environment than the existing mod-

6. For a discussion of path dependence, see, for example, Lucian A.
Bebchuk & Mark J. Roe, A Theory of Path Dependence in Corporate Governance
and Ownership, 52 STAN. L. REv. 127 (1999)

7. Black & Coffee, supra note 5, at 2082-84. The authors conclude that
U.K. institutions are more actively involved in corporate governance of port-
folio companies than their U.S. counterparts. Id. at 2086. However, U.K. in-
stitutional investors still pursue passive investment strategies and their actual
degree of monitoring remains a subject of debate. See, e.g., Marc Goergen et
al., Do UK Institutional Shareholders Monitor Their Investee Firms?, (Eur. Corp.
Governance Inst., Working Paper No. 208, 2007), available at http://
ssrn.com/abstract=1120204 (arguing that their event study on directors'
trades and other empirical evidence suggests that institutional investors in
the UK do not monitor portfolio companies).

8. See, e.g., Santella et al., supra note 2; Chao Xi, Institutional Shareholder
Activism in China: Law and Practice, 17 INT'L COMPANY & COM. L. REv. (2006),
available at http://ssrn.com/abstract=938455.
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els in the United States and the United Kingdom,9 and there-
fore is likely more relevant to the rest of the world. Second, it
compares and contrasts the PFA's strategy with that of
CalPERS. This Article thus highlights theoretical considera-
tions relevant to, and seeks to stimulate further research on, a
broader comparative framework and general model for exam-
ining the role and strategies of activist institutional investors in
different operating environments.

Japan is both a likely and a surprising place to find such
an activist institutional investor. It is a likely place due to the
size of its economy, pension assets (see Appendix 1), and pub-
lic pension funds (see Appendix 2). Japan is a mature econ-
omy with a large number of public corporations which are not
dominated by a family or the state.10 However, it is also an
unlikely place due to obstacles common to many countries:
(1) public pension funds are generally national funds in a uni-
tary system and are often closely tied to the national govern-
ment,1 (2) there are few, if any, domestic activists potentially
available for coordinated activities as in the United Kingdom,
and foreign activists are problematic due to their general por-
trayal as being overly aggressive and threatening towards do-
mestic companies,12 and (3) there is a lack of history or model

9. In particular the general public is less supportive of shareholder ac-
tivists challenging large domestic corporations that are often viewed as na-
tional champions. See infra notes 12-13, 134-36 and accompanying text

10. However, it is generally classified, together with Germany, as a con-
centrated shareholder system due to cross-shareholding by friendly corpora-
tions ("stable shareholders") which reduces the public float.

11. According to the latest 2010 global ranking of pension funds, the
world's four largest pension funds are national government funds for gov-
ernment employees in Japan, Norway, the Netherlands, and Korea. See P&I/
Towers Watson World 300, PENSIONS & INV. (Sept. 6, 2010), available at
http://www.pionline.com/article/20100906/CHART1 /100839991/-1/
WWTOPFUNDS. Similar funds for Singapore, Canada, China, Denmark,
South Africa, and Malaysia also rank in the top 20. Id.

12. For a discussion of the activities and impact of foreign institutional
investors in Japan, see Christina Ahmadjian, Foreign Investors and Corporate
Governance in Japan, in CoRPoRATE GOVERNANCE IN JAPAN: INSTITUTIONAL

CHANGE AND ORGANIZATIONAL DIVERsTI 125 (Masahiko Aoki et al. eds.,
2007). For a discussion of CalPERS own activities in Japan which helped
launch the idea of investor activism, see generally Sanford M. Jacoby, Conver-
gence by Design: The Case of CaLPERS in Japan, 55 AM. J. COMP. L. 239 (2007).
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for shareholder activism.1 3  It is therefore questionable if
CalPERS' style of adversarial activism14 would be widely em-
braced or successful. In such a seemingly unpromising operat-
ing environment, who would assume the role of institutional
investor activist and, more importantly, what would be a worka-
ble activist strategy when neither the English strategy nor
CalPERS' strategy may realistically be available?

The PFA has emerged as a somewhat unlikely activist insti-
tutional investor since 2002. The PFA is a public pension fund
which acts as an umbrella organization for corporate pension
funds in Japan. It has managed to go beyond its corporate
roots and become the leading, and arguably the only, activist
institutional investor in Japan.15

The PFA's activist strategy is formulated to fit within its
operating environment. In broad terms, it is neither adver-

13. As recently as the 1990s one of the major goals ofJapanese corporate
law reform was to reduce the influence of so-called sokaiya, the racketeer
shareholders utilized by corporate management to dominate annual share-
holder meetings and ensure that any dissenting shareholder views would be
suppressed. See generally Mark D. West, Information, Institutions, and Extortion
in Japan and the United States: Making Sense of Sokaiya Racketeers, 93 Nw. U. L.
REV. 767 (1999).

14. As exemplified for over two decades by CalPERS' focus list, which is
designed to draw attention and publically criticize governance practices of
major cotporations. See Press Release, infra note 91. CalPERS recently elimi-
nated its well-known focus list. See infra notes 93-95 and accompanying text.

15. See Marc Goldstein, RiskMetrics Grp. Governance Research Dep't,
Tipping the Scales: The Evolution of Shareholder Rights in Japan (May 6,
2009), available at http://www.japansociety.org/tippingthescales-the_
evolution of shareholder-rights injapan (stating with respect to the reluc-
tance of Japanese pension funds to actively oppose poison pill defenses of
Japanese companies, "Frankly I think the jury is out as to whether, aside
from the PFA, these pension funds have the political clout or even desire to
force real changes in corporate governance."); Richard Newell, Responsible
Investing: SRI in Japan-It's a Must, IPE.com, (Jan. 30, 2009), http://
www.ipe.com/asia/SRI-in-japan_%E2%80%93-it%E2%80%9 9 s-a-must 30
613.php (quoting Jonathan Schuman, the Tokyo-based head of SRI for AIG,
stating with respect to the slow development of SRI in Japan that ". . . we
don't have any leading responsible investors showing the way like, for exam-
ple, the Childrens' Fund, the Petroleum Fund in Norway or CalPERS. The
Pension Fund Association, with its corporate governance guidelines, was a
start, but it's an isolated example."). But see Jacoby, supra note 12, at 274
(citing Japan's Pension Fund for Local Government Officials, the world's
10th largest pension fund (see table 2) as another potential activist institu-
tional investor with which CalPERS has had a relationship).
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sarial like CalPERS, nor collaborative like English institutional
investors, but rather independently pursues its role as a voice
for shareholders.16 Compared to CalPERS, the PFA pursues a
similar portfolio investment strategy and similarly relies on
proxy voting and informal communications with portfolio
companies. However, the PFA characterizes itself as a "reluc-
tant activist" that is interested in improved economic perform-
ance of portfolio companies rather than acting as a corporate
adversary. Consistent with this approach, it utilizes objective
standards for proxy voting. The PFA does not utilize focus
lists, shareholder proposals, or litigation to attack individual
corporations for "bad" corporate governance, but rather em-
phasizes examples of "good" corporate governance.

Although there is a potential objection to using the atypi-
cal CalPERS as the model of U.S. activism in a comparative
context,1 7 the comparison between the PFA and CalPERS was
by no means created for the purpose of this Article. The PFA
has been widely cited in the media, in both Japan and the
United States, as being the 'Japanese CalPERS." 18 In fact, the
PFA and other Japanese pension funds have studied and con-
sulted with CalPERS as an important source for learning about
and formulating strategies for shareholder activism.19 Some

16. See INSTITUTIONAL S'HOLDER SERVS., 2006 GLOBAL INSTITUTIONAL IN-
VESTOR STUDY: CORP. GOVERNANCE: FROM COMPLIANCE OBLIGATION TO Bust-
NESS IMPERATIVE 58-59 (2006) (broadly characterizing the general strategy of
activist institutional investors in the United Kingdom as "collective engage-
ment," in the United States as "adversarial" and in Japan as "individual en-
gagement").

17. CalPERS may not be typical of activist institutional investors in the
United States, although other institutional investors have generally become
more vocal in recent years. However, even if not typical, CalPERS is certainly
stereotypical, as it nevertheless represents to many people the strategy of
American shareholder activism. See id.

18. See, e.g., Martin Fackler, An Investor Activism Uncommon in Japan, N.Y.
TIMES, Aug. 30, 2007, at C1 ("That combination of activism and respect has
led many here to call Mr. Yano and his fund, the Pension Fund Association,
Japan's answer to the California Public Employees' Retirement System. . .");
Japan's Own Brand of Corporate Governance: Shareholders Don't Rule, KNowL-
EDGE@WHARTON, Nov. 29, 2006, http://knowledge.wharton.upenn.edu/ar-
ticle.cfm?articleid=1614 (quoting Sarah McLellan, Research Analyst at Mor-
gan Stanley ". . although their approaches are different, the PFA may be in
Japan what CalPERS (the California Public Employees' Retirement System)
was in the United States 10 years ago - a strong voice for everyday savers.").

19. See generally Jacoby, supra note 12, at 269-74.
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cite the PFA as CalPERS' "heir" to shareholder activism in Ja-
pan.20

As for the important theoretical question of the criteria
utilized to examine the relationship between institutional in-
vestor activism and operating environments in a comparative
context, this Article focuses on two important sets of related
constraints which directly influence and shape activist strategy
once an institutional investor has made the decision to be an
activist:2 1 (1) resource and expertise constraints, and (2) con-
stituency constraints. The former includes a lack of in-house
expertise to actively manage investments and pressure to mini-
mize investment costs. These constraints influence portfolio
investment strategy and both the form and level of activist ac-
tivities. The latter set of constraints, composed of pension
fund members and beneficiaries, government, and the media/
public, exerts significant influence over the manner (e.g., se-
lection of issues, proxy voting standards, degree of coordina-
tion with other institutional investors, and "style" of pursuing
activism) in which an activist institutional investor fulfills its
role.

This Article finds that resource and expertise constraints
are similar for the PFA and CalPERS, and results in similarities
in portfolio investment strategy, i.e., the use of diversified, pas-
sive index investing, a reliance on proxy voting and standard
good corporate governance issues, and a relatively low level of
resources devoted to activist activities. However, the constitu-
ency constraints for the PFA and CalPERS are significantly dif-
ferent and largely account for the two different "styles" of ac-
tivism. CalPERS is encouraged by its members and, to a lesser
extent, its other constituencies to be a highly public and some-

20. See Sanford M. Jacoby, Principles and Agents: CaIPERS and Corporate
Governance in Japan, 15 CoRP. GOVERNANCE: AN INT'L REv. 5, 14 (2007) (con-
cluding that CalPERS own efforts in Japan to improve corporate governance
met with mixed results, but "it planted a seed that is sprouting in the form of
pension fund activism by domestic groups like the PFA"). For a discussion of
CalPERS withdrawal from its early direct activism in Japan since around
2002, see Jacoby supra note 12, at 275-80.

21. As noted above, the limited literature to date has focused largely on
legal and market constraints which discourage institutional investors from
assuming activist roles. Although relevant, these factors are not considered
in this Article because they do not appear to be of vital importance for ac-
tivist shareholders in the U.S. andJapan in devising and implementing their
activist strategies.
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what adversarial activist, while the PFA's activism is supported
only to the extent it focuses on its core mission of managing
assets to make future payments to beneficiaries and largely es-
chews high profile, adversarial activism.

This Article is divided into six parts. Part II discusses the
theoretical and practical roles of institutional investors in cor-
porate governance and discusses this Article's criteria for com-
paring the strategies of activist institutional investors in differ-
ent corporate government systems and operating environ-
ments. Part III examines the CalPERS model of investor
activism in the United States, focusing on its activist strategy in
light of the resource and expertise constraints and the constit-
uency constraints in its operating environment. Part IV takes a
similar approach with the PFA in Japan, concluding that al-
though the resource and expertise constraints are similar to
those of CalPERS, the PFA's constituency constraints are more
restrictive. This has a significant effect on its activist strategy.
Part V considers the effectiveness of the PFA's strategy and the
broader implications of the relationship between the differing
activist strategies and operating environment of the PFA and
CalPERS.

II.
ROLE OF ACTIVIST INSTITUTIONAL INVESTORS IN DIFFERENT

CORPORATE GOVERNANCE SYSTEMS

A. Role of Activist Institutional Investors as External Monitors
of Management

There is probably little overall change in academic evalua-
tion of the role of activist institutional investors in the decade
since Bernard Black concluded that their modest efforts at ac-
tivism had not made "much of a difference."22 Criticisms of
the shortcomings of activist institutional investors as external
monitors have been widespread. They have been accused by
some commentators of doing too much, and by many others
of doing too little.23 Both sets of criticisms stem, to a signifi-
cant degree, from activists' frequent referrals to an appealing,
but unproven, correlation between standard good governance
practices and firm economic performance.

22. See Black, Shareholder Activism, supra note 1, at 464.
23. See infra notes 24-28 and accompanying text.
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If institutional investors believe in the validity of this cor-
relation, they should devote much greater effort to becoming
effective external monitors of management by addressing the
following longstanding and oft-cited problems: 2 4 the limited
number and types of institutional investors willing to under-
take activist strategies; institutional investors' inability to coor-
dinate effectively to overcome shareholders' collective action
problem;25 limited resources devoted to activism due to a free
rider problem; a lack of competence and expertise; and a pref-
erence for liquidity over control and for exit over voice26 (par-
ticularly for private institutional investors, such as mutual
funds). If, on the other hand, this correlation is to be dis-
counted or ignored, institutional investors should stick to strat-
egies which are clearly related to maximizing their benefi-
ciaries' wealth and should not engage in governance-related
activism, particularly social or political activities that appear to
be unrelated to investment performance. 27 In this latter view,
institutional investors (particularly public pension funds) face
conflicts of interests and agency cost problems which make
them poor monitors. 28

However, a substantial part of the disappointment in the
performance of institutional investors as monitors of manage-
ment may result from corporate law commentators assigning
to institutional investors a role in our corporate governance
system which is beyond both their capabilities and intentions.
In the United States there has arguably been a long-standing

24. For a summary and discussion of the limited effect of institutional
investor activism as monitors of management in a comparative context see
Black & Coffee, supra note 5, at 2055-77.

25. See, e.g., Bernard S. Black, Agents Watching Agents: The Promise ofInstitu-
tional Investor Voice, 39 UCLA L. REV. 811, 887 (1992) (noting the potential
for institutional investors to overcome their collective action problem
through increased coordination).

26. See, e.g., John C. Coffee, Jr., Liquidity Versus Control: The Institutional
Investor as Corporate Monitor, 91 COLUM. L. REv. 1277, 1285-86 (1991).

27. See, e.g., Roberta Romano, Less Is More: Making Institutional Investor
Activism a Valuable Mechanism of Corporate Governance, 18 YALEJ. ON REG. 174,
222-50 (2001).

28. See, e.g., Edward B. Rock, The Logic and (Uncertain) Significance of Insti-
tutional Shareholder Activism, 79 GEO. L. J. 445, 469-70 (1991); Stephen M.
Bainbridge, Shareholder Activism and Institutional Investors (UCLA Sch. of Law,
Law & Econ. Research Paper No. 05-20, 2005), available at http://ssm.com/
abstract=796227.
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preference, at least among academic commentators, for a mar-
ket solution to monitoring management (in the form of an
effective market for corporate control) over governance-re-
lated shareholder activism. 29 The role of institutional inves-
tors may have come to prominence in the 1990s in large mea-
sure as a matter of fortuitous timing - the period in the late
1980s and early 1990s saw an end of the M&A boom accompa-
nied by the rising importance of institutional investors - and a
lack of alternatives.so At that time there was no other obvious
choice to succeed the market for corporate control as the pri-
mary external monitor of management under our system of
corporate governance.

Persistent questions about the effectiveness of institu-
tional investors' monitoring of management have already led
to the identification in recent years of two possible new, more
aggressive, monitors: activist hedge funds and sovereign wealth
funds. Activist hedge funds represent a relatively new slice of
the hedge fund industry which make large investments in, and
work to influence the corporate strategies of, a small number
of portfolio companies.31 Sovereign wealth funds are govern-
ment-owned investment funds that take petrodollars or for-
eign exchange reserves and invest them in a range of assets,
particularly in corporate securities of large Western corpora-
tions, rather than in the traditional investments of U.S. trea-
suries or other sovereign bonds.32

Although both hedge funds and sovereign wealth funds
may have a potentially significant role to play in corporate gov-

29. See, e.g., Black, Shareholder Activism, supra note 1.
30. For a review of the history of the evolution of the American corporate

governance system, see Robert W. Hamilton, Corporate Governance in America
1950-2000: Major Changes but Uncertain Benefits, 25 J. CORP. L. 349 (2000).

31. See, e.g., Henny Sender, Hedge Funds: The New Corporate Activists, WALL

ST. J., May 13, 2005, at C1. For a discussion of their potential role in corpo-
rate governance, see, for example, Marcel Kahan & Edward B. Rock, Hedge
Funds in Corporate Governance and Corporate Control, 155 U. PA. L. REv. 1021
(2007); Frank Partnoy & Randall S. Thomas, Gap Filling, Hedge Funds and
Financial Innovation, in NEW FINANCIAL INSTRUMENTS AND INSTITUTIONS: OP-
PORTUNITIES AND POLICY CHALLENGES (Yasuyuki Fuchita & Robert E. Litan
eds., Brookings Institution Press 2007).

32. For definitions of sovereign wealth funds, see, for example, Larry
CatA Backer, Sovereign Investing in Times of Crisis: Global Regulation of Sovereign
Wealth Funds, State-Owned Enterprises, and the Chinese Experience, 19 TRANSNAT'L

& CONTEMP. PROBS. 3, 27, nt. 76 (2010).

Imaged with Permission of N.Y.U. Journal of Law & Business

2011] 583



NYU JOURNAL OF LAW & BUSINESS

ernance, they are both criticized for a lack of transparency and
disclosure of portfolio investments. 33 In addition, they each
face their own severe conflicts of interest between their private
benefits and benefits for the corporation and shareholders
generally.34 Hedge funds are perceived to be interested in
short-term results, while sovereign wealth funds are feared to
act at least partially in accordance with the political or strategic
interests of their sovereign owners.3 5 In addition, like the
M&A boom in the 1980s, private fund and sovereign fund ac-
tivities may wax and wane with market conditions.3 6

33. For hedge funds, see, for example, Philippe Jorion, How to Resolve
Hedge Fund Transparency, PENSIONS & INVESTMENTS, June 9, 2008, at 12. For a
succinct discussion of corporate governance issues surrounding sovereign
wealth funds, see generally, Ronald J. Gilson & Curtis J. Milhaupt, Sovereign
Wealth Funds and Corporate Governance: A Minimalist Response to the New
Merchantilism, 60 STAN. L. REv. 1345 (2008).

34. For hedge funds, see, for example, Iman Anabtawi & Lynn Stout, Fi-
duciary Duties for Activist Shareholders, 60 STAN. L. REv. 1255, 1283-92 (2007-
2008). There is also the question of public acceptance of an important cor-
porate governance role for aggressive private funds, particularly outside the
United States. For example, in Japan, the activities of a well-known, aggres-
sive, private fund headed by a former government bureaucrat, were highly
controversial and ultimately led to an indictment of the fund manager for
insider trading. See Murakami Gets Two Years inJail in Livedoor Scandal, infra
note 135.

35. This concern has led to calls for additional regulation. In the case of
sovereign wealth funds, there has been a movement toward voluntary self-
regulation as embodied in the Santiago Principles adopted by sovereign
fund owners under the auspices of the IMF and in corresponding OECD
principles for sovereign wealth funds that reflect the views of host countries
accepting investment. Both sets of principles emphasize the independence
of fund management and transparency/disclosure. See INT'L WORKING

GROUP OF SOVEREIGN WEALTH FUNDS, SOVEREIGN WEALTH FUNDS: GENERALLY

ACCEPTED PRINCIPLES AND PRACTICES: "SANTIAGO PRINCIPLES" (2008), available
at http://www.iwg-swf.org/pubs/eng/santiagoprinciples.pdf; OECD INVEST-

MENT COMMITTEE, REPORT ON SOVEREIGN WEALTH FUNDS AND RECIPIENT

COUNTRY POLICIES (2008), available at http://www.oecd.org/dataoecd/34/
9/40408735.pdf. Although these principles are premised on sovereign
wealth funds operating as economically focused investors and eschewing po-
litical or strategic considerations, some commentators remain concerned
that it is impractical to separate these two roles. See Larry Cati Backer, The
Norwegian Sovereign Wealth Fund: Between Private and Public, 40 GEO. J. INT'L L.
1271 (2009).

36. Hedge funds are dependent on the availability of cheap debt and
sovereign wealth funds rely on high commodity prices and trade surpluses.
The peak in interest for both types of funds occurred in 2007 under
favorable market conditions, and there were aggressive estimates on future
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In reality, even the most activist institutional investors,
such as CalPERS, have generally purported to fulfill a more
modest role than ascribed to them by corporate law commen-
tators. CalPERS has characterized its corporate governance
role in terms of education and acting as a "catalyst" rather
than acting as the main external monitor of corporate man-
agement.37 The primary "activist" investment strategy of pub-
lic pension funds - passive investing in diversified portfolios
and utilizing proxy voting to encourage corporations to adopt
standard "good governance" measures - is not designed to
play the role assigned to activist institutional investors by com-
mentators.

Nevertheless, as noted in the Introduction, activist institu-
tional investors can play a more modest, but potentially signifi-
cant role as one component of a web of legal and market
forces which monitor management and act as a partial con-
straint on management discretion.38 Despite the criticisms of
activist institutional investors in the United States, their poten-
tial role remains of great interest to commentators from other
corporate governance systems. Part of the appeal of institu-
tional investor activism may well be that "the limited success
with limited investment" approach appears to be a practical,
measured improvement in systems with a lack of complemen-
tary institutions able to act as effective external monitors of
management.

growth of these entities. For sovereign wealth funds, see, for example, Bob
Davis, Sovereign Funds Tightened the Spigot, WALL ST. J., May 17, 2010 (citing
estimates that the total assets of sovereign wealth funds, about $2.4 trillion in
2007, would reach $10 trillion within a decade). However, fund assets and
investments waned, at least temporarily, following the 2008 financial crisis.
Id.

37. See, e.g., Why Corporate Governance Today?, CALPERS (1995) (formerly
on CalPERS website; on file with the author) ("CalPERS has neither the re-
sources, nor the expertise, to run the companies in which it holds publicly-
traded stock. Moreover, the legal duties of care and loyalty rest with the cor-
porate board of directors, not with the shareholders. For these reasons,
CalPERS views its role as that of a CATALYsT for improved management and
accountability (emphasis in original)). However, CalPERS may, at times,
have created or contributed to an impression that it has a larger role. See
infra notes 90-95 and accompanying text.

38. See, e.g., Black & Coffee, supra note 5, at 2007. For a general survey of
the relevant legal and market forces, see Arthur R. Pinto, Corporate Govern-
ance: Monitoring the Board ofDirectors in American Corporations, 46 AM. J. COMP.
L. 316 (1998).

Imaged with Permission of N.Y.U. Journal of Law & Business

2011]1 585



NYU JOURNAL OF LAW & BUSINESS

B. Criteria for Comparison of Institutional Investor Activism

This Article does not attempt to develop a comprehensive
theory of how different activist strategies might be employed
in various operating environments. It mentions, but does not
focus on, factors such as the share of the market owned by
institutional investors, the number, type,39 and location of
such investors, and legal rules.40 It does not seek either to ex-
amine general barriers to activism or to measure the effective-
ness of activism. This Article explains specifically, and as sim-
ply as possible, the similarities and differences between the ac-
tivist strategies of two public pension funds in the United
States and Japan. It seeks to provide a third point of reference
beyond the limited comparisons to date made between the
United States and the United Kingdom and to suggest signifi-
cant factors and approaches which are useful in our under-
standing of the potential of institutional investor activism
throughout the world. It accomplishes this task by limiting its
focus to the two most important sets of constraints on activist
strategy within an operating environment.

1. Portfolio Investment Strategy and Resource and Expertise
Constraints

The portfolio investment strategy of activist institutional
investors heavily influences the form and level of activist ef-

39. For a classification of institutional investors with regard to their po-
tential to pursue activist strategies, see KA.D. Camara, Classifying Institutional
Investors, 30J. CoRP. L. 219 (2004-2005).

40. Legal rules, although perhaps overemphasized in the literature, are
nevertheless potentially significant. Black and Coffee cite the requirement of
Schedule 13D filings under U.S. securities laws and the lack of widespread
litigation in the United Kingdom as one factor in explaining why British
institutional investors act in a more collaborative and somewhat more activist
manner than their U.S. counterparts. See Black & Coffee, supra note 5, at
2078. Santella et al. speculate over whether fewer voting rights in the United
States as compared to the European Union help explain the greater activism
of American institutional investors than their EU counterparts. See Santella
et al., supra note 2, at 47-8. In my research on the PFA in Japan, specific legal
rules were not usually cited as major obstacles to pursuing activist strategies,
although there was a strong, general concern about the level of information
disclosure and a specific complaint about time constraints in the proxy vot-
ing process. See infra notes 137-39 and accompanying text.

Imaged with Permission of N.Y.U. Journal of Law & Business

586 [Vol. 7:571



INSTITUTIONAL INVESTOR ACTIVISM

forts.4 1 The typical investment strategy of public pension
funds for the stock portion of their portfolio could be summa-
rized as emphasizing diversification in the form of passive in-
dex investing supplemented by outsourcing to active manag-
ers. This investment strategy is accompanied by advocating,
and exercising proxy voting rights on behalf of, standard good
corporate governance measures (e.g., an emphasis on inde-
pendent directors) for portfolio companies that can be easily
applied to a large number of companies. Such an approach
requires minimal effort and expense, but is often viewed as
being relatively ineffective in realizing change in corporate
governance practices. It also gives rise to the criticism that ac-
tivists, who controversially claim a correlation between good
corporate governance and firm performance, 42 do not act ac-
cordingly either in terms of concentrating their portfolios to
maximize their influence over portfolio companies or in their
overall level of activist efforts.

Institutional investors throughout the OECD countries
generally rely on passive equity investing; they have not con-
structed concentrated, actively-managed portfolios premised
on the existence of a correlation between good corporate gov-
ernance and enhanced portfolio returns. 4 3 This phenomenon
can best be explained by the major portfolio-related con-
straints discussed in this Article: expertise constraints and re-
source constraints. Pension fund managers are bureaucrats,
not money managers. This fact leaves open two obvious
choices for equity investments: entrust investment funds to
outside managers for active investment, or retain funds in-
house for passive index investment which requires no exper-
tise. This choice leads to the typical pension fund pattern of
emphasizing in-house passive investment supplemented by

41. See generally John C. Coffee, The Folklore of Investor Capitalism, 95 MICH.
L. REv. 1970 (1997).

42. Researchers have generally found no correlation between good cor-
porate governance and firm performance, although there are difficult meth-
odological issues and this remains a controversial topic. A few studies, partic-
ularly those conducted by CalPERS' pension consultants, claim that its gov-
ernance-related activism does enhance portfolio performance in what it calls
the "CalPERS effect." See infta Part III.A.4.

43. The Role of Private Pools of Capital in Corporate Governance: Summary and
Main Findings, OECD (May 2007), available at www.oecd.org/daf/corporate-
affairs/.
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outside, active investing which seeks a higher return. In the-
ory there could also be a "hybrid" approach under which a
public pension fund hires some number of professional invest-
ment managers to join the organization and manage invest-
ments internally. This is a fair description of the approach
taken by Harvard University's endowment office. But such an
approach raises its own difficult issues concerning compensa-
tion, institutional "fit," and expectations about investment per-
formance. 44

A related issue is resource constraints. The overriding
goal of a public pension fund is to provide a return sufficient
for the retirement of its beneficiaries, and it is intended (and,
in theory, required) for pension funds to act prudently and
not take unreasonable risks. A passive investment strategy is
the simplest method to achieve this goal by keeping invest-
ment costs to a minimum and lowering risk through portfolio
diversification. A more active strategy would be riskier by in-
curring higher costs to place bets on achieving above-market
performance. And devoting additional resources to corporate
governance activities, as opposed to more investment manage-
ment staff, would place an even greater speculative bet on the
investment return produced by those activities.45

Expertise and resource constraints are significant partly
due to the relentless pressure on pensions' portfolio perform-
ance generated by the global pension crisis. The aging of in-
dustrialized societies means that unfunded, "pay-as-you-go" so-
cial security (or "public pension"46) systems will not have a suf-

44. Jack R. Meyer, the manager of Harvard University's endowment from
1990 to 2005, resigned amidst criticism of the compensation for him and his
top six managers - a total of $107.5 million in 2003 and $78.4 million in
2004. See Marcia Vickers, The Money Game, FORTUNE, Oct. 3, 2005, at 155, 164.
By contrast, Yale was successful with a more traditional strategy of outsourc-
ing its investment funds to well-compensated money managers with more
modest compensation for David Swensen, the head of Yale's endowment ($1
million in 2004 versus $7 million for Meyer). Id. at 156.

45. Why Corporate Governance Today ?, CALPERS (formerly on CalPERS
website; on file with the author) (stating that "As an aspect of fiduciary duty,
CalPERS has always balanced the cost of corporate governance, against the
practical possibilities of improved performance at targeted companies.").

46. "Public pensions" are the name given to social security systems
throughout much of the world outside the United States. By contrast, "pub-
lic pension funds" referred to in this Article are, in fact, private, defined
benefit pension plans which are established and sponsored by governmental
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ficient working age population to sustain payments to the
growing ranks of the elderly in the future.47 This has focused
new attention on private, funded pensions as a necessary sup-
plement to public pensions. In theory it might be best for pri-
vate pensions to invest solely in individual long-term bonds
which match their future payments and thereby avoid market
risk. Such "liability-driven" funds do exist, but the pressure
both to minimize contributions (from employers and employ-
ees) and to maximize assets for future payments to benefi-
ciaries has resulted in a general trend throughout developed
countries in which legal restrictions on investment choices
have been relaxed over time and pension funds have moved
heavily into equity and other risk assets.4 8

units and in which governmental employees are often the participants. Such
public pension plans are financed, in the first instance, by means of payroll
contributions by employees and employers like corporate or other private
pension plans. However, the employer is usually a governmental entity, and
it may need to raise taxes if it is unable to meet its obligation to make em-
ployer contributions.

47. Aging population is a combination of a large cohort of those who are
becoming elderly and a low birth rate so that in the future payroll deduc-
tions for social security taken from the working-age population will be insuf-
ficient to fund payments to the elderly. There are numerous OECD and IMF
publications that discuss this trend and the resulting debate on how pension
reform might address it. See, e.g., Nicholas Barr, The Truth About Pension Re-
form, 38 FIN. & DEv. (Sept. 2001), available at http://imf.org/external/pubs/
ft/fandd/2001/09/barr.htm ("Aging populations in industrial and transi-
tion countries have provoked heated debate about pension reform - in par-
ticular, about the desirability of abandoning pay-as-you-go schemes in favor
of private, funded pensions."); Pensions at a Glance: Retirement Income Systems
in OECD Countries, OECD, 1 (2005), available at http://www.oecd.org/
dataoecd/44/55/34816545.pdf ("[A] wave of pension reforms across OECD
countries. . .were motivated primarily by concerns about the financial sus-
tainability of pension systems in the context of ageing populations.") (em-
phasis in original).

48. It is now typical for pension funds to allocate 50-60% or more of their
assets to stock investments. A more conservative approach would be to match
future liabilities exactly with future payouts from long-term bond invest-
ments. Some pension funds do follow a "liability-based' conservative ap-
proach, but it is no longer typical. Above and beyond the obvious benefits of
higher returns, reasons for the more aggressive asset allocation model pur-
sued by most pension funds would include the following: lower investment
cost to the pension sponsor, the ability to benefit from paper profits or sur-
pluses, a possible moral hazard for corporate pension funds from the Pen-
sion Benefit Guaranty Corporation, and support from money managers who
profit from such asset allocation. For a concise discussion of the issue, see
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The "public" nature of public pension funds further rein-
forces these expertise and resource constraints. Unlike mu-
tual fund investors, pension fund beneficiaries have no exit
option, and are not reluctant to exercise their voice. As a re-
sult, even during times when investment strategies were highly
successful, Harvard University has faced difficulty justifying the
compensation given to its investment professionals (particu-
larly when compared to the university's top academic of-
ficers) ." And for both the organization and individuals in-
volved in portfolio investment, making concentrated portfolio
investments in an attempt to achieve above-market returns is a
high-risk strategy in which the severe potential consequences
for failure may substantially outweigh the benefits from suc-
cess.

2. Activist Strategy and Constituency Constraint

The other criterion utilized in this Article to compare the
activism of CalPERS in the United States and the PFA in Japan
is constituency constraints. This Article attempts to go beyond
a general distinction between "market-driven" private funds
and "politically-driven" public funds50 to examine how specific
activist strategies pursued respectively by CalPERS and the PFA
(e.g., selection of issues, proxy voting guidelines, degree of co-
ordination with other institutional investors) and their "style"
of activism (e.g., adversarial or cooperative, formal or infor-
mal) relate to their respective operating environments.

The constituency constraint can be divided into three
parts: (1) pension fund members, (2) political interaction with
government, and (3) media/public opinion. Each of these
segments may wish to see its preferences reflected in the oper-
ations of public pension funds. Every activist pension fund will
utilize a strategy which it believes will appeal to, or at least be
permitted by, its constituencies, and will therefore be a good
"fit" within its operating environment.

The attitudes of pension fund members is the most imme-
diate, and perhaps most significant, constituency constraint.
Even in the United States, a relatively limited number of insti-

Mary Williams Walsh, Undone by Market Risk: A Premature Sunset for Pension
Plans?, N.Y. TIMES, Nov. 28, 2004, at WK5.

49. See Backer, supra note 32.
50. See, e.g., Camara, supra note 39.
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tutional investors are enthusiastic about shareholder activ-
ism.5 1 Many of these are union-related pension funds or state
employee funds. In addition to the initial question of becom-
ing an activist, the more relevant question to the inquiry in this
Article is how member attitudes influence the form of activ-
ism. Activist funds can be rewarded - or punished - for high
profile activism.

Politics can also affect activist strategies. In general, state
employee funds like CalPERS are thought to benefit from po-
litical distance from national controversy, and this political
"breathing space" is sometimes pointed out as an important
factor enabling shareholder activism. Nevertheless, politics
can readily intrude in many ways, including pressure to make
certain investments (for example, to benefit local industry),
pressure to politically support elected pension officials,5 2 and
others. Political considerations may also be reflected internally
in the form of differences between investment staff and either
the "political" board (whether elected by members or ap-
pointed by government officials) or possibly the chief invest-
ment officer. Public pensions outside the United States are
often closely related to national governments, with more di-
rect political influence on their policies and operations. In
such case political pressure can take the form of government
pressure to support not only particular investment policies
(pork barrel projects) for political gain, but more generally to
support the stock market in times of market volatility.

Media and public support may also be significant to an
activist's efforts and can influence activist strategy. In many
countries outside the United States there is the additional
complication of dealing with the tendency for the media and

51. As noted above, it is unclear that additional resources devoted to ac-
tivism would actually increase investment performance, as opposed to lower-
ing performance due to additional costs. This is particularly true for private
institutional investors, such as mutual funds, that are evaluated solely on per-
formance. See supra notes 22-25 and accompanying text, and Camara, supra
note 39.

52. The latest controversy in this area is an investigation by a California
state agency concerning accusations that a CalPERS board member, Charles
Valdes, accepted campaign contributions from an investment placement
agent that does business with CalPERS. See, e.g, Arleen Jacobius, CalPERS
Trustee Target of Pay-to-Play Probe, PENSION & INV., Sept. 7, 2009, at 1.
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public to be sympathetic to domestic companies that are pres-
sured by foreign activists.

As there is also significant interaction among the three
components of the constituency constraint, an activist's strat-
egy must consider their combined effect. This is complicated
by the fact that each constituency may have different interests.
They are united, however, in their common concerns about
the adequacy of pension assets and investment returns to fund
future retirement in volatile investment markets. Thus, activist
pension funds will enjoy greater success to the extent that they
can portray their governance-related activities as being part of
a watchdog role (i.e., as an "active" investor looking out for its
constituencies' interests in difficult times) which will contrib-
ute to easing of the pension crisis. Accordingly, the correla-
tion between good corporate governance and good financial
performance, insisted upon by activist pension funds such as
CalPERS and the PFA, has important implications for an ac-
tivist fund's constituencies and their willingness to support ac-
tivist strategies.

III.
THE CALPERS MODEL

CalPERS, originally created in 1932 by the State of Cali-
fornia to manage retirement benefits for state employees, has
grown to become the second largest pension fund in the
United States and sixth largest in the world with nearly $200
billion in assets (see Appendix 2)53 managed on behalf of over
1.6 million state employees, retirees, and their families.54 Like
many public pension funds today, it depends on investment
portfolio returns to provide the bulk of its income to meet pre-

53. Appendix 2 is based on the most recent 2010 global comparison of
pension funds and lists CalPERS assets at $199 billion. Due to the stock mar-
ket collapse in 2008-2009 and recent partial recovery, CalPERS assets have
been quite volatile. Total assets sank from $255 billion in the 2008 compara-
tive survey (see PENSION & INv., Sept. 1, 2008, at 13) to $160 billion in March
2009, and stood at $180.9 billion at the end of CalPERS' fiscal year on June
30, 2009. See Press Release, CalPERS, CalPERS Reports Preliminary 2008-
2009 Fiscal Year Performance (July 21, 2009), available at http://www.
calpers.ca.gov/indexjsp?bc=/about/press/pr-2009/july/2008-0

9 -fiscal-per-
formance.xml.

54. See, e.g., Facts at a Glance: Genera4 CALPERS (Sept. 2009), available at
http://www.calpers.ca.gov/eip-docs/about/facts/general.pdf.
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sent and future pension obligations and, accordingly, invests
in a diversified portfolio of risk assets. It is perhaps best
known as a high profile, adversarial activist investor that advo-
cates publicly for good corporate governance and lobbies port-
folio companies to improve governance practices in an effort
to increase long-term returns.

A. Resource and Expertise Constraints

1. Diversification and Passive Investment

CalPERS was originally established as a "liability-driven"
fund which could only invest in long-term bonds to match fu-
ture payment obligations to beneficiaries.55 It now has a diver-
sified portfolio which emphasizes risk assets in order to maxi-
mize portfolio returns.5 6 Its asset allocation policy is deter-
mined by its investment committee and approved by its Board
of Administration.

Although generally willing to embrace new asset classes
for investment more quickly and extensively than most pen-
sion funds, CalPERS has basically pursued a mainstream in-
vestment strategy bounded by resource and expertise con-
straints. Traditional equity investments are largely managed
passively through the use of index funds by in-house invest-
ment staff, and supplemented by investments with outside
money managers for active management. Investments outside
of traditional equity investments, which include domestic and
global bonds, real estate, and, more recently, alternative in-
vestments (hedge funds and private equity) and inflation-

55. Like nearly all public pension funds, over time CalPERS sought to
minimize contributions and maximize investment returns to meet its obliga-
tions, which led to a gradual expansion of permissible asset classes for invest-
ment to include real estate (1953), limited investments in common stocks
(1967, limited to 25% of its portfolio), unlimited investment in common
stocks (1984, proposition 21) which led to an early embrace of international
investing, and, more recently, various alternative investments. For a concise
summary of this history, see, Raquel Pichardo, CalPERS a Model of Innovation
at 75, PENSION & INv., May 14, 2007, available at http://www.pionline.com/
apps/pbcs.dll/article?AID=/20070514/PRINTSUB/70511017&crit=calpers
%20a%20model%20Oof%20innovation.

56. For CalPERS' current asset allocation, see, Facts at a Glance: Invest-
ments, CALPERS (Sept. 2009), available at http://www.calpers.ca.gov/eip-
docs/about/facts/investme.pdf.
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linked investments, are all managed actively by outside money
managers.57

2. Relational Investing and Alternative Investments

One investment strategy which departs from pension
funds' general reliance on a passive indexing strategy for eq-
uity investment is CalPERS' relational investing. This refers to
investments with outside money managers in private funds
that make concentrated investments in a limited number of
underperforming companies and seek to influence the busi-
ness strategies of portfolio companies to produce outsized re-
turns. The first of these investments, in 1995, was with Rela-
tional Investors L.L.C., a private activist investment fund man-
aged by Ralph Whitworth, a former lieutenant of the
corporate raider T. Boone Pickens.58 This strategy was also
pursued internationally, as CalPERS made substantial invest-
ments in activist funds in the United Kingdom and Japan.5 9

During the past decade, CalPERS has also embraced alter-
native assets and private equity (including hedge funds) as a
substantial asset class for investment, and in its three-year asset

57. For a summary, see id. For complete data, see generally CalPERS, Com-
prehensive Annual Financial Report (for fiscal year endedJune 30, 2008), 84-99,
available at https://www.calpers.ca.gov/mss-publication/pdf/xGIPCNORsQ
oyQ2008%20CAFR(r3) .pdf.

58. With CalPERS support, Whitworth, who had been regarded as some-
thing of a corporate gadfly, went mainstream and in 1999 became interim
chairman of Waste Management Inc. Although CalPERS' initial investment
in Relational Investors L.L.C. was $200 million, by 1999 it had increased its
investment to encompass $500 million of the $750 million of investor funds
held by Relational Investors. See Andrew Pollack, Investing; Raider? Gadfly?
Chairman, N.Y. TIMEs, Aug. 8, 1999. The article quotes well-known corporate
governance expert Nell Minow as saying, "You've heard of extreme
sports... [t]his is extreme shareholder activism." Id.

59. This program was formalized in 1999 as the Corporate Governance
Investment program. In addition to the United Kingdom andJapan, the pro-
gram has also invested elsewhere in Europe and, in May 2008 made its first
investment in an emerging market, a corporate governance fund in Korea.
See, Facts at a Glance: Corporate Governance, CALPERS (Aug. 2009), available at
http://www.calpers.ca.gov/eip-docs/about/facts/corpgov.pdf. For the pro-
gram's investment policy, see, Statement of Investment Policy for Corporate Gov-
ernance Program, CALPERS (April 21, 2008), available at http://www.calpers.
ca.gov/eip-docs/investments/policies/inv-asset-classes/equity/corp-gov/
corp-gov-investments.pdf. For a discussion of its relational investments in two
Japanese funds, see, for example, Jacoby, supra note 12, at 277-79.
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allocation plan adopted in December 2007 added a new infla-
tion-linked asset class which includes "commodities, infrastruc-
ture, forestland, and inflation-linked bonds. 0

The recent economic crisis and poor investment portfolio
performance created both serious strains on CalPERS' re-
sources available for payments to beneficiaries and administra-
tive expenses, and created new controversy over its recent em-
phasis on alternative investments. CalPERS lost over 23% in
portfolio value during 2008-2009, the worst year in its history,
and at that point was only 66% funded, its lowest level in
twenty years. 6 ' At the same time, it is difficult for a public pen-
sion fund like CalPERS to increase the contributions of state
employees and their public employers in an attempt to reduce
the funding gap.6 2 Alternative investments performed poorly
during the recent stock market crash,63 and outside critics
have raised questions about the appropriateness of such high-
risk assets for pension fund investments.64 Nevertheless,

60. See CalPERS, Comprehensive Annual Financial Report, supra note 57, at
84, 88. This plan provides for a 10% allocation to alternative investment/
private equity and a 5% allocation to inflation-linked assets. Id. at 88.

61. See Leslie Wayne, California Pension Fund Hopes Riskier Bets Will Restore
Its Health, N.Y. TIMES, July 24, 2009. In its defense, CalPERS notes that dur-
ing that year, however, global equity prices declined 29.3%, and CalPERS
long-term (20 year) annual investment return is 7.75%. See Press Release,
supra note 5S.

62. Although a corporate pension fund could decide to increase its con-
tribution to its pension plan in order to make up the shortfall, it is extremely
difficult, both financially and politically, for a public pension fund to do so.
See, e.g., Arleen Jacobius, CalPERS Eyes Risk, Liquidity in Asset Review, PENSION

& INv., Mar. 23, 2009, at 1. In fact, CalPERS drew the ire of California gover-
nor Arnold Schwarznegger by limiting increases in employer contributions
by California municipalities due to the state's fiscal crisis. See id., (quoting
Governor Schwarzenegger as denouncing that action as a "pass the buck to
our kids idea").

63. During 2008-2009, private equity investments declined by 31.4%,
compared to 28.55 for public stocks in the portfolio. Real estate investments,
which included SIVs with mortgage-backed securities, did even worse, with a
35.8% loss. See Press Release, supra note 53. CalPERS filed a lawsuit against
the three major credit rating agencies with respect to its losses on a total $1.3
billion investment in three triple-A rated SIVs which defaulted on their pay-
ments. See Rick Brooks, Raters Sued by CalPERS over Losses, WALL ST. J.,July 15,
2009.

64. For criticism of CalPERS' investment in risky assets, see, for example,
Wayne, supra note 61. Alternative investments tend to be illiquid, private
investments. Liquidity risk was not included in traditional asset allocation
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CalPERS' chief investment officer emphasized his continuing
commitment to private investments, and, to date, CalPERS'
board has accommodated such an approach.65

3. Emphasis on Proxy Voting and Standard Good Corporate
Governance Measures

CalPERS began its corporate governance activities in the
mid-1980s in reaction to poison pills and other defensive mea-
sures taken by individual companies. It gradually developed a
broader set of corporate governance principles and prac-
tices.66 Its proxy voting policy basically states that it will vote its
proxies so as to implement these corporate governance princi-
ples.6 7 Although CalPERS frequently votes against company
proposals, its corporate governance principles contain a long
list of recommendations without any specific indication of
what corporate practices would trigger a "no" vote by CalPERS
when exercising its proxy voting rights.6 8

models of pension funds. As a result of the recent market crash CalPERS'
pension consultant, Wilshire Associates, is now considering incorporating li-
quidity considerations into its asset allocation model for CalPERS. See
Jacobius, supra note 52.

65. See Mark Veverka, Interview with Joe Dear, Chief Investment Officer, Cali-
fornia Public Employees' Retirement System, Keeping His Eyes Trained on the Long
Term, BARRON'S, June 29, 2009, at 34. CalPERS' CIO has clearly not lost the
faith, as he stated that he expects CalPERS' investment in private equity to
outperform its investments in public equity by 300 basis points (3%) on a
risk-adjusted basis. Id. at 35.

66. For the current version, see Global Principles of Accountable Corporate
Governance, CalPERS (Feb. 16, 2010), available at http://www.calpers-govern-
ance.org/docs-sof/principles/2010-5-2-global-principles-of-accountable-
corp-gov.pdf.

67. See, Statement of Investment Policy for Global Proxy Voting, CALPERS (Apr.
21, 2008), available at http://www.calpers-governance.org/docs-sof/princi-
ples/2010-5-2-global-principles-of-accountable-corp-gov.pdf.

68. CalPERS formerly had separate domestic and international corporate
governance principles. They remain separate, although they are now com-
bined under one policy which contains a brief statement of core principles
which are applicable to both. See Global Principles of Accountable Corporate Gov-
ernance, supra note 66. Domestic principles cover six areas (board indepen-
dence & leadership; board, director, and CEO evaluation; executive & direc-
tor compensation; integrity of financial reporting; corporate responsibility;
and shareowner rights) and make a variety of recommendations ranging
from those already legally required for public companies under Sarbanes-
Oxley (e.g., a majority of independent directors; see id. at 10) to more ambi-
tious practices which are still relatively uncommon (e.g., environmental dis-
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CalPERS came to emphasize a broader set of standard
good governance measures relating to areas such as share-
holder voting rights, board composition, and executive com-
pensation which could be easily applied to a wide range of
companies. It also adopted a now familiar set of tactics: pub-
licly advocating for overall corporate governance reform
(which it currently refers to as "market initiatives")69 and pres-
suring portfolio corporations to adopt its recommended good
corporate governance practices by utilization of proxy voting,
shareholder proposals, public "jawboning" and informal com-
munications with corporations. Significantly, these standard
good corporate governance measures were not applied to the
limited number of companies in its relational investing portfo-
lio; those managers, such as Relational Investors L.L.C. fo-
cused solely on aggressively pressuring portfolio companies on
business strategy to maximize investment returns.70

CalPERS has long premised its activism on the straightfor-
ward notion that shareholders must act like owners and be ac-
tively involved in the activities and performance of companies
they own. CalPERS ties the idea of activism generally, and the
utilization of proxy voting in particular, to its fiduciary duties
as a trustee. It views corporate governance measures as being
related to its duties of loyalty and care to enhance long-term
results on behalf of its beneficiaries.7 1 It also recognizes a duty
to monitor investment performance and vote proxies as "in-
herent within the concept of prudence."72 In keeping with

closure including utilizing the Ceres Climate Change Governance checklist
as a tool in applying the Global Framework for Climate Risk Disclosure; see
id. at 17). For international proxy voting, CalPERS utilizes the International
Corporate Governance Network Corporate Governance Principles, which
are general principles and do not contain specific recommendations. Id. at
19-24.

69. See CalPERS', http://www.calpers-governance.org/marketinitiatives/
home (last visited Apr. 12, 2011).

70. See, e.g., Jacoby, supra note 12, at 280.
71. See Statement of Investment Policy for Global Proxy Voting, supra note 67.
72. Id. For a discussion of the duty of monitoring, see Richard H. Kop-

pes & Maureen L. Reilly, An Ounce of Prevention: Meeting the Fiduciary Duty to
Monitor an Index fund Through Relationship Investing, 20 J. CoRP. L. 413
(1995). In addition to a general duty of monitoring, CalPERS also cites U.S.
Department of Labor (DOL) directives under ERISA (the Employee retire-
ment Income and Security Act of 1974) concerning the exercise of proxy
voting rights by private pension trustees. See Statement of Investment Policy for
Global Proxy Voting, supra note 67. Although such DOL directives do not ap-
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this view of acting as a fiduciary on behalf of the owners of
corporations, it consistently refers to shareholders as "share-
owners."73

4. The "CalPEPS Effect:" Insistence on a Correlation Between
Corporate Governance and Firm Performance

Together with its emphasis on acting on behalf of share-
owners and fulfilling its duties to its beneficiaries, CalPERS has
consistently and loudly defended its corporate governance ac-
tivism by insisting that such activities enhance long-term port-
folio performance. 74 This is a controversial proposition that
can be subjected to attempts at empirical testing, and has
given rise to a cottage industry of researchers trying to deter-
mine if there truly is a "CalPERS effect" as claimed by CalPERS
and its pension consultant, Wilshire Associates.

The general view is that there is no correlation between
the number of independent directors (a typical good govern-
ance measure advocated by CalPERS) and increased firm per-
formance.75 Wilshire Associates' studies, which focus on a
small group of targeted companies, consistently find a positive
effect but tend to be discounted due both to an obvious con-
flict of interest and to difficult methodological issues.76 The
results may best be described as ambiguous, with perhaps a
short-term rise in stock price when CalPERS first announces it
is targeting a firm, but less evidence of long-term impact.77

ply directly to CalPERS since it is not a private pension fund, CalPERS cites
such directives as evidence of monitoring investments and proxy voting as
being part of the general fiduciary duties of pension trustees.

73. See Global Principles of Accountable Corporate Governance, supra note 66,
at 8.

74. See, e.g., Statement of Investment Policy for Global Proxy Voting, supra note
67 (stating that "The underlying tenet for the Global Principles is that fully
accountable governance structures produce, over the long-term, the best re-
turns to shareowners").

75. See, e.g., Sanjai Bhagat & Bernard S. Black, Non-Correlation Between
Board Independence and Long-Term Firm Peqfoenance, 27 J. CoRP. L. 231 (2002).

76. See Andrew Junkin & Thomas Toth, The "CaIPERS Effect" on Targeted
Company Price Shares (July 31, 2009), available at http://www.calpers-govern-
ance.org/docs-sof/focuslist/wilshire-rpt.pdf. For the latest study by Wilshire
Associates, see infra note 95.

77. For a non-CalPERS'-sponsored event study which found a positive
short-term effect from being added to CalPERS' focus list, see Brad Barber,
Monitoring the Monitor: Evaluating CalPERS' Activism, 16 J. INVESTING 66
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However, since CalPERS' main claim is that its corporate gov-
ernance activities result in a long-term gain in its portfolio per-
formance, perhaps the most accurate judgment at present
might be the Scottish criminal result of "not proven."

This ambiguous result on a critical issue is further compli-
cated by CalPERS' citing its success in relational investing78 as
"proving" the existence of a general positive relationship be-
tween good corporate governance and firm performance.79

Although relational investing might well fit within a typically
broad definition of "activism,"80 CalPERS' argument conflates
two essentially different strategies: (1) CalPERS' typical govern-
ance strategy of advocating that all portfolio companies gener-
ally adopt standard good corporate governance measures and
(2) the investment strategy of relational investment funds that
utilize highly concentrated portfolios to pressure individual
companies and their business strategies without regard to stan-

(2007). But see James N. Nelson, The 'Ca/PERS Effect' Revisited Again, 12 J.
CoRP. FIN. 187 (2006) (criticizing the methodology of the Wilshire Associ-
ates' studies and finding no shareholder wealth effect from CalPERS' activ-
ism). There is greater agreement that there is no demonstrated wealth effect
over the long term. See, e.g., Aaron Elstein, Pension funds Try to Play a Key Role
as Activists, WALL ST. J., Nov. 6, 2007 (quoting Stuart Gillan as summarizing
his research and the literature by stating "In general, the research shows no
wealth effect over the long term"). For a review of the literature on the
"CalPERS' effect," see Jacoby, supra note 12, at 247-48.

78. CalPERS' relational investments (formally its "Corporate Governance
Investment Program") now includes 19 external corporate governance funds
and co-investment parties with $5 billion in investments. See Facts at a Glance:
Corporate Governance, supra note 59. Up until last year the program's results
significantly outperformed its benchmark. However, last year this higher risk
segment of CalPERS' portfolio produced extremely poor returns. CalPERS'
program lost 24.69% compared to 14.63% for the benchmark. See Corporate
Governance Investment Program, http://www.calpers-governance.org/docs-sof/
investments/charts/performance.pdf. Longer-term returns are still
favorable, with performance of 500 basis points (55) above the benchmark.
See Facts at a Glance: Corporate Governance, supra note 59.

79. The author witnessed this directly at a conference held by CalPERS
and Sparx, its first relational investment partner in Japan, where both
CalPERS' Vice President of Corporate Governance and Sparx's Fund Man-
ager made that claim. For a written statement from CalPERS making that
claim, see, for example, Ca/PERS Corporate Governance Investment in Japan Re-
turns 61 Percent for First Year, Bus. WIE (Mar. 15, 2004), available at http://
www.businesswire.com/news/home/20040315006087/en/CalPERS-Corpo-
rate-Governance-Investment-Japan-Returns-61.

80. See Black supra, note 1.
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dard good corporate governance measures. It would there-
fore seem highly questionable to utilize a relational investment
strategy as evidence proving a broader correlation between
good corporate governance and firm performance simply be-
cause the relational investment funds are provided by
CalPERS.

B. Constituency Constraint

CalPERS' passive indexing investment strategy, which is
typical of public pension funds, may strongly encourage proxy
voting as the most realistic mechanism for pursuing share-
holder activism. However, we must look at CalPERS' constitu-
ency constraints to help explain the specifics and "style" of its
activist strategy.

CalPERS' members, who are state and local government
employees, consistently elect representatives to CalPERS'
board of administration who are sympathetic to labor issues.
Although their primary concern may be protecting their bene-
fits under CalPERS' defined benefit pension plan, they also
tend to support enthusiastically both corporate governance in-
itiatives and labor-related political and social issues.8' To the
extent that members believe in enhanced investment returns
due to a "CalPERS effect," they should also support corporate
governance initiatives for economic reasons (i.e., to increase
the resources available to pay member benefits) in addition to
any ideological reasons. 82

State public pension funds like CalPERS may generally be
in a favorable political position to pursue activist strategies, but
CalPERS is nevertheless regularly embroiled in state politics.
CalPERS' board of administration is composed of 13 individu-
als with staggered term: six elected by CalPERS' members,
three appointed by the governor and legislature, and four
state government officials who are statutorily designated board

81. For a flavor of the views of, and pressure from, members who are
sympathetic to labor interests see, for example PERSWATCH, http://per-
swatch.net/ (last visited Apr. 12, 2011), a website founded and moderated by
James McRitchie, a labor activist.

82. In fact, the PERSwatch website advocates less use of passive, index
investing for domestic equities and greater use of corporate governance tests
to create enhanced indexes and take full advantage of the greater returns
due to the "CalPERS' effect." See Issues, PERSWATCH.NET, http://www.per-
swatch.net/iss/iss.html (last visited Apr. 12, 2011).
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members, including the state's treasurer and controller.8 3

The seven appointed and statutorily designated board mem-
bers can potentially outnumber the six elected members, and
despite its reputation as a liberal, "blue" state, California has
experienced several changes of administration over the past
two decades. At the time of writing, California had a Republi-
can governor who wished to radically alter CalPERS' structure
and activities by converting it from a traditional defined bene-
fits plan to a 401k defined contribution plan. At other times
Democratic state officials have pressured CalPERS to aggres-
sively pursue labor-related issues.

These political considerations can be reflected in
CalPERS' internal structure and personnel. For example, it
may be more useful for a chief investment officer at a public
pension fund like CalPERS to have a political background
rather than an investment background.84 Although CalPERS
has been pushed and pulled to some degree by political
forces, its high profile and adversarial style of governance-ori-
ented activism has been reasonably consistent. Here again,
the touted "CalPERS effect" has played a role. One of the goals
of state government is to minimize employer contributions to
pension funds (and thereby keep taxes low and economic
growth and employment high), and corporate governance ac-
tivism is more politically acceptable and sustainable if it is
thought to contribute to this important economic goal.85

A relatively liberal political setting, and a media which
sells into that market, is an additional factor which provides
support for CalPERS' activist policies. Corporate scandals
such as Enron and WorldCom and the financial crisis of 2008,

83. For a summary of the board positions, see Facts at a Glance: General,
supra note 54. For information on current board members, see Board Mem-
bers, CALPERS http://www.calpers.ca.gov/indexjsp?bc=/about/organiza-
tion/board/members/home.xml (last visited Apr. 12, 2011).

84. This is true of the current chief investment officer, Joseph Dear. See,
e.g., Craig Karmin &Joann S. Lublin, Dear Wins job of CIO at CalPERS, WALL

ST. J.,Jan. 22, 2009, at C3 (referring to Mr. Dear as an "unusual choice' who
will use his "political skills" to protect CalPERS from the possibility of ad-
verse state legislation).

85. See Statement of Investment Policy for Global Proxy Voting, supra note 67
(including, within the section on CalPERS' fiduciary duties, a statement that
"The Board also has a duty to maximize the value of its investments, in order
to avoid the increases in state and local government taxes that might other-
wise be needed to pay the employer's share of costs.").
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which have occurred during down stock market cycles, have
helped to develop a positive image for CalPERS' corporate
governance activism. There appears to be some popular belief
in the "CalPERS' effect"8 6 despite continuing skepticism in the
Academy over both its validity and the effectiveness of pursu-
ing standard good corporate governance measures.

1. Proxy Voting and Shareholder Proposals

From the beginning of its activism, CalPERS has empha-
sized the importance, and obligation, of institutional share-
holders to exercise their voting rights in portfolio companies
through the proxy process.87 Beyond its general exercise of
proxy voting rights, CalPERS' reputation as a corporate gov-
ernance activist derives from its combination of strategies -
shareholder proposals, public 'jawboning," and informal com-
munications - utilized to implement CalPERS' principles and
policies on governance issues with respect to portfolio compa-
nies.

CalPERS' shareholder proposals have tended to focus on
a limited number of companies and on certain bread-and-but-
ter corporate governance issues, such as shareholder voting
rights (particularly removal of staggered boards, certain
poison pill defenses, and supermajority voting requirements)
and shareholder advisory votes on executive compensation. A
pattern has developed in which CalPERS first files proposals,
then negotiates with the target company, and then "settles" -
i.e., reaches agreement with the company on corporate gov-
ernance measures to be taken and subsequently withdraws its
shareholder proposal. CalPERS pursues proxy votes on its
shareholder proposals with recalcitrant companies that will
not settle, and generally wins a majority of shareholder votes
for such proposals.88 For example, in fiscal year 2007-2008
CalPERS voted 7,471 individual global proxies.89 It initiated
32 shareholder proposals, subsequently withdrew 25 of these

86. See, e.g., Black, supra note 1.
87. See Statement of Investment Policy for Global Proxy Voting, supra note 67.
88. Examples of companies with each of these outcomes are publicly

available for companies on CalPERS' focus list. See, for example, CaIPERS,
Reform Focus List Companies, infra note 92.

89. CalPERS Comprehensive Annual Financial Report, supra note 57, at 84.
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proposals, voted on seven, and received a majority shareholder
vote on five of the seven proposals.90

2. Focus List

Perhaps CalPERS' most high profile strategy over the
years has been to compile a relatively small focus list of
targeted companies. It is a comparison of companies on the
focus list with broader market indices which forms the basis of
the claimed "CalPERS' effect" of excess returns. The focus list
methodology has changed over time, beginning with com-
pany-specific anti-takeover measures in the late 1980s and
gradually evolving into a combination of poor market per-
formance (underperforming both a broad index, such as the
Russell 1000, and an industry peer index) and poor corporate
governance practices involving shareholder voting rights.9'
Focus list companies include both those companies that have
settled with CalPERS on corporate governance measures and
those which have not.92

In November 2010 CalPERS eliminated its well-known fo-
cus list in favor of a new "Shareowner/Corporate Engagement
Program" that relies on a combination of existing strategies of

90. See Press Release, CalPERS Corporate Governance builds on Success-
ful 2007-08 Fiscal, Report Shows (Mar. 17, 2009), available at http://
www.calpers.ca.gov/index.jsp?bc=/about/press/pr-archive/pr-2009/mar/
corporate-govemance-builds.xml. During the 2006-07 fiscal year CalPERS
filed 33 shareholder proposals and six were voted on during the first half of
2007. All six received over 60% of shareholder votes. See Neil Stewart,
CalPERS Doubles Activist Efforts, INv. REL. MAG., Aug. 17, 2007, available at
http://www.thecrossbordergroup.com/pages/1506/
June+2007.stm?article-id=1 1973.

91. For the most recent exampleof CalPERS' focus list methodology, see
Press Release, CalPERS Focus List Targets Four Companies for Poor Eco-
nomic, Governance Practices (March 19, 2009), available at http://
www.calpers.ca.gov/indexjsp?bc=/about/press/pr-archive/pr-2009/mar/
2009-focus-list.xml.

92. For the four companies on the latest focus list (2009), two companies
agreed to corporate governance reforms which were acceptable to CalPERS
(and, accordingly, there is no pending CalPERS' shareholder proposal), one
company reached a partial settlement (and CalPERS has a pending share-
holder proposal on an unsettled issue), and one did not reach any agree-
ment (a CalPERS' shareholder proposal is pending). See CalPERS, Reform
Focus List Companies, CALPERS, http://www.calpers-governance.org/focus-
list/reform-companies. This mixed bag of results is also applicable to the five
companies on the list for 2008 and the 11 companies on the list for 2007. Id.
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private engagement and shareholder resolutions for dealing
with underperforming portfolio companies.93 CalPERS' expla-
nation for its radical rethinking of its focus list strategy begun
in 1987 cites its recent success in private engagement with
companies to reform corporate governance practices94 and a
recent study by its advisor, Wilshire Associates, finding that pri-
vately contacted companies have outperformed focus list com-
panies over the last two decades.9 5

The actual changes and broader impact resulting from
CalPERS' new policy remains to be seen. At a minimum, the
new methodology focuses less on standard "good" corporate
governance practices and more on economic un-
derperformance by companies in which CalPERS has a sub-
stantial investment.96 The more interesting question is the im-
plication for CalPERS' model of shareholder activism. Do we
accept CalPERS' explanation for this policy change or do we
attribute it, at least in part, to adverse publicity concerning
both the cost of pension benefits for state employees at a time
of large state budget deficits and CalPERS' own scandals?97 If
the latter, could this mark the beginning of a retreat from
CalPERS' brand of adversarial activism?

93. See Press Release, CalPERS Adopts New Plan for Engaging Un-
derperforming Portfolio Companies (Nov. 16, 2010), available at http://
www.calpers-governance.org/focuslist/press-releases/underperforming-
portfolio.

94. CalPERS did not publish a focus list in 2010, for the first time since
1988, because each of the 14 companies being considered for the list re-
sponded to private engagement with corporate governance improvements
and had a positive stock market performance for the year (a 15th company
was the subject of a pending acquisition). See Barry B. Burr, Ca/PERS Drops
Company Focus List for 2010, PENSIONS & INv., May 10, 2010, http://
www.pionline.com/article/20100510/DAILYREG/100519984.

95. Letter from AndrewJunkin, Managing Director and Principal of Wil-
shire Consulting to Anne Simpson, Senior Portfolio Manager-Corporate
Governance of CalPERS (Oct. 15, 2010), available at http://www.calpers-gov-
ernance.org/docs-sof/focuslist/item04-0l.pdf.

96. Under the prior focus list methodology corporate governance was
one of three initial screening components, while under the new methodol-
ogy total stock return is the sole initial screening component. See Press Re-
lease, supra note 93.

97. For questions concerning CalPERS' own internal corporate govern-
ance, see, for example, Opinion, Governance Matters, PENSIONS & INV., May
17, 2010 http://www.pionline.com/apps/pbcs.dll/article?AID=/20100517/
PRINTSUB/100519895&crit=Governance%20Matters.
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3. Lack of Coordination

Although CalPERS' board members were instrumental in
founding the Council of Institutional Investors ("CII"), and
CalPERS' chief investment officer is the current chair of CII,
CalPERS has generally pursued its individual corporate gov-
ernance policies and actions with a relatively low level of coor-
dination with other institutional investors. Pension funds' pas-
sive indexing investment strategies would suggest substantial
benefits to coordination among like-minded institutional in-
vestors, with the potential to have a significantly larger voice in
the affairs of portfolio companies than could be achieved sin-
gly. However, this has generally not happened, despite some
coordination on broad regulatory issues, such as the current
focus on financial system reform,98 and in specific proxy vot-
ing campaigns against certain corporations on particular is-
sues.

Several factors may contribute to this result. The aca-
demic literature often cites the costs of coordination as
weighed against the benefits99 and legal barriers to coordina-
tion.100 An even larger issue may result from CalPERS' constit-
uency constraint - CII is a broad-based organization and most
of its members are unwilling to "go public" with complaints
against specific corporations. Although CII compiles its own
focus list, based on criteria similar to CalPERS' list, it does not
publicly disclose the corporations it has targeted. 01 To the
extent that CalPERS' constituencies expect or reward it for be-
ing at least somewhat high-profile and adversarial, as best ex-
emplified historically by its focus list, any subordination of
CalPERS' activities to the broader constituency and milder
methods of CII might have negative implications for CalPERS.

98. See, e.g., Letter from Justin Levis, Senior Research Associate, Council
of Institutional Investors to Timothy Geithner, Secretary, U.S. Dep't of the
Treasury (Aug. 14 2009), available at http://www.cii.org/UserFiles/file/re-
source%20center/correspondence/2009/CII%2Comment%20to%2OTrea-
sury%20on%20Interim%20Final%20TARP%2Rule%208-14-09.pdf.

99. See, e.g., Camara, supra note 39.
100. See, e.g., Black & Coffee, supra note 5, at 2064-66.
101. The stated purpose of this secrecy was to make it easier for focus list

companies to discuss problematic governance issues with CII members, how-
ever all discussion of the focus list has been removed from the public por-
tion of the CII website.
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4. Social Issues

Perhaps the most vocal criticism of CalPERS' activism is its
foray into social and political issues which are dear to labor
activists but which may be unrelated to CalPERS' portfolio per-
formance and its core mission of providing retirement benefits
to members. CalPERS has been somewhat inconsistent on this
point. In the 1990s the leaders of CalPERS specifically dis-
avowed the legitimacy of its becoming involved in social is-
sues. 102 However, by 2002 the CalPERS' Board of Administra-
tion was composed entirely of labor representatives and Demo-
crats, and there were allegations that CalPERS would alter its
investment standards to favor social change and political cor-
rectness, and use its proxy voting to support labor union activi-
ties. 03 With a change to a Republican administration,
CalPERS' labor activist president (and board member) Sean
Harrigan failed to win reappointment from the State Person-
nel Board in 2004. This "firing" stoked its own controversy, 10 4

102. See Why Corporate Governance Today?, supra note 37 (stating that "By
longstanding policy, CalPERS does not incorporate this issue [shareholder
activism for rights to sponsor social causes and human rights] into its corpo-
rate governance program. CalPERS believes its policy is necessary to avoid an
inherent conflict both for its own fiduciaries, and those on a corporate
board, that would arise if trust funds were invested imprudently or corporate
policies were diverted into non-shareholder purposes.") (emphasis in origi-
nal). See Robert F. Carlson, Senior Board Member, CalPERS, CalPERS: A
Missionary For Good Corporate Governance: Corporate Governance in a Global Econ-
omy (Oct. 2, 1998, Como, It.) ("The duty of loyalty is the "sole purpose"
doctrine. This means that the board and other CalPERS fiduciaries must act
solely in the interest of members and beneficiaries. For this reason, CalPERS
cannot base its corporate governance activities on social or political causes.
Instead, we must focus on the "bottom line" of enhanced shareowner re-
turns.").

103. See Mary Williams Walsh, CalPERS Wears a Party, or Union, Label, N.Y.
TIMEs, Oct. 13, 2002, at B1.

104. See, e.g., CalPERS: An Activist Ousted, EcoNOMisT, Dec. 4, 2004, at 77.
Among Mr. Harrigan's better-known examples of alleged overreaching were
voting against the reappointment of Warren Buffett as an independent di-
rector of Coca-Cola based on Berkshire Hathaway's holdings of Coke stock
and strong opposition to management at Safeway following a contentious
strike by a union in which Mr. Harrigan had served in an executive capacity.
There were reported concerns that corporate governance activists were wor-
ried about such activities giving the entire activist movement a bad name.
See, e.g., Steven Brull, A Truly Civil Servant, INsriTuTiONAL INV.,June 15, 2005,
at 30 (quoting Robert Monks as stating "Because of Sean Harrigan the argu-
ment that shareholder activism is a labor union conspiracy is no longer irre-
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however at least some of the more aggressive labor-related pol-
icies implemented between 2002 and 2004 were modified.105

CalPERS continues, however, to advocate for corporate social
responsibility.1 0 6

IV.
THE PFA MODEL

A. Japan's Pension System and Role of the PFA

Japan's problems related to financing social security and
health care costs are comparatively worse than most developed
countries. Japan has the most rapidly aging population and
the longest life expectancy among OECD countries.107 As a
result, even though it devotes above-average financial re-
sources to public pensions, Japan has one of the lowest com-
pensation rates (pension levels compared to earnings when
working) within the OECD. 08 Due to its long economic mal-

sponsible. Harrigan has provided the atrocity story that is always going to be
available to people who want to undercut responsible corporate govern-
ance.").

105. One example is CalPERS' investment policy with respect to emerging
markets. In 2002 CalPERS, led by State Treasurer Phil Angeledes (a CalPERS
board member) had Wilshire Associates grade 27 emerging markets based
half on typical investment criteria and half on civil-governance categories,
including labor practices. The result was that 14 of these markets were put
off-limits. See Gary LaMoshi, CalPERS Plays with Investment Fire, ASIA TIMES

ONLINE, Mar. 5, 2003, available at http://www.atimes.com/atimes/
Global_Economy/ECO5DjOl.html. In 2007, CalPERS eased up on these in-
vestment criteria and adopted a more holistic approach, opening the way for
investment in China and Russia. See, e.g., Steve Brull, Emerging Targets:
CalPERS May Soon Drop the Rule That Kept it out of Many Developing Nations,
INSTITUTIONAL INV., July 13, 2007 http://www.institutionalinvestor.com/arti-
cle.aspx?articlelD=1394533.

106. See Global Principles of Accountable Corporate Governance, supra note 66,
at 17-18 (containing recommendations on eliminating human rights viola-
tions, environmental disclosure, sustainable corporate development, and
reincorporation).

107. Japan is the "oldest" country in the OECD, with 2.6 people of work-
ing age for each person over 65, compared to the OECD average of 4.0. See
ORGANIZATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT, PENSIONS AT

A GLANCE: RETIREMENT-INCOME SYSTEMS IN OECD COUNTRIES, excerpted

from Japan: Highlights from OECD Pensions at a Glance 2009 (2009), available at
http://www.oecd.org/document/49/0,3343,en_2649 34757_42992113 1
1_1_1,00.html.

108. Japan's public pension spending as a percentage of GDP is 8.7%,
compared to the OECD average of 7.2%. The percentage of income pro-
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aise beginning in the 1990s and various economic stimulus
packages, it has the highest gross national debt as a percentage
of GDP among OECD countries.109 Finally, special social fac-
tors in Japan which aided financial support and care of older
citizens - a relatively old retirement age plus a traditional fam-
ily structure in which the elderly often live with, and are sup-
ported by, adult children - are fading.110

In any system where public pensions are relatively low, in-
dividuals bear greater responsibility for providing for their re-
tirement income and private pensions assume great impor-
tance. Although, like the United States, there are no
mandatory private pensions in Japan, some 45% of the Japa-
nese workforce is covered by private pensions,' 1 chiefly those
sponsored by employers. 1 2 The PFA was established in 1967
and its present role encompasses two main purposes: (1) to act
as the umbrella organization for corporate pension funds in
Japan (its members), and (2) to manage retirement assets for
individuals (beneficiaries/participants) who have left corpo-

vided by public pensions (the "pension replacement rate") for an average
worker is 33.9%, compared to the OECD average of 59.0%. This places Ja-
pan second lowest (ahead of Germany) among all OECD countries. Id.

109. Japan's gross national debt was 170% of GDP in 2008, which was sec-
ond worst in the world after Zimbabwe. See U.S. C.I.A., Country Comparisons -
Public Debt, WORLD FACTBOOK (2008), available at https://www.cia.gov/li-
brary/publications/the-world-factbook/rankorder/2186rank.html. This fig-
ure does not, however, include public reserves set aside for future social wel-
fare payments, so the ranking of the net public debt of Japan would be
lower.

110. See generally Bernard H. Casey, Reforming the Japanese Retirement Income
System: A Special Case? (Ctr. for Ret. Research at Bos. Coll., Global Brief No.
4, Sept. 2004), available at http://crr.bc.edu/briefs/reforming-the-japa-
nese retirementincome-system-a special-case_5.html. For an examina-
tion of the various causes of the old retirement age, see John B. Williamson
& Masa Higo, Why Do Japanese Workers Remain in the Labor Force So Long? (Ctr.
for Ret. Research at Bos. Coll., Working Paper, May 2007), available at http:/
/crr.bc.edu/images/stories/WorkingPapers/wp_2007-11 .pdpphpMyAd-
min=43ac483c4de9t51d9eb41.

111. See Japan: Highlights from OECD Pensions at a Glance 2009, supra note
107.

112. For an overview and history of corporate pensions in Japan, see, for
example, David Rajnes, The Evolution ofJapanese Employer-Sponsored Retirement
Plans, 67 Soc. SEC. BULL. 89 (No. 3, 2007), available at http://ssrn.com/ab-
stract=1154007. Although a type of defined contribution plan was intro-
duced in 2001 as part of a series of reforms, most corporate pension plans
are defined benefit plans. Id.
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rate employment in mid-career or whose company pension
plans have dissolved.' 13 Its role has continued to gain in im-
portance, as labor has gradually become more mobile and as
corporations have felt the financial crunch of maintaining
pension plans. As a result, the PFA is now the 15th largest
pension fund in the world ($113 billion assets) and is roughly
five times larger than the largest Japanese corporate pension
fund (see Appendix 2).

B. Resource and Expertise Constraints

1. Diversification and Passive Investment

The PFA's portfolio strategy is not fundamentally differ-
ent from CalPERS' approach, and presumably for similar rea-
sons. Ever since major investment limitations on Japanese as-
set managers were lifted in 1996, the PFA has kept a relatively
steady asset allocation among four major classes of invest-
ments: domestic bonds, domestic stocks, foreign bonds, and
foreign stocks." 4 It formulates a Basic Plan for Pension Asset
Management every three years which includes a targeted asset
mix of these four classes of investment." 5 Its stated goal is to
set an appropriate risk level and maximize returns, utilizing
portfolio diversification as a means of limiting risk." 6

Overall, the PFA's portfolio is somewhat more conserva-
tive than CaIPERS' asset allocation, with the PFA allocating
45% of its target portfolio to domestic and international stocks
compared to well over 60% at CalPERS." 7 However, this dif-
ference is typical as between U.S. and Japanese asset manag-

113. See What is the Pension Fund Association?, PENSION FUND Ass'N, http://
www.pfa.or.jp/english/english0l.html.

114. Basic Approach to Pension Asset Management and Overview of Investment,
PENSION FUND Ass'N, http://www.pfa.or.jp/english/english05/05_01.html
(Data on the current target allocation, past target allocations and changes in
asset allocation over time). The target allocation and current allocation (in
parentheses) for each of the four major asset classes are as follows: domestic
bonds 35% (34.2%), domestic stocks 23% (23.2%), foreign bonds 20%
(19.0%), and foreign stocks 22% (20.9%). Id.

115. See Kigyo Nenkin Rengokai, Nenkin Shisan Unyo No Kihon Hoshin [Basic
Plan for Pension Asset Management], PENSION FUND Ass'N, http://www.pfa.or.
jp/jigyo/shisan/files/housin.pdf. (last revised April 2008)

116. See Overview and Approaches in Investment Management, PENSION FUND

Ass'N, available at http://www.pfa.orjp/english/english05/05_01.html.
117. Id.

Imaged with Permission of N.Y.U. Journal of Law & Business

6092011]



NYU JOURNAL OF LAW & BUSINESS

ers. 18 In addition, the PFA has been slower to adopt alterna-
tive investments, making very modest investments in private
equity and its first hedge fund investment in October 2007.119

Like CalPERS, the PFA relies on outside asset managers
for active fund management (and for all management of inter-
national stocks and bonds). The PFA began its own in-house
investing in April 2002 through passive indexing of domestic
stocks. The small PFA in-house investment staff does not en-
gage in active fund management, but administers the invest-
ment operations, including selection and monitoring of
outside money managers.120 The PFA is also under considera-
ble budgetary pressure, due to declining corporate pension
membership.'21

118. In fact, both CalPERS and the PFA hold a relatively high percentage
of stock compared to the averages for pension funds in their respective
countries (13.4% inJapan and 36.6% in the U.S.). See BANK OFJAPAN, FLOW
OF FUNDS (3RD QUARTER OF 2010) -JAPAN AND US OVERVIEW - (Chart 4 finan-

cial assets held by pension funds), available at http://www.boj.orjp/en/sta-
tistics/sj/sjhiq.pdf

119. See Kigyo Nenkin Rengkai, Nenkin Shisan UnyoJokyo [Condition ofPen-
sion Asset Management 2007], PENSION FUND Ass'N, Heisei 19 Nen (2007),
available at http://www.pfa.orjp/jigyo/shisan/files/pfaunyo200 7 .pdf. The
PFA currently has no real estate investments, and like many Japanese funds,
has a partial currency hedge on its international bond portfolio. Id. at 7.

120. The PFA has a very small staff with only six professionals in charge of
equity investing within its Pension Investment Department. In total, the PFA
entrusts 71.9% of its assets to outside managers and manages 28.1% in-
house. See id. at 8 (calculated from numbers appearing in Section 5, Sanko
Deeta [Reference Data], Table I Itaku Unyo - Jika Unyo (Inhaasu Unyo)
Zandaka no Suii [Change in Balances of Entrusted Management and Self-
Management (In-house Management)]. Unlike CalPERS, it now also en-
gages in "semi-active' (i.e., enhanced index investing) in-house management
for a portion of its domestic bond portfolio. Id.

121. See Pension Fund Association to Cut Jobs, NIKKEI WKL.Y. (JAPAN), Sept. 22,
2003 (noting a PFA staff reduction in response to ".. expected sharp reduc-
tion in [the PFA's] membership fee income as many employee pension
funds are being dissolved."). Traditional pension plans were required to be
PFA members, but new defined benefit plans, following reform in 2001, have
the option of joining the PFA. There has been a trend of traditional plans
either dissolving or converting to new defined benefit plans, which results in
a net loss of PFA membership.
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2. Standard Good Corporate Governance Measures and Their
Justification

Having embraced passive index investing for much of its
domestic stock portfolio, the PFA utilizes proxy voting based
on standard good governance measures. It also uses justifica-
tions for its activism which are broadly similar to those of
CalPERS. The PFA emphasizes its duty to act on behalf of its
beneficiaries and also sees proxy voting as part of a fiduciary
duty.122 It emphasizes the corporate purpose as the maximiza-
tion of shareholder value.' 23 In a stakeholder system like that
of Japan, it goes on to clearly state its view that there is no
conflict, at least in the long term, between the maximization of
shareholder value and stakeholder considerations. 124

The PFA has also consistently stated that it views improved
corporate governance as leading to enhanced portfolio re-
turns. However, the claim is less controversial partly because
there is no equivalent to Wilshire Associates producing contro-
versial empirical studies in support of that claim and partly be-
cause, as discussed infra, the PFA's proxy voting guidelines in-
corporate specific performance standards which are of greater
importance than the standard good corporate governance
measures related to areas such as board composition and
shareholder voting rights.

C. Constituency Constraint

The PFA emerged unexpectedly as an active voice for
shareholders in 2002. From around 1998 there was an in-
crease in general interest in corporate governance issues, in-
cluding various educational efforts, activities by foreign activist
investors such as CalPERS, and the formation of groups in Ja-
pan interested in corporate governance.125 However, there

122. See Pension Fund Association Principles of Corporate Governance 2, PENSION

FUND Ass'N, available at http://www.pfa.orjp/jigyo/shisan/gava-giket-
suken/files/gensoku-e.pdf (". . .the PFA is called upon to exercise share-
holder voting rights properly in order to fulfill the fiduciary responsibilities
it has been assigned.").

123. Id. ("The objective of a corporate entity is to seek to maximize share-
holder value on a long-term basis.").

124. Id. ("Maximization of shareholder value does not conflict with the
interests of stakeholders. . .but can be achieved through the establishment of
good cooperative relationships with such stakeholders.").

125. See generally Jacoby, supra note 12.
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were two immediate catalysts that caused the PFA to embrace
activism: the entry into the PFA of Tomomi Yano from the cen-
tral government's Ministry of Health and Welfare in 2001, and
three consecutive years of negative portfolio performance dur-
ing the crash of the technology bubble (2000-2002) which se-
verely strained pension assets and planning.

Although Mr. Yano, perhaps comparable with Robert
Monks in the United States due to his regulatory background,
has been called an unlikely activist,126 he seized the opportu-
nity to institute activist PFA policies which center on proxy vot-
ing and corporate governance guidelines.

The PFA's activism is surprising, in part, because its mem-
bership is composed of corporate pension plans. Although
the PFA provides information, technical support, and policy
advocacy on behalf of its members, and they have a shared
interest in the vitality of the corporate pension system, it is not
obvious that such shared interests would extend to corporate
governance activism.

The governance of the PFA is structured as follows: 12 7

member corporate pension plans elect 37 trustees to a Board
of Trustees (34 elected by region and three elected by type of
pension plan). Trustees select an 18-member board of direc-
tors, 14 of whom are part time and four of whom are full time
and act as executive officers (President, Executive Director,
Managing Director, and director). The part-time directors are
generally selected from among the trustees, but the full-time
directors/officers generally include a number of outsiders,
particularly government officials. 128

So why would the member corporate pension funds acqui-
esce to an activist strategy? There has been both public and
private criticism of the PFA's activism by corporate manag-
ers,129 although the separately incorporated corporate pen-

126. See Fackler, supra note 18.
127. For an organization chart and explanation, see We Support the Corpo-

rate Pension Plans, PENSION FUND Ass'N 7, available at http://www.pfa.or.jp/
gaiyo/kanyu/files/pamphet_2004_e.pdf.

128. Of the current full-time directors, two come from corporations and
two are ex-government officials (a fifth executive who is not a director also
comes from a corporate background. See Jokin Yakuin no Jokyo [Overview of
Full-time Directors], PENSION FUND Ass'N, available at http://www.pfa.orjp/
gaiyo/disclosure/disclosure02.html.

129. See Fackler, supra note 13.
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sion plans do not generally engage in public criticism. Both
corporations and their pension plans have been on the defen-
sive due to poor financial results, and, as discussed below, the
PFA's proxy voting focuses strongly on financial performance.
The PFA seems to enjoy substantial media and public support.
Another possible factor is that many corporate pension funds
also have former government officials from Japan's Ministry of
Health Labor and Welfare, where Mr. Yano was formerly in
charge of pensions, and so this bureaucratic old boys' network
may help to mute criticism or at least prevent it from becom-
ing public.130

There is no real PFA equivalent to the state politics which
affects CalPERS. In Japan, the world's largest pension fund
which invests public pension (social security) funds - the Gov-
ernment Pension Investment Fund ("GPIF") - is part of the
national government and is subjected to heavy political pres-
sure. However, the PFA was created and is regulated by the
Ministry of Health Labor and Welfare which, like the Depart-
ment of Labor and ERISA in the United States, is concerned
primarily with policy issues such as the appropriate standards
and regulation of pension funds. In the past there were strong
allegations of politically-motivated pork barrel investments by
the predecessor of the GPIF.13 1 There have also been periodic
newspaper reports that the government has pressured public
pension funds to purchase equity shares to support the stock
market in times of market volatility,' 32 however there is no evi-
dence that the PFA has engaged in such practice.

The media and public in Japan form an important, but
uncertain, constituency for the PFA. The pension crisis, poor
corporate performance, and a series of corporate scandals
form the background in which a champion on behalf of share-

130. Confidential Interview, Tokyo (July 2007).
131. In fact the GPIF was created as part of a pension reform enacted in

2001 primarily to change the investment of public pensions from a trust
fund associated with the Ministry of Finance to new, independent, profes-
sional management in the form of the GPIF.

132. The financial crisis of 2008 and continuing pressures on the stock
market have prompted government officials to speculate about the more
drastic step of having the government purchase stocks. See, e.g., Kenji Hall,
Japan's Government Considers Stock-Buying Plan, BUSINESSWEEK, Mar. 13, 2009,
available at http://www.businessweek.com/globalbiz/content/mar2009/
gb20090313166457.htm.
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holders might thrive. However, as noted in the Introduction,
there is no history of activism in Japan. In fact, shareholder
activism can have negative connotations as the group which
traditionally challenged authority at general shareholder
meetings were sokaiya racketeers.' 33 More recent domestic
shareholder "activists," such as the iconoclastic Takafumi
Horie of Livedoor,134 and Yoshiaki Murakami of M&A Con-
sulting 35 were both highly controversial and ultimately found
guilty of criminal securities law violations, while foreign activist
hedge funds, such as Steel Partners, have been seen as too self-
interested and aggressive by the Japanese media and public. 3 6

As a public pension fund, however, the PFA has been in a bet-

133. See West, supra note 13, at 771-72.
134. Livedoor, an internet service provider led by a brash young internet

entrepreneur, Takafumi Horie, acquired overnight 29.6% of Nippon Broad-
casting System, Inc., a radio broadcaster and corporate member of Japan's
largest media group. The main defensive measure was to issue warrants to
friendly shareholders, thus diluting Livedoor's holdings. This defensive tac-
tic was struck down in court, although the two sides ultimately settled amica-
bly. See generally Curtis J. Milhaupt, In the Shadow of Delaware? The Rise of Hos-
tile Takeovers in Japan, 105 COLUM L. REV. 2171, 2178-81 (2005). Mr. Horie,
although initially popular, was later brought to criminal trial on charges of
securities fraud for inflating Livedoor profits. See, e.g., Norimitsu Onishi,
Livedoor Tycoon Gets jail Term for Fraud, N.Y. TIMES, Mar. 16, 2007, at C2.

135. Yoshiaki Murakami, a former government official, became the most
controversial fund manager in Japan. His fund, MAC Asset Management,
targeted complacent companies and utilized aggressive tactics in an attempt
to raise dividends or otherwise create value for shareholders. Although he
was both admired and vilified as the symbol of a new, aggressive form of
activist investor, he ultimately was charged and convicted of a criminal viola-
tion of insider trading laws in connection with the Livedoor case. See, e.g.,
Murakami Gets Two Years in jail in Livedoor Scandal, N.Y. TIMES, July 19, 2007,
available at http://www.nytimes.com/2007/07/19/business/worldbusiness/
19iht-insider.1.6727969.html.

136. Hostile takeover attempts may even have a negative and perverse ef-
fect, as they may permit domestic management of a Japanese company to
appeal to nationalism and act against the financial interests of shareholders.
One example is the attempt in 2007 by an activist American hedge fund,
Steel Partners, to effect a hostile takeover of Bulldog Sauce Co., Ltd., a well-
known Japanese condiment maker. In that case the Tokyo high court la-
beled Steel Partners an "abusive acquirer." The Japanese Supreme Court ul-
timate validated Bulldog Sauce's shareholder rights plan. Its decision also
had important implications for the future, as it discussed factors, such as
shareholder approval, which would make such defenses reasonable. See, e.g.,
Kenichi Osugi, What Is Converging? Rules on Hostile Takeovers in Japan and the
Convergence Debate, 9 ASIAN-PAc. L. & Po'Y J. 143, 158-59 (2007).
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ter position to try to demonstrate that its actions are for the
"public interest" rather than for private gain.

Accordingly, the PFA has portrayed itself as a "reluctant
activist" that has been forced by poor corporate performance,
lax regulation,137 and its duty to its participants and benefi-
ciaries to play a more active role as a voice for shareholders. It
utilizes performance-linked objective standards for proxy vot-
ing, does not generally publicly 'jawbone" corporations, and,
in fact, typically emphasizes examples of good corporate gov-
ernance rather than criticizing companies for poor corporate
governance. It does not make shareholder proposals, gener-
ally does not support proposals by other (often foreign) share-
holders, and does not engage in litigation, but does look for
specific opportunities where it can safely utilize more aggres-
sive tactics.13 8

1. Objective Standards for Proxy Voting

One of the major differences with CalPERS is the PFA's
proxy voting guidelines. 39 The PFA, like CalPERS, includes
standard good governance measures in its proxy guidelines,
such as Japan's optional board committee system ("American-
style" governance introduced as an option in 2002),140 small

137. Mr. Yano has repeatedly criticized Japan's Financial Services Agency,
Tokyo Stock Exchange, and others for their lack of sufficiently strong regula-
tions requiring information disclosure and other corporate governance mea-
sures, thus "forcing" the PFA to assume an active role. Author's interview
with Tomomi Yano, Exec. Managing Dir., at Pension Fund Ass'n, Tokyo, Ja-
pan, July 21, 2005.

138. For a discussion of the PFA's only litigation to date, see infra notes
167-68 and accompanying text.

139. These guidelines were first formulated in 2003 in connection with
the PFA's initiating passive in-house investing. Prior to 2002 the PFA en-
trusted all of its investing to outside money managers. In 1999 it began to
require such mangers to exercise proxy voting rights and formulated a more
specific guideline in 2001. Although this Article focuses on the proxy voting
policies and results of PFA's own in-house investing, similar policies apply to
outside money managers.

140. Traditionally Japanese boards were very large and hierarchical. As
there was no separation of officers and directors, becoming a director was
merely another promotion for senior managers and directors generally re-
tained "line" responsibilities for a department or division of the corporation.
An overhaul of Japan's corporate law in 2002 provided for the optional
adoption of an "American-style" board committee system with audit, nomi-
nating, and compensation committees, and a system of executive officers.
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boards and independent directors. However, it votes against
company proposals for director re-nomination based largely
on objective, performance-related proxy voting standards.
The two original standards covered situations where a com-
pany incurred either three straight years of losses and no divi-
dend payout or five years of cumulative losses ("the 3/5 per-
formance rule"), or if during the directors' term there was a
violation of law or other matter of corruption which had a
large impact on the company ("scandal rule") (See Appendix
3).141

However, even this specific performance standard is not
applied mechanically. The PFA's proxy voting guidelines
merely state that it will support company proposals in violation
of the guidelines if there is a "convincing explanation" from
the company. 1 4 2 In its annual reports on the results of proxy
voting, the PFA has noted that in exercising its voting rights it
considers a company's economic performance and govern-
ance structure as factors in reaching an overall judgment
about management's efforts to achieve maximization of share-
holder value.143 In practice, this sometimes resulted in a
linkage between firm economic performance and governance
structure: a company with poor economic performance, for
example, might avoid PFA votes against its proposals if it in-

Under this optional board system the two key German-inspired features of
Japanese corporate governance are replaced by "American-style" institutions:
representative directors are replaced by executive officers with authority to
bind the corporation and internal auditors are replaced by the board's audit
committee. See generally Ronald J. Gilson & Curtis J. Milhaupt, Choice as Regu-
latory Reform: The Case ofJapanese Corporate Governance, 53 AM. J. COMP. L. 343,
348-53 (2005).

141. These standards for opposing the election of directors are also ap-
plied to other areas. For example, the PFA will generally vote for internal
corporate auditors unless the scandal rule applies, and will generally vote for
compensation plans and director bonuses unless the 3/5 performance rule
applies. See Principles of Corporate Governance, supra note 122, at 8-9. Other
performance-based standards were subsequently added. Id. at 9-10.

142. Id. at 5.
143. See, e.g., Kigyo Nenkin Kyokai, Gatsu Kabunushi Sokai Inhaus

Kabunushi Ketsugiken Koshi Kekka Ni Tsuite [Results of Exercise of In-House Share-
holder Voting Rights in June 2003], PENSION FUND Ass'N, available at http://
www.pfa.orjp/jigyo/shisan/gavagiketsuken/koshikekka/files/gov04l004.
pdf.
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creased its information disclosure or added to the number of
independent directors.14

Application of these proxy guidelines has resulted in the
PFA voting against the re-nomination of directors and other
company proposals at a significant number of portfolio com-
panies (see Appendix 4) throughout the period 2002-2009.
The PFA's proxy voting record has been affected by a number
of factors, including overall economic conditions which have
impacted firm performance, the emergence of new issues such
as poison pills, and changes in the PFA guidelines in response
to these factors.

During 2004-2005, hostile takeovers suddenly became a
big issue in Japan for the first time, following the Livedoor
case.14 5 Many companies rushed to put poison pills into place,
but initially it was not clear what form and procedures for de-
fensive measures would be upheld by courts. The PFA devel-
oped its own proxy voting guidelines for takeover defenses in
April 2005.146 It phrased the guideline in a positive form, stat-
ing that the PFA would vote in favor of rights' plans which met
its criteria. The criteria were as follows: (1) sufficient explana-
tion of long-term shareholder value, (2) shareholder approval,
(3) approval by independent directors or clear provisions
which prevent arbitrary decisions by management, and (4)
limited duration.147 This required greater judgment by the
PFA in a number of related areas. For example, a company
proposal to amend its articles of incorporation to increase the

144. No independent directors are required under the traditional system
of corporate governance utilized by most Japanese companies (which has
internal corporate auditors rather than independent directors) and many
Japanese companies have no outside directors. For a summary of the back-
ground and current debate in Japan concerning the role of independent
directors and board structure, see Bruce E. Aronson, Learning from Toyota's
Troubles: Board Oversight and the Debate on Board Structure and Director Indepen-
dence in Japan, 30. J. JAPANESE L. 67, 75-85 (2010).

145. See Onishi, supra note 134; Murakami Gets Two Years in jail in Livedoor
Scandal, supra note 135.

146. See Guidelines for the Exercise of Shareholder Voting Rights on Anti-Takeover
Measures, PENSION FuND Ass'N (rev. March 24, 2008). The guidelines were
subsequently abolished in November 2010. See http://www.pfa.orjp/en-
glish/english05/05_03.html, This was due to favorable changes in practices
involving shareholder rights' plans. See infra note 148 and accompanying
text.

147. Id.
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company's authorized shares might be opposed if it appeared
to be connected to a shareholders' rights plan which did not
meet the above criteria.

In the early stages, some companies did not present their
rights' plans for shareholder approval and so the PFA had no
opportunity to vote on such plans. A subsequent Japanese su-
preme court decision in the Bulldog Sauce case 14 8 included
shareholder approval as part of the reasonableness standard
for defensive measures, so that seeking shareholder approval
has now become standard practice for shareholder rights'
plans.

During 2003-2007 economic recovery began to lift both
corporate performance and pension funds' portfolio returns.
However, the PFA remained concerned that Japanese corpo-
rate management did not have sufficient incentive or focus on
improving long-term corporate performance. Return on eq-
uity in the United States and Europe was often at nearly twice
the level of Japanese companies.149 In 2008 it adopted a new
proxy voting guideline on return of equity which is perhaps its
most aggressive guideline and may, in retrospect, prove to be
the high-water mark of PFA activism. Under this guideline,
the PFA will vote against the election of directors at companies
where return on equity is less than 8% for three consecutive
years (the "ROE 8% rule") (see Appendix 3) .15o A substantial
number of PFA portfolio companies have failed to meet the
ROE guideline and, as a result, PFA votes against the election
of directors have remained relatively steady (see Appendix 4)
despite fewer companies failing under the original economic
performance standard, the 3/5 Loss Rule.1 5 1

148. See Osugi, supra note 136.
149. See, e.g., Shareholder Activism in Japan: In the Locust Position, ECONOMIST,

June 28, 2007, available at http://www.economist.com/node/9414552 (stat-
ing that the ROE ofJapanese companies is around 9%, while in America and
Europe it is in the range of 14%-17%).

150. See Principles of Corporate Governance, supra note 122, at 7.
151. In 2008, 288 out of a total of 819 portfolio companies failed to meet

the ROE guideline. See Results ofExercise of Voting Rights at General Shareholder
Meeting of PFA Portfolio Companies in June 2008, PENSION FUND Ass'N, at 2
[hereinafter Voting Results 2008], available at http://www.pfa.orjp/jigyo/
shisan/gava-giketsuken/koshikekka/files/gov-inhouse20_6-e.pdf. This
number increased to 354 out of 825 portfolio companies in 2009. See Results
of the Exercise of Shareholder Voting Rights at General Shareholders Meeting of PFA
Portfolio Companies in June 2009, PENSION FUND Ass'N, at 1-2 [hereinafter Vot-
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2. Informal Communications

An informal communication system between the PFA and
portfolio companies also developed in connection with the
PFA's proxy voting guidelines. Despite the objective nature of
much of the PFA's proxy guidelines, judgment was still re-
quired for certain categories and portfolio companies could
always try to supply "convincing explanations." As a result,
portfolio companies began to privately explain to the PFA the
background and reasoning behind company proposals. Over
time this practice came to include a substantial number of
portfolio companies during the proxy season run-up to gen-
eral shareholder meetings (e.g., 155 out of 819 portfolio com-
panies in 2008 and 128 out of 825 portfolio companies in
2009.) 152 Initially, this practice involved additional company
explanations of published proposals, but over time it gradually
shifted to earlier consultation and crafting of company propos-
als which complied with the PFA's proxy voting guidelines.
This was particularly true in the case of poison pills and other
defensive measures.

Mr. Yano has stated that this informal communication was
a result of initiatives by the portfolio companies and not by the
PFA, and, in addition, it would be preferable for the compa-
nies to provide public disclosure of the detailed reasons for
their actions and proposals rather than a private explanation
to the PFA.153 Nevertheless, this practice has served to en-
hance both the PFA's importance in proxy voting and greater
compliance with PFA proxy voting guidelines.

In addition to implementing its proxy voting guidelines,
the PFA also utilized this informal communication system to
push for portfolio companies to lessen legal barriers to the ex-
ercise of proxy voting. These concerns focused on inadequate
mandatory information disclosure, and also included a mini-
mum two-week notice period for delivery of proxy materials

ing Results 2009], available at http://www.pfa.orjp/english/english05/files/
govinhouse21_6-e.pdf. Although in the past voting results also included
discussion of the 3/5 rule, it is no longer mentioned. Id. This is presumably
because the economy improved after 2004 and in general companies no
longer found it difficult to fulfill the requirements of the 3/5 rule.

152. See Voting Results 2008, supra note 151, at 2; Voting Results 2009, supra
note 151, at 2.

153. Interview with Tomomi Yano, supra note 137.
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prior to a general shareholders' meeting and the concentra-
tion of general shareholder meeting dates at the end of
June.15 4 Although these issues remain as PFA concerns, over
time the PFA was able to persuade a substantial number of
portfolio companies to adopt practices in these areas which
went beyond the legally mandated minimal requirements,' 5 5

and there were also some broader legal reforms.15 6

3. Corporate Governance Fund

The PFA's positive emphasis on promoting good corpo-
rate governance rather than criticizing bad corporate govern-
ance is epitomized by its antithesis of CalPERS' focus list: its

154. As an example of the lack of information disclosure, Mr. Yano cited
the Japanese rule of only disclosing the total amount of compensation for
directors as a group with no information on individual compensation. Id.
The two-week notice period under Japanese law is, in fact, longer than the
minimum required under Delaware law in the United States. See DGCL
§ 222 (providing for a notice period of "not less than 10 nor more than 60
days"). However, American corporations have developed practices for dis-
tributing proxy voting materials to shareholders months in advance of the
meeting date. Japanese law requires a general shareholders meeting to be
held within 90 days of the end of the fiscal year (which for most companies is
March 31). As most companies wait until the last possible moment, this leads
to a high concentration of general shareholder meeting toward the end of
June, and particularly on the last Thursday of the month. In the past, this
was justified as a way to prevent sokaiya racketeers from attending many
meetings, but the practice continued even after the sokaiya ceased to be a
major issue. Of course, these legal barriers are even a greater hindrance to
foreign institutional investors. For a discussion of these concerns, see ASIAN

CORP. GOVERNANCE Ass'N, WHITE PAPER ON CORPORATE GOVERNANCE IN JA-
PAN, 32-33 (2008) [hereinafter WHITE PAPER], available at http://www.acga-
asia.org/public/files/Japan%20WP_%20May2008.pdf.

155. A majority of portfolio companies (467 or 57% in 2008 and 409 or
50% in 2009) sent proxy materials to shareholders more than 20 days in
advance of the shareholders' meeting and held their annual meetings on
days other than the highest concentration date (442 or 54% in 2008 and 446
or 54% in 2009). See Voting Results 2008, supra note 151, at 4, Voting Results
2009, supra note 151, at 5.

156. An overhaul of Japan's securities laws in 2005 focused on internal
controls and added a requirement of semi-annual financial statements (as
opposed to the prior rule requiring only annual financial statements). The
Tokyo Stock Exchange began to require annual corporate governance re-
ports by listed companies and also established a system for electronic proxy
voting (although only a limited number of issuers have joined the system).
Mr. Yano did not view these efforts as sufficient. Interview with Tomomi
Yano, supra note 137.
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corporate governance fund. Established in March 2004 and
managed by Nomura Asset Management, the purpose was to
create a portfolio of the approximately 50 companies with the
best corporate governance practices out of the more than
1,500 companies listed in the first section of the Tokyo Stock
Exchange in order to "send a message" to corporate managers
concerning the PFA's expectation as to what constituted "good
governance."' 57 The methodology utilized in company selec-
tion was for the PFA (and Nomura) to develop its own govern-
ance evaluation standard, distribute governance question-
naires to all first section companies, and engage in onsite visits
and interviews at each company for the final evaluation.158

However, the PFA closed the Corporate Governance Fund in
February 2009.159

In addition to the Corporate Governance Fund, the PFA
has also undertaken other activities to promote good corpo-
rate governance. For example, it has actively distributed an-
nual reports from a few portfolio companies that engage in
best corporate governance practices. It should also be noted
that the PFA is not the only organization that has found it ben-
eficial to emphasize the positive, rather than the negative in
corporate governance-related investing. Socially responsible
investment ("SRI") began in Japan in 1999, but has remained
a relatively small market, as it was initially led by retail investors
rather than large institutional investors as in the United States.
More importantly, SRI funds in Japan do not engage in nega-
tive social screening (i.e., eliminating companies engaged in
"anti-social" activities such as tobacco, gambling, and weap-
ons), but only in positive social screening to emphasize invest-
ment in "eco-friendly" companies.16 0

157. See generally "Kooperato Gabanansu Fando" Kara Mita Nihon Kigyo No
Kooperato Gabanansu No Genjo To Kadai [Current State and Issues of Corporate
Governance of Japanese Companies as Seen from the Corporate Governance Fund],
PENSION FUND Ass'N (2005); in English, see Pension Association Adopting Gov-
ernance Rating as Yardstick to Select Portfolio, NIKKEI WKLY., Mar. 22, 2004.

158. The initial results in 2004 were 1,546 questionnaires sent, 804 re-
sponses (which is only 52%, but 85% by market capitalization), and 43 com-
panies selected for the fund. Id.

159. No reason was stated for closing the fund.
160. See SocIAL INVESTMENT FORUM JAPAN, 2007 REVIEW OF SOcIALLY RE-

SPONSIBLE INVESTMENT IN JAPAN 8-10 (2007), available at http://www.sifjapan.
org/document/si2007_english.pdf. And no SRI funds in Japan engage in
shareholder activism. Id. at 28.
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4. No Social/Political Activism

The PFA disavows any social or political activism unre-
lated to its mission of enhancing portfolio returns on behalf of
its participants and beneficiaries. It does not make share-
holder proposals. With respect to shareholder proposals put
forth by other shareholders, its proxy voting guidelines state
that it will decide on a case-by-case basis.16' The guidelines
further state that the standard will be whether the proposal
"contributes to the maximization of shareholder value," and
goes on to specify that the PFA will oppose shareholder pro-
posals "solely being used to address specific social or political
issues."1 62 Its voting record was generally hostile with regard
to shareholder proposals, although that has changed over the
past two years as recent shareholder proposals have been
judged to meet its standard of enhancing shareholder value.
(see Appendix 4). The PFA makes only a general referral to
corporate social responsibility within its general governance
principles and makes no specific recommendations in that
area under its proxy voting guidelines.'63

5. Lack of Coordination

The PFA faces a relative dearth of potential domestic part-
ners for coordinating proxy votes and other governance mea-
sures. Foreign institutional investors have come to own a sub-
stantial share of the Japanese market and potentially could as-
sume a significant role. 16 4 Many foreign pension funds and

161. See Principles of Corporate Governance, supra note 122, at 13.
162. Id. Examples of shareholder proposals which the PFA favored would

include proposals on increasing corporate disclosure and proposals on
spreading out the dates of general shareholders' meetings. See, e.g., 2003
Nen6gatsu Kabunushi Sokai Inhausu Kabunushi Ketsugi Koshi Kekka Ni Tsuite
[Results of Exercise of Voting Rights at General Shareholders Meeting of PEA Portfolio
Companies in june 2003], PENSION FUND Ass'N (2003), available at http://www.
pfa.orjp/jigyo/shisan/gavagiketsuken/koshikekka/files/govlinhousel5
6.pdf.

163. Principles of Corporate Governance, supra note 122, at 5 ("Companies
should discharge their responsibilities as a good corporate citizen, comply-
ing with laws and ordinances and corporate ethics, forging cooperative rela-
tionships with stakeholders ... and taking initiatives to deal with global envi-
ronmental issues.").

164. For a discussion of the activities and impact of foreign institutional
investors in Japan, see Christina Ahmadjian, Foreign Investors and Corporate
Governance in Japan, in CoRPORATE GOVERNANCE IN JAPAN: INSTITUTIONAL
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other institutional investors share many of the PFA's concerns
and interests,165 and coordination between the PFA and for-
eign investors could create a greater influence on portfolio
companies.

Despite these potential gains, and the PFA's own history
with CalPERS, the PFA has generally shunned cooperation
with foreign institutional investors due to its constituency con-
straints. As noted earlier, the Japanese media tend to focus on
the most aggressive foreign (and domestic) investors, such as
hedge funds attempting hostile takeovers of Japanese compa-
nies, and to adopt a clearly negative tone.166 The PFA's gov-
ernance activities are already criticized in some quarters as be-
ing "anti-business" and it has no wish to depart from its role as
a "reluctant" and "responsible" activist and court additional
controversy by joining with aggressive foreigners.

6. Opportunities for New Activities and Future Policy

The PFA has also engaged in certain "unfriendly" activi-
ties when circumstances have permitted. The most notable
case was its sole litigation in 2005 against the Seibu Railway
Corporation and its individual family founder in connection
with a notorious corporate scandal.167 This was the first time
in Japan that an institutional investor filed a lawsuit against a
portfolio company.16 8

CHANGE AND ORGANIZATIONAL DIVERSITY 125 (Masahiko Aoki et al. eds.,
2007).

165. See WHITE PAPER, supra note 154.
166. See Onishi, supra note 134; Murakami Gets Two Years in Jail in Livedoor

Scanda4 supra note 135; Osugi, supra note 136; see also supra text accompany-
ing notes 134-6.

167. Yoshiaki Tsutsumi, a railway and resort tycoon who was listed by
Forbes magazine as the world's richest man from 1987-1990, pleaded guilty
to criminal charges of falsifying financial statements and insider trading, in-
cluding a falsified list of shareholders in an effort to conceal concentrated
ownership by a controlling group in violation of Tokyo stock exchange regu-
lations and avoid a delisting of the company. The PFA filed a suit for civil
damages resulting from the subsequent drop in stock price once the scandal
become public. See, e.g., Japanese Tycoon Is Convicted of Falsifying Company
Records, WALL ST. J. ASIA (H.K.), Oct. 28, 2005, at 4. The PFA's complaint in
the case is available (in Japanese) at http://www.pfa.or.jp/jigyo/shisan/
gava-.giketsuken/files/gov 20050719.pdf

168. See Pension Fund Sues Seibu Railway, NIKKEI WKLY., Apr. 4, 2005.
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Other than this example, the PFA's "reluctant activist"
strategy has been consistent, although there is evidence of oc-
casional disagreement between the outspoken Mr. Yano and
others within the PFA. The best example is the question of a
PFA focus list. Mr. Yano clearly advocated the creation of a
focus list which, like that of CalPERS, would directly criticize
and target companies with bad corporate governance.169 The
PFA never adopted such a strategy prior to Mr. Yano's retire-
ment from the PFA in the fall of 2008. It appears that some
within the PFA saw a dissonance between the PFA's pro-
claimed role as a "reluctant activist" that emphasized good cor-
porate governance and the adversarial style represented by
public criticism of specific companies in a focus list. 7 0

CalPERS-style adversarial activism could not be implemented.

There has also been speculation about whether the PFA's
activities will look any different in the "post-Yano" era, and
some observers claim to see a recent toning down of PFA activ-
ism.171 It is too early to judge such a claim. PFA personnel do
not seem to blame corporate managers for poor performance
during the 2008 economic and financial crisis (unlike the ear-
lier 2000-2002 downturn).172 However, both the "3/5 per-
formance rule" and the "ROE 8% rule" measure firm perform-
ance over a multi-year period. It remains to be seen whether
the PFA will retreat from its objective standards in the future if
poor corporate performance continues.

169. See Interview with Tomomi Yano, supra note 137.
170. Interview with Taku Yamamoto, Head of Equity Investing, Pension

Fund Ass'n, in Tokyo, Japan (July 12, 2007).
171. See, e.g., Voting Results 2009, supra note 151; infra Appendix 4 which

show that despite an increasing number of portfolio companies which fail
the ROE test negative votes by the PFA declined in 2009. The PFA's explana-
tion is that more portfolio companies provided additional information or
added independent directors. See Voting Results 2009, supra note 151, at 1.
But see Voting Results 2009, supra note 151 which indicate a decline in 2009 in
the number of portfolio companies that visit the PFA for informal communi-
cations or voluntarily go beyond legal requirements with respect to barriers
to proxy voting.

172. Telephone Interview with Taku Yamamoto, Head of Equity Investing,
Pension Fund Ass'n, (May 27, 2009. This partially reflects a general view of
the Japanese media and public that the 2008 economic crisis was "made in
America." The impact in Japan, as measured by fall in GDP, was substantially
worse than in the United States.
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V.
EVALUATION OF THE PFA's ACTIVIST STRATEGY AND

IMPLICATIONS FOR A GENERAL MODEL OF INSTITUTIONAL
INVESTOR ACTIVISM

A. Evaluation of the PFA's Activist Strategy

Although this Article does not attempt to utilize any quan-
titative or systematic measurement to compare the outcomes
or effectiveness of the activist strategies of CalPERS and the
PFA, a preliminary assessment of the PFA's "success" with its
activist strategy is appropriate. Viewing the PFA either as an
alternative model of activism for the "rest of the world" or as a
new, third data point in our theoretical understanding of the
role of activist institutional investors from a comparative cor-
porate governance perspective depends on the PFA having
achieved something worth considering - i.e., some level of
"success" - with its activist strategy.

The standard for measuring such "success" is problematic.
The typical activist strategy of a public pension fund like
CalPERS - passive index investing and proxy voting in favor of
standard good corporate governance measures - is often
judged to be ineffective in terms of acting as an external moni-
tor of management or achieving widespread change in corpo-
rate governance practices.173 As noted in Part II, much of the
dissatisfaction with the performance of activist institutional in-
vestors in the United States may stem partly from an exagger-
ated notion of the role which such activists can be expected to
play in our corporate governance system. In such case, what
would constitute an appropriate standard for measuring suc-
cess?

One approach would be to take an activist such as
CalPERS at its word with respect to its purpose for initially un-
dertaking corporate governance activism - to act as an educa-
tional force and catalyst for improving corporate governance.
This would presumably mean that, despite a passive portfolio
investment strategy and low utilization of resources on activism
which limit their impact, the efforts of activist institutional in-
vestors would have two effects: (1) activists exercise voice to
exert an impact on portfolio companies and improve corpo-
rate governance in these companies, and (2) activists have a

173. See, e.g., Black, supra note 1.
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broader impact in promoting good corporate governance
more generally through policy advocacy and encouraging
broader adoption of good corporate governance practices by
corporations.

Such an activist would not simply "follow the herd," but
would target selected companies and utilize them as examples
to "move the herd."174 The result would be that such activist
institutional investors function as one complementary compo-
nent of a web of forces which potentially can monitor manage-
ment and act as a partial constraint on management discre-
tion. Although even the results under this simple test are not
easily measured, CalPERS has arguably achieved its modest,
stated goal of being a catalyst for improving corporate govern-
ance. 175

How about the "success" of the PFA? The PFA has clearly
had an impact on its portfolio companies. Even without the
threat of shareholder proposals, the prospect of the PFA vot-
ing against company proposals has been sufficient to affect the
practices of portfolio companies. The PFA has gradually per-
suaded a majority of portfolio companies to reduce barriers to
the exercise of proxy voting - by staggering general share-
holder meeting dates, providing more than the legal mini-
mum of two weeks' notice prior to general shareholder meet-

174. CalPERS discusses its strategy in just these terms. It singles out criti-
cism by Coffee that the use of passive index investing might have a chilling
effect on other managers that discourages them from trying to beat the in-
dex through active trading, see Coffee, supra note 26, and responds that
utilizing selected companies as examples it can influence other portfolio
companies and corporations generally, and thus can "move the herd" "while
still retaining the risk-reward reliability of an indexed portfolio." See, Why
Corporate Governance Today?, supra note 37.

175. This result is the opposite of the typical assessment, see Black, supra
note 1, largely because of the significantly lower standard activist institu-
tional investors would be required to meet. As evidence of CalPERS impact
on portfolio companies, one can point to the willingness of portfolio compa-
nies to generally reach agreement on good corporate governance measures
rather than potentially be subject to a shareholder proposal. See, Comprehen-
sive Annual Financial Report, supra note 57, at 84; Press Release, supra note 90;
see also supra text accompanying notes 89-90. This group is limited, although
there is presumably some value in using these companies to make examples
for portfolio companies generally. CalPERS informal communications are
probably more important, but data on the number of companies involved
are less clear.
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ings, and providing greater information disclosure (although
often only informally) than legally required.176

The PFA and portfolio companies have gradually devel-
oped a system of informal communications under which ad-
vance consultations result in more company proposals which
comply with PFA proxy voting standards. The PFA has focused
attention both on firm performance and standard good gov-
ernance measures relating to governance structure. It has also
played a meaningful role both in opposing antitakeover mea-
sures which are unfriendly to shareholders and in encouraging
a more acceptable form of rights plans which includes share-
holder approval.

The wider impact of the PFA beyond its portfolio compa-
nies appears to be quite substantial, even if it is difficult to
measure. The PFA and Mr. Yano have certainly received ex-
tensive media attention, and the PFA is generally regarded as
the leading domestic institutional voice for good corporate
governance in Japan. One example of its impact is the promi-
nent mention it receives in Japan's popular "how to" manuals
for corporate managers on preparing for and conducting gen-
eral shareholder meetings.177 It should also be noted that the
PFA's prominence in Japan may also partially result from the
dearth of other activists and forces to monitor management;
this may limit the overall effectiveness of the monitoring of
management under Japan's corporate governance system.

B. Implications for a General Model of Institutional
Investor Activism

This Article's case study raises the broader question of
what factors are likely to have broad comparative applicability
in explaining the activist strategies of institutional investors in
different operating environments. The thesis of this Article is
that resource and expertise constraints account for the basic
similarities between the activist strategies of the PFA and

176. See Voting Results 2009, supra note 151.
177. See, e.g., KABUNUSHI SOKA SOTEI MONDUSHU HEISEI 21 NENPAN iCOL-

LECTION OF ANTICIPATED QUESTIONS FROM SHAREHOLDERS' MEETINGS AND

ANSWERs 2009 EDITION], 327 BESSATUS SHOJI Homu 22-23 (2009) (including
a special section on the PFA in its discussion of institutional investors, cau-
tioning that corporate managers must "pay attention to trends" at the PFA,
and summarizing the PFA proxy voting guidelines).
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CalPERS while constituency constraints explain their signifi-
cant differences, so the analysis will first focus on issues relat-
ing to these two sets of constraints and then briefly consider
other factors which have been utilized in comparative studies
to date on the United States and the United Kingdom.

1. Resource and Expertise Constraints: Is There an Alternative to
a Diversified, Passive Portfolio Investment Strategy?

Both the PFA and CalPERS pursue a basically similar di-
versified, passive, portfolio investment strategy. This raises a
question: if indexing makes it more difficult to influence port-
folio companies compared, for example, with a concentrated
portfolio, is there any real possibility that activist pension
funds elsewhere will pursue a different portfolio strategy that
would facilitate their exercise of voice with portfolio compa-
nies?

Given the expertise constraint, it is likely that pension
funds will not engage in active, in-house investment manage-
ment in any significant way, and that the Harvard University
investment office will remain as an exception which proves the
rule. The compensation and other issues related to in-house
active investing are too difficult, and the current practice of
broad diversification, with in-house indexing supplemented
with active investment management by outside money manag-
ers achieves the important goals of minimizing risk through
diversification and minimizing investment expenses.

Alternative private investments may theoretically provide
both further portfolio diversification into additional invest-
ment classes and the potential for higher returns. CalPERS'
relational investments and other alternative investments pro-
vide an example of how a public pension fund could partially
incorporate such an approach through the use of outside
managers to include some concentrated investments within a
broader portfolio. However, as dramatically demonstrated by
the 2008 financial crisis, alternative investments entail not only
higher investment risk but also a significant, but heretofore
unrecognized, liquidity risk. In addition, there may be caution
in expanding aggressively into alternative investments such as
commodities which may have benefitted from unusually
favorable market conditions earlier this decade. Accordingly,
resource and expertise constraints establish practical limits on

Imaged with Permission of N.Y.U. Journal of Law & Business

628 [Vol. 7:571



INSTITUTIONAL INVESTOR ACTIVISM

the extent of alternative investments and make it unlikely that
pension funds will fundamentally alter their basic portfolio
strategy in a manner which increases their potential to exer-
cise voice with portfolio companies.

Expertise and resource constraints are likely to be similar
in many countries, as pension funds focus on their primary
mission of providing retirement payments to beneficiaries, and
the result may well be similar diversified, passive portfolio in-
vestment strategies. Even in developing countries, we are be-
ginning to see an investment trend in which pressure to in-
crease portfolio returns moves pension fund portfolios away
from concentrating on low-risk bonds and toward diversifying
into stock and other investments. 78 However, due to similar
resource and expertise constraints it is difficult to imagine that
they will pursue a radically different portfolio investment strat-
egy than the widely diversified, largely passive strategy of the
PFA and CalPERS.

2. Constituency Constraint: Reconsidering the Claimed Correlation
Between Good Corporate Governance and Good Economic
Performance

CalPERS and the PFA pursue activist strategies with some
basic similarities (e.g., use of proxy voting to influence portfo-
lio companies), but also with quite significant differences - the
PFA does not engage in "adversarial" activism and eschews a
focus list of companies with "bad" corporate governance,
shareholder proposals and litigation in favor of an emphasis
on economic performance and publicizing examples of good
corporate governance. The differences can be accounted for
by corresponding differences in their respective constituency
constraints.

Despite the differences in both constituencies and activist
strategies, both CalPERS and the PFA rely heavily on the argu-
ment that their activism is justified, and even required, to en-
hance shareholder value and portfolio investment return, and
to fulfill their fundamental obligation to make payments to
their beneficiaries. CalPERS utilizes this argument to justify its
relatively more aggressive style which is encouraged, or at least
permitted, by its constituencies, while the PFA does the same

178. See generally THE TIME TO LFAD Is Now, supra note 4.
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in order to help convince its own members and the public of
the necessity and desirability of its own activism.

As noted above, due to the pension crisis in all developed
countries and the overriding concern over the ability of pen-
sion funds to make future payments to beneficiaries, constitu-
ency acceptance of a correlation between good corporate gov-
ernance and enhanced portfolio returns would provide the
most powerful argument in favor of institutional investor activ-
ism. Thus, while this claimed correlation is a popular subject
of academic analysis and debate, its real importance to activist
institutional investors is political - it helps persuade constitu-
encies to support activism.

This political aspect helps explain the phenomenon that
activist institutional investors, including both CalPERS and the
PFA, do not devote significant resources to their activism. De-
spite their claim that such activist activities enhance portfolio
returns, they generally make the rational decision that keeping
costs low is a surer method of enhancing portfolio returns.
The claimed correlation is more of a political argument tojus-
tify activism generally than an economic argument utilized to
allocate resources efficiently to enhance portfolio returns and,
ultimately, payments to beneficiaries.

Both CalPERS and the PFA are subject to the same criti-
cisms that activist institutional investors either do too much or
do too little. In the United States, the criticism that they do
too little may be more widespread due to the higher expecta-
tions concerning the corporate governance role of activist in-
stitutional investors and the discrepancy between their claim
of a correlation between good corporate governance and supe-
rior economic performance and their actual allocation of re-
sources for corporate governance activities. In Japan, the PFA
is probably more subject to the opposite criticism that it does
too much, although its activities generally receive favorable
support. This difference is also a reflection of the differing
attitude of their constituencies toward shareholder activism.

Both CalPERS and the PFA refute this accusation.
CalPERS often points to Wilshire Associates' studies on focus
list companies and also to its relational investing (which until
the financial crisis of 2008 had produced superior investment
returns for some time) as proof of the correlation between
good corporate governance and enhanced investment per-
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formance. However, the Wilshire studies remain controversial
and relational investing is quite different than CalPERS tradi-
tional investment strategy of passive indexing with advocacy of
standard good corporate governance measures that can be eas-
ily and widely applied to portfolio companies. CalPERS' at-
tempt to utilize relational investing to conflate two different
investment and governance strategies, and cite relational in-
vesting as "proof' of a correlation between good corporate
governance and improved economic performance, is evidence
of how the advocacy of such correlation is politically important
to CalPERS to justify its activism.

The PFA, while advocating the same correlation, does not
engage in relational investing. Instead it points to its proxy
voting guidelines which incorporate concrete economic per-
formance standards to back up its claim that its activism di-
rectly relates to enhancing portfolio performance. This is per-
haps a tighter argument which is dictated by its constituency
constraint, i.e., the necessary of obtaining support, or at least
limit any opposition, to its activism from members and of ap-
pealing to the public.

In sum, although perhaps not as loudly as CalPERS, the
PFA provides another example of an activist institutional inves-
tor which insists that its good governance activities enhance
shareholder results. As noted above, a significant part of this
claim may be political, i.e., it is the strongest and most widely
appealing justification for activism among all constituencies.
This may help explain why activist institutional investors' argu-
ments about the positive economic impact of governance-re-
lated activism have overshadowed other arguments about the
non-economic benefits of good corporate governance, such as
better decision-making processes, risk management, and bal-
ancing of interests.

As a result, we may find that would-be activists in other
countries will also be attracted to the claim of a correlation
between good corporate governance and superior economic
performance despite the ongoing academic controversy over
the validity of such correlation. However, in developing coun-
tries there also may be an additional powerful economic argu-
ment that good corporate governance is related to attracting
foreign investment capital.
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3. Other Factors

Factors which have loomed large in comparisons of ac-
tivist institutional investors to date, which often focus on the
United States and the United Kingdom, may not be as promi-
nent in a more general comparative framework. One example
is legal barriers to the exercise of proxy voting rights. Al-
though legal rules may raise transaction costs for activist insti-
tutional investors, the PFA's experience suggests that an ac-
tivist can reduce legal barriers by influencing portfolio compa-
nies to develop voting and information disclosure practices
which go beyond the legal minimum. And there is no evi-
dence that legal rules were important either in the PFA's deci-
sion to become an activist or in the overall activist strategy
which it pursued.

Similarly, ownership structure, together with legal rules
and costs, is relevant to the lack of coordination among activist
investors. Commentators regularly cite activists' failure to
overcome the collective action problem and increase their in-
fluence with portfolio companies as another important reason
why activism has not amounted to much.

Although coordination among activist institutional inves-
tors is often cited as a significant difference between activist
strategies in the United Kingdom and the United States, we
may be granting it greater emphasis than deserved. Since
most large institutional investors are situated in the United
States and the United Kingdom, the "rest of the world" is quite
likely to face a situation similar to the PFA in Japan - the only
real counterparts for coordination are foreign institutional in-
vestors who are viewed with suspicion by the national media.
Even if potential partners are available, this Article suggests
that constituency constraints are likely to limit coordination
generally. In this respect, the United Kingdom may turn out
to be an exception rather than a realistic model.

Portfolio companies sufficiently fear and dislike votes cast
against their proposals by well-known institutional investors
(even when the percentage of such negative votes is small com-
pared to the total vote) that they are willing to take substantial
measures to avoid such negative vote. Although Japan may
have an operating environment which is less supportive of an
adversarial brand of activism, the fact that other activist strate-
gies are possible has significant implications for our under-
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standing of the role of activist institutional investors in a com-
parative context.

VI.
CONCLUSION

The PFA's activist strategy provides a practical model for
the "rest of the world" by demonstrating how an activist strat-
egy can work within corporate governance systems quite differ-
ent from the United States and the United Kingdom. Japan is
likely more representative of the operating environment fac-
ing would-be activist institutional investors in most developed
and developing countries. This relatively unsupportive operat-
ing environment includes a stock ownership and political sys-
tem which greatly limits both the potential number of domes-
tic activists and the ability to coordinate activities among activ-
ists, a lack of any tradition of activism or independent
directors, pension fund members who are generally less ac-
tivist than CalPERS members, a media and public which may
frown upon aggressive activism and be leery of foreign activist
investors, insufficient information disclosure, and rules which
raise the costs of exercising proxy voting rights.

The PFA's approach, as compared to that of CalPERS,
also provides a useful new data point for our theoretical un-
derstanding of the relationship between activist strategies and
operating environments. Similar expertise and resource con-
straints result in basically comparable portfolio investment
strategies and a reliance on proxy voting to promote standard
good governance measures with a broad range of companies.
Differences in constituency constraints produce differences in
particular issues and in activist "style."

It is likely that this pattern will be repeated elsewhere,
with public pension fund activists pursuing a portfolio invest-
ment strategy that is basically similar to that of CalPERS and
the PFA, but encountering relatively restrictive constituency
constraints that will favor the PFA's style of "reluctant" activism
over CalPERS' style of adversarial activism. The PFA's strategy
of emphasizing economic performance in its proxy voting
guidelines, emphasizing good corporate governance rather
than criticizing poor governance practices, and refraining
from aggressive tactics such as litigation and shareholder pro-
posals, suggests a path for activist institutional investors to
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achieve "success" in terms of exerting meaningful influence on
portfolio companies and public debate without alienating con-
stituencies.

Any spreading of this pattern of PFA-style activism will
serve to continue the debate over the role of activist institu-
tional investors. We may see activists in more countries pro-
claim their belief in a correlation between good corporate gov-
ernance and economic performance and strongly identify
themselves as acting in the public interest, but only undertake
limited activism. This "activism lite" will continue to feed both
sets of criticisms that activist institutional investors do too
much and do too little. Is it a clever means of achieving an
impact with limited resources and expertise and within politi-
cal constraints or is it a recipe for, as characterized by John
Coffee, being trapped in a no-man's land between exit and
voice?' 79

The conclusion, at least from the perspective of countries
seeking to improve their corporate governance systems, may
well be that activist institutional investors can fulfill a useful
role within corporate governance systems, even if not the ex-
pansive role of the external monitor of corporate management
assigned to them by commentators. Activists can assume a
more modest role of educator and catalyst on corporate gov-
ernance issues and act as a component in a corporate govern-
ance system which, in concert with other institutional and mar-
ket forces, acts as an external monitor of management and
partially constrains management discretion. Even if not a
cure-all, the emergence of such activist institutional investors
in the "rest of the world" may be a positive and significant step
in the development of corporate governance systems.

179. See Coffee, supra note 41, at 1985.
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APPENDIX 1

Pension Assets by Country (of 300 largest retirement funds)

Amount of Assets
Country Percentage of World Assets (Unit=U.S. $1 billion)

U.S. 35.8% 4,033

Japan 17.9% 2,023

Netherlands 6.3% 713

U.K 5.6% 626

Canada 5.0% 559

Norway 4.2% 476

Australia 2.6% 296

Denmark 2.3% 258

Germany 2.2% 249

Korea 2.1% 235

Sweden 2.0% 229

Other 14.0%

Source: PENSIONS & INv., Sept. 6, 2010, available at http://pionline.com/world300.
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APPENDIX 2

Largest Public and Private Pension Funds in Japan and the United States

Total Assets
World Rank Fund Name Country Public/ (Unit=U.S.

Private $1 billion)

1 Government Pension Investment Japan Public $1,315

5 Federal Retirement Thrift U.S. Public $234

6 California Public Employees U.S. Public $199

7 Local Government Officials Japan Public $165

8 California State Teachers U.S. Public $130

15 Pension Fund Association Japan Public $113

20 General Motors U.S. Private $99

29 IBM U.S. Private $77

125 Mitsubishi UFJ Financial Japan Private $23

132 Nippon Telegraph & Telephone Japan Private $22

Source: PENSIONS & INV., Sept. 6, 2010, available at http://pionline.com/world300.
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APPENDIX 3

PFA CORPORATE GOVERNANCE PRINCIPLES

(effective Feb. 28, 2007) (Partial Summary)
I. Basic Policy

II. Corporate Governance Principles
III. Shareholder Proxy Voting Guidelines

1. Proposals concerning Corporate Organization
* Support introduction of board committee system ("American-

style" governance)
Outside directors should be completely independent
Support introduction of executive officer system (separation of
officers and directors)
Board composition must be 20 or less directors

* Board must have at least one outside director
2. Proposals concerning Director Compensation

* Generally favor director compensation proposals, unless 3/5
Rule applies

* Generally favor proposals for revision of director compensation
unless it is large and there is no persuasive explanation

* Generally vote in favor of director retirement bonus unless 3/5
Rule or Scandal Rule applies

* Generally vote in favor of retirement bonus for corporate audi-
tor unless Scandal rule applies

* Oppose repricing of stock options' exercise price
3. Capital Policy

* Generally vote in favor of stock buybacks
* Generally vote in favor of profit distribution plan if it at least

achieves a balance between shareholders and other interests
such as future business plans, employees and director compen-
sation

* Oppose profit distribution plan at companies which have a
large capital cushion but continue to accumulate cash if there is
no persuasive explanation

4. Amendment of Articles of Incorporation
* Generally vote in favor of an increase in authorized shares, but

will oppose if there is no persuasive explanation concerning any
significant dilutive effect on existing shareholders or the neces-
sity for the increase

* Generally oppose abolishing shareholder approval of distribu-
tion of surpluses (if currently required)

* Oppose reduction in the minimum voting requirement for spe-
cial resolutions without a specific explanation

5. Election of Directors
* Oppose reelection of directors at companies with either three

straight years of losses and no dividend payout or five years of
cumulative losses ["3/5 Rule"]

* Oppose reelection of directors if during their term there was a
violation of law or other corruption matter which had a large
impact on the company ["Scandal Rule"]
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* Oppose reelection of directors at companies with three straight
years of return on equity (ROE) of less than 8% and no persua-
sive explanation concerning the cause and management's re-
sponse ["ROE Rule"]

* Oppose reelection of directors at companies which have
adopted anti-takeover defenses without shareholder approval
and with no persuasive explanation of long-term benefits to
shareholders ["Poison Pill Rule"]

* Oppose reelection of directors at companies where the board
of directors (without shareholder approval) has issued new
shares to a third party (third party allocation) which exceed
20% of issued shares ["Anti-dilution rule"]

* Generally vote for internal corporate auditors unless they also
serve as directors or Scandal Rule applies

6. Shareholder Proposals
"Shareholder proposals shall, in principle, be taken under advise-
ment individually, and the basic criterion shall be whether or not
the given proposal would contribute to increasing shareholder
value. A proposal cannot be judged favorably, however, in cases
where it is recognized that the proposal is being used primarily as a
means of resolving a specific social or political issue."

Source: PENSION FUND Ass'N, PRINCIPLES OF CORPORATE GOVERNANCE, available in
English at http://www.pfa.orjp/jigyo/shisan/gava.giketsuken/files/gensoku e.pdf.
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APPENDIX 4
Opposition to Company Proposals at General

Shareholders Meetings, 2003-2010.

TABLE 3

2003 2004 2005 2006

Proposal No. of Percentage No. of Percentage No. of Percentage No. of Percentage
Proposals Opposed Proposals Opposed Proposals Opposed Proposals Opposed

Appropriation of 1,264 36.9% 1,256 26.8% 1,809 20.1% 784 14.5%

surplus earnings

Amendment(s) to 1,261 77.3% 1,206 1.0% 788 29.8% 863 25.0%
articles of
Incorporation

Appointment of 1,101 57.7% 1,059 50.6% 1,203 43.1% 711 38.0%

director(s)

Appointment of 1,046 9.9% 1,010 10.6% 753 6.9% 395 6.6%

corporate
auditor(s)

Payment of 1,071 64.3% 1,056 58.2% 974 51.3% 473 53.5%

retirement
allowance(s)

Revision(s) to 87 0% 109 0% 161 0.0% 300 0.0%

executive
remuneration

Awarding of stock 220 2.3% 224 29.0% 245 30.2% 185 21.1%

options

Appointment of 34 0% 35 0% 28 3.6% 47 0.0%

independent
auditor(s)

Restructuring- 62 6.5% 51 0.0% 19 0.0%

related

Other company 951 12.4% 142 4.9% 202 5.4% 328 3.0%

proposals

Total 7,035 42.5% 6,233 28.0% 5,773 29.5% 4,105 22.6%

Shareholder 74 81.1% 59 83.1% 49 93.9%

proposals

Source: PENSION FUND Ass'N, REsULTS OF EXERCISE OF VO-HNG RIGHTS AT GcENRAL SHAREHOLDERS MEETINGs OF

PFA PoxRTFouo CoMpANIEs (annual reports from 2002-2010), available at http://www.pfa.orjp/jigyo/shisan/

gava.giketsuken/koshikekka/koshikekka0l.html (reports for 2007-2010 available in English).
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2007 2008 2009 2010

Proposal No. of Percentage No. of Percentage No. of Percentage No. of Percentage
Proposals Opposed Proposals Opposed Proposals Opposed Proposals of

Opposed

Appropriation of 616 0.2% 611 1.8% 587 4.4% 595 11.1%
surplus earnings

Amendment(s) to 344 3.5% 259 5.8% 828 1.0% 167 9.0%
articles of
incorporation

Appointment of 762 38.8% 726 38.8% 777 32.4% 734 33.0%
director(s)

Appointment of 622 4.5% 592 5.9% 470 11.7% 409 13.4%

corporate
auditor(s)

Payment of 419 50.4% 295 48.1% 223 22.0% 155 25.8%
retirement
allowance(s)

Revision(s) to 266 3.8% 139 5.8% 82 4.9% 89 11.2%
executive
remuneration

Awarding of stock 86 16.3% 75 8.0% 63 11.1% 64 14.1%

options

Appointment of 168 0.0% 20 0.0% 22 0.0% 8 0.0%
independent
auditor(s)

Takeover Defense 70 20.0% - -
Measures

Restructuring- 21 0.0% 17 0.0% 16 0.0% 14 0.0%
related

Other company 657 1.1% 533 7.9% 308 3.9% 450 11.1%
proposals

Total 3,961 14.6% 3,267 16.6% 3,446 12.4% 2,685 18.1%

Shareholder 66 87.9% 68 95.6% 60 3.3% 82 12.2%

proposals

Source: PENSION FUND Ass'N, RESULTS OF ExERCISE OF VOTING RIGHTS AT GC WVERAL SAEHOLDES MEETINGS OF

PFA PoirFouo CoMPsIas (annual reports from 2002-2010), evailabk at http://www.pfa.orjp/jigyo/shisan/

gavagiketsuken/koshikekka/koshikekka0l.htmI (reports for 2007-2010 available in English).
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