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Prudence Perverted: Politics, Perceptions, and Pressur es*

This country® Prudent Investor Rule has only recently comeinto reasonable harmony
with theteachings of Modern Portfolio Theory and sophisticated portfolio management prac-
tices. Thefirst section of this paper will briefly explore the history of the Rule. The next sec-

tions will discuss three instances of threats to the progress that has been made:

1. Politics: The Pennsylvania Attorney Generd @ intervention to block asae of the stock of
the Hershey Company hdd by the Hershey Foundation, and the ensuing amendment of
therelevant Pennsylvania statutes to ratify hisill-advised position,

2. Perceptions: Thehodility of someadumni andfaculty at Harvard University to thecom-
pensation pad to some staff of the Harvard Management Company (the 0(HMCQ), lead-
ing to theresignation of those staff, the departure of theamazingly effective past-Presi-
dent of HMC, and an overdl increase in the costs Harvard will pay for achieving effective

management of its more-than-$25billion portfolio, and

3. Pressures: The ongoing efforts of some banking ingitutions and Attorneys Gened to
modfy thecurrent draft of arevised Uniform Management of Institutiond Funds Act by
inserting mechanica-but-irrationd bright-line tests in lieu of wiser, if less Qorecise,Orules

of reason and good judgment.

History of the Prudent I nvestor Rule

Harvard College v. Amory. John McLean died in 1823leaving wha was then a substan-
tia estate of about $2280001 Among his hddingswere over $100000 of stock of manufac-
turing companies, $48000 of stock of insurance companies, and amog $25000 of stock of

* Copyright © 2006Harvey P. Dde. All rightsreserved. Theauthorisgrateful to Stacey
Delich-Gould for her excellent research assi stance.

1. That isequivdent to more than $3 million today.



banking companies. Heleft $50000in trust, theincome of which was for his wife during her life,
and theremainder of which (after her death) was to go equally to Harvard College and to the
Massachusetts General Hospital. He named Jonathan and Francis Amory as his executors and as
trustees of thetrust, andin his Will directed them:

Qo loan the same upon ample and sufficient security, or to invest the samein safe and

produdive stock, either in the public funds bank shares or other stock, according to thar
best judgment and discretion . . . .G

The Amories thus owed fiduciary duties both to John McLean@ wife, asincome beneficiary, and

to Harvard College and the Hospital, as remaindermen.

In early December of 1823,the executors wrote to the remaindermen suggesting that they
choo® acommittee to consult with the executors on investments. The College and the Hospital
rgjected that proposal, suggesting instead tha theentire $50000be turned over to them, and that
they would then pay the surviving spouse $3,000per year during her life (afixed 6% return). On
December 13, 1823, the executors wrote back, rgecting that proposal in turn, because (as they
viewed it) John McLean had enjoined them to invest the trust assets. Theexecutors proposed to
invest in stocks according to theratio of such hddingsin theestate (they comprised abouthdf of
the estate® assets), bieving that to bewhat John M cLean would have wished. In thedterna-
tive, theexecutors offered to trander the trust property to the Hospital and the Collegeif they
would pay Mrs. McLean thesum of (1) 6% interest on $25000 (representing hdf of thetrust
assets), and (2) an amourt equd to thedividendspaid from time to time on $25000 of stock of

two named manufacturing companies.

On December 20, 1823,the remaindermen wrote back, rgecting this counter-proposal,
and adding tha they had confidence that the executors Qwill, in conformity to the testator@ in-
junction, keep the capital entire,OandN further N Qhat in ther opinion, any investment of this

capital in trade or manufactories cannotbe considered by them as a safe and discreet investment.O

2. Harvard Collegev. Amory, 26 Mass. (9 Pick.) 446,447(1830) TheCourt later clarifies the
then meaning of Qpublic fundsOwhen it refers to Gstocks depending upon the promise of the
government, or, as they are caled, the public funds. . . .0 1d. at 460. The Amories were, respec-
tively, thebrother and thecousn of Mrs. McLean. Id. at 461.



Thebattle lines were drawn. The executors proceeded to invest the entire $50000fund
in common stock, of which 1/6th was bank stock, just unde 1/3rd was insurance company stock,

and theremainder (just over 1/2) was manufacturingcompany stock.

Theexecutors then filed ther accourting, and cited the College and Hospital to object to it
(asthelaw required). Although thereis no evidence tha Harvard College objected, the Massa-
chusetts Generd Hospital did. On February 9, 1824,after hearing dl olgections the probae
court approved the executorsCections and disallowed the Hospital @ objections No appea was
taken from this decree. Thefundwas turned over to thetrustees (who were, of course, the same

indviduds).

Four years later, in Octobea 1828 the surviving trustee, Francis Amory, presented his fi-
nd accourt astrustee. By tha time, the vaue of thestodks hdd by thetrust had declined from
$50000t0 $29450 (athough, in theinterim, fairly substantia dividendsN amouning to over
$20000N had been pad by thecorporations and turned over to Mrs. McLean). The College
and the Hospital objected to the settlement of Amory( accourts on variousgrounds The pro-
bate court neverthdess accepted it, on January 12, 1829,and Harvard College and the Hospital
appeded.

Theopinion of theappellate court, per Putnam, J., iswidely regarded as enlightened,
flexible, and well reasoned. In response to theargument that Qhe manufacturing and insurance

stocks are not safe, because the prindpd is at hazard, & the Court replied:

Ot will not do to reject those stocks as unsafe, which arein the management of directors,
whose wdll or ill directed measures may invave atotal loss. Do wha you will, the capi-
tal isat hazard. If the public fundsare resorted to, what becomes of the capital when the
credit of thegovernment shal be so much impared as it was at the close of thelast war?d

A few paragraphs later, after discussing therisks inhaent even in mortgeges and red es-
tate investments, the Court wrote these words, which are quite famous and are taken to bethe

genesis of what came to be called the GPrudent Man Rule®

3. Id. at 460.
4. |d. at 461.



QAll that can be required of atrustee to invest, is, tha heshdl conduct himsdf faithfully
and exercise asounddiscretion. Heis to observe how men of prudence, discretionandin-
telligence manage thar own affairs, not in regard to speculation, butin regard to the per-
manent disposition of thar funds consdering the probableincome, as well as the prob-
able safety of thecapital to beinvested. 3

Applying this standad, the Court hdd tha the Amories had theright to invest in the stocks they
purchased, Gand that they acted in the premises according to their best skill and discretion (3

Interestingly, the Court went on to discuss the earlier probae decree, of February 9,
1824,approving the accounts of the executors, fromwhich no apped was ever taken. It hdd that
the earlier decree was dispositive, and protected the trustees as successors to the executors.’
Thus, the Court affirmed the decree of the probae judge. Given itsreiance ontheearlier (1824)
probae decreg, its justifiably famousdiscussion of the Prudent Man Ruleis at best an dternative

hading and at worst mere dictum.

Ossification and illumination. Justice Putnan@ formulation of the Prudent Man Rule
invaved no classification of stocks (or any other form of investment) as per se imprudent,
adopting ingtead a flexible standad. Neverthdess, asthe Rulelater developed andaged N in
cases, through legidation, andin schdarly commentary N its arteries hardened. In 1869 for ex-
ample, theNew York Court of Appeals hdd that common stock investments were pe seimpru-
dent® Further, Qb]y 1900both themgjority of states and thegreat majority of trust funds were
subject to [Qegd listQ statutes.3 Thefirst RESTATEMENT OF TRUSTS (in 1935 and thefirst edi-
tion of SCOTT ON TRUSTS (in 1939 rephrased and elaborated on the Prudent Man Rule. Because
of theextraordinary influence of Professor Scott® scholarship N hewas the Reporter for the

Restatement as well as theauthor of the Treatise N his words and examples had aforce which is

5. 1hid.
6. Ibid.

7. 1d. at 46365,

8. Kingv. Tabot, 40N.Y. 76 (1869)

9. BEVISLONGSTRETH, MODERN INVESTMENT MANAGEMENT AND THE PRUDENT MAN RULE
12 (1986)[hereinafter LONGSTRETH].



difficult to exaggerate. These were carried forward without any significant change into the second
RESTATEMENT in 1959 and through two subsequent editionsof his Treatise (thelatter of which
isdated 1967) Most current commentators agreethat Scott@ formulation was much less flexible

than the original .1°

While thelegd rules continued to become more constrained, significant new insights were
beginning to emerge about how properly to andyze portfolio risk and maximize portfolio effi-
ciency. In 1952 Harry Markowitz published asemind paper on thetheory of portfolio anay-
ss!! schdarsin finance agree that it s generdly viewed as the origin of themodern portfolio
theory approach to investing.3* Among its most important insights was tha thetotal risk ina
portfolio is not the sum of or even theaverage of therisks of theindvidua securitieshdd. For
example, if security A hasarisk (or volatility) of 15.7 and security B hasarisk (or volatility) of
126, the portfolio risk from hdding both A and B is nathe the sum (28.3) nor theaverage
(14.15) of their separate risks.® Ingtead, the overdl portfolio@ risk depends on whether A and
B positively or negatively co-vary, and to what extent. If A and B co-vary negatively, the com-
bined portfolio risk would be less than therisk of either security taken adonre. It follows that, in
such asituation, addng security B (a higher-risk security) to the portfolio will reduce overall

portfolio risk.*

10. See eg., Jeffrey N. Gordon, The Puzzing Persistence of the Condrained Prudent Man
Rule, 62N.Y.U.L. Rev. 52(1987)

11. Harry M. Markowitz, Portfolio Sdlection, 7 J. FIN. 77 (1952) Seeaso HARRY M.
M ARKOWITZ, PORTFOLIO SELECTION: EFFICIENT DIVERSFICATION OF INVESTMENTS (1959)
Mr. Markowitz won the Nobd prize in econamicsin 1990for hiswork in this area

12. WILLIAM F. SHARPE, GORDON J. ALEXANDER & JEFFREY V. BAILEY, INVESTMENTS 167
(5" ed. 1995)

13. Risk, or volatility, isgenerally measured as the standad deviation of dispersion of returns
aroundthemean return. SeeEDwWIN J. ELTON & M ARTIN J. GRUBER, M ODERN PORTFOLI0O
THEORY AND INVESTMENT ANALYSIS 49-51 (5" ed. 1995)

14. Id. at 51-54. AsEltonand Grube put it, Qhe variance of acombination of two assets may
beless than the variance of either of the assets themsdves.O1d. at 51.



Fromthisingght, it becomes clear that oneof thegreatest constraining aspects (or, from
themodern perspective, sing) of thePrudent Man Rule, asit developed, was that it treated the
prudence of any investment in isolation, rather than as part of an overall portfolio. Thisfunda-
menta misunderstanding operated to restrict severely the development of sophisticated, efficient,

and prudent portfolio management.

It took decades for thelegd rules to catch up with the teachings of modern portfolio the-
ory. By 1969,17 years after the publication of Harry MarkowitzG paper, the enactment of o
49440f the Interna Revenue Code N imposing an excise tax on private founditions that invest
On such amanrer as to jeopardize thecarrying out of any of its exempt purposesd® N demon-
strated agrowing, albeit quite imperfect, awareness of proper portfolio management. Althowgh
the statute contained no definition of a Qeopardizing investment,Othe regulations adopted three
years later, provided one. Thegood newsistha theregulationsdemondrated at least some fa-
miliarity with portfolio theory, stating that Qt]he determination whether theinvestment of a par-
ticular amountjeopardizes the carrying out of the exempt purposes of afoundition shdl be made
onan investment by investment basis, in each case taking into accourt the foundition® portfolio
as awhole,3® and tha (Jn]o category of investments shdl be treated as a per se violation of sec-
tion 4944@3" Thebeginning and end of thefirst quated sentence and dl of the second quated
sentence are fine; themidde language in thefirst sentence N requiring scrutiny Gon an invest-
ment by investment basisON is anachroristic and mudde-headed. Theeven worse news s that
theregulationsgo on to cal for close scrutiny of Qit]rading in securities on margin, trading in
commodity futures, investments in working interests in oil and gas wells, the purchase of GutsO
and @alls®and Gtraddles,Cthe purchase of warrants, and salling short.3® This emphasis on cer-
tain types of investments, without regard to ther rolein theoveadl portfolio, is serioudy at odds

with modern portfolio theory.

15. I.R.C. ©49448)(1).

16. Treas. Reg. ©5349441(a)(2)(i).
17. 1bid. (emphasisin origind).

18. Ihid.



Theregulationslater adopted unde ERISA® are more sophisticated: they only cal for G
determination . . . tha the particular investment or investment course of actionis reasonaly de-
signed, aspart of the portfolio . . ., to further the purposes of the plan, taking into consderation
therisk of loss and the opportunity for gain (or othe return) assodated with theinvestment or

investment course of action. . . .3°

Despite these faint signsthat portfolio management ingghts were beginning to permeate
thelegd scene, progress did notredly begin to acceerate until themid-1980s I1n 1986 avery
thoughtful andinfluentia bookwas published documenting thegrowth of learning about prudent
portfolio management, pointing out the areas where thelegd rules had ossified and werein need
of modification, and recommending that appropriate changes be made.® In response, the Ameri-
can Law Inditute, after careful study, in 1992published an update to the old and sclerotic
RESTATEMENT OF TRusTSthat clearly and properly sets forth the teachings of modern portfolio
theory. It says that the prudent-investor standard Qs to beapplied to investments not in isola-
tion but in the context of thetrust portfolio and as part of an overadl investment strategy, which

should incorporate risk and return objectives reasonably suitable to the trust.G?

In thewake of the RESTATEMENT (THIRD), the Nationd Conference of Commissioners on
Uniform State Laws, in 1994,approved amodd Uniform Prudent Investor Act.? According to
the Commissiones, the new UPIA makes five fundamenta changesin theformer criteriafor pru-

dent investment:

19. ERISA ©404@(1)(B), 29 U.S.C. @ 1104a)(1).
20. 29C.F.R. ©2550404a-1(b)(2)(i) (emphasis added).
21. LONGSTRETH, supran. 9.

22. RESTATEMENT OF THE LAW (THIRD), TRUSTS (PRUDENT INVESTOR RULE) & 227(@) (1992
[hereinafter RESTATEMENT (THIRD)]. Note that not only has the rule been modernized but it has
become gender neutrd.

23. UNIFORM PRUDENT INVESTOR ACT (1994)[hereinafter UPIA].



¥ Thestandad of prudenceis applied to any investment as part of the total portfolio,
rather than to indvidua investments.®* In thetrust setting, the term QportfolioOembraces
dl the trust@ assets.

¥ Orhetradeoff in al investing between risk and return isidentified as thefiduciary® cen-

tral consderation

¥ All categoricd restrictions on types of investments have been abrogated. Thetrustee can
invest in anything that plays an appropriate role in achieving therisk/return objectives of
thetrust and that meets the other requirements of prudent investing.

¥ Thelong familiar requirement that fiduciaries diversify thar investments has been inte-

grated into the definition of prudent investment.

¥ QT]hemuch criticized former rule of trust law forbidding the trustee to deegate invest-
ment and management fundions has been reversed. Delegationis now permitted, subject
to safeguards &°

The UPIA has been quite successful, having been adopted in 43 jurisdictionsas of the date of this
27

paper.

Thus, by theend of the 20" Century N alittle more than four decades after Harry Mark-
owitz published his semina paper N thelegd rulesin the U.S. had largely caught up with the

lessons of modern portfolio theory and soundinvestment andysis.?® Largely does not mean

24. Oneleading commentator explained: Orhekey to this approach is process. Prudenceis to
befoundprincipally in the process by which investment strategies are developed, adopted, im-
plemented, and monitored in light of the purposes for which fundsare held, invested, and de-
ployed. Prudenceis demonstrated by the process through which risk is managed, rather than by
the definition of specific risks that are imprudent.O LONGSTRETH, supra note 9, at 591.

25. UPIA Prefatory Note at 1.
26. Prefatory Note, UPIA.

27. See Prefatory Note, UNIFORM PRUDENT MANAGEMENT OF INSTITUTIONAL FUNDS ACT
(draft of Feb. 8, 2006)[hereinafter UPMIFA].

28. An empiricd study of theimpact of UPIA condudes that its adoption significantly affected
the composition of the portfoliosof ingitutiond trust funds, increasing thar exposure to equities



completely, however: the portion of this paper devoted to the Hershey Foods saga, below, will
describe legidative back-diding on the Pennsylvania version of the Prudent Investor Rule, and the
portion devoted to Qpressures,Obelow, will discuss certain ongoing obgacles facing the effort to

modernize the 1972version of the UNIFORM M ANAGEMENT OF INSTITUTIONAL FUNDS AcCT.?®

Diversification. A brief discussion of diversificationis relevant here not only because of
itsimportance to modern portfolio theory andin the UPIA but becauseit is critical to an andysis
of theHershey Choalate story, to beconsdered below. Thecentra teachingsabou theimpor-
tance of diversification come not from thelaw but from the coreinsghts of modern portfolio the-
ory and agreat dedl of supporting empirica research*®> Onesuch insight is that return and risk
are corrdated, i.e, that low-risk assets are priced by themarket to produc lower returns than
higher-risk assets. Tha makes obviouscommon sense, because rationd investors would require
higher returns if they are to accept higher risk.®* A prudent investor will invest in higher-
volatility securitiesif he or she believes tha thetotal returns on those securities, over a suitable
time honzon, will appropriately exceed thetotal returns accruing to lower-volatility securities.

Vast amounts of empirica data support thisinsight.

by between 1.5 and 4.5 percentage points. Max M. Schanzenbach & Robert H. Sitkoff, Did Re-
form of Prudent Trust Investment Laws ChangeTrust Portfolio Allocation?, NYU LAw &
EcoNoMICSRESEARCH PAPER No. 05-30 (Dec. 5, 2005) available at
http://ssrn.com/abstract=868761.

29. Herenafter cited as QJMIFA.O

30. For agoodgenerd discussion of theimportance of portfolio diversification, see JohnH.
Langben, Mandaory Rulesin the Law of Trusts, 98 Nw. L. Rev. 1105 111314 (2004. Of
course, thelaw does mandate diversificationin most situations. See, e.g., RESTATEMENT (THIRD)
1 227([); UPIA ©3(1994) For adiscussion of thecasdaw ondiversificationin New Y ork State,
see Jonahan J. Rikoon,Dumont Reversed, TR. & EsT., Mar. 2006,at 56.

31. (Risk,Ofor these purposes, is smply volatility, i.e., thelikdihoodof price fluctuations.
This measure, while widdly accepted, is somewhat courterintuitive because the possibility of
increases in vaueis not perceived by most people as Qisk.O Although an argument can thus be
made for usng semi-variance, i.e., downsideonly variance, ingead, that is much more difficult to
implement mathematically, so virtudly al modesuse volatility as the measure of risk despite its
symmetry.



Themarket, however, only rewardswhat is sometimes caled systemic, rather than spe-
cific, risk. For example, equitiesin general are more volatile than fixed-income securities, and over
long time periodsholders of abasket of equities can expect, with a high degree of confidence, to
earn more than hdders of bonds. (Thisis sometimes referred to as the Gequity premium.Q
However, themarket does not generdly reward an investor who selects and hddsonly the stock
of, for example, the Ford Motor Company rather than adiversified portfolio of stocks. Empiri-
cd studies have shown that security-specific risk isnot compensated in themarket. A prudent
fiduciary would not expose a portfolio to risk without acommensurate expectation of reward.*
Thus, diversficationis crucid because it avoids security-specific (and thus uncompensated) risk
while maintaining (and permitting cdibration of) systemic (and thus compensated) risk. Diversi-
fication invaves holding securities that exhibit at least some degree of negative co-variance, i.e.,
whose market vaues are not likely to fluctuate the same amountin the same direction at the same

time.

32. Asthecomments to the UPIA expressit: QM odern portfolio theory dividesrisk into the
categories of @ompensatedOand @incompensated(risk. Therisk of owning sharesin amature and
well managed company in asettled indudry isless than therisk of owning sharesin a start-up
high-techndogy venture. Theinvestor requires a higher expected return to induce theinvestor to
bear thegreater risk of disappointment assodated with the start-up firm. Thisis compensated
risk N thefirm pays theinvestor for bearing therisk. By contrast, nobody pays theinvestor for
owning too few stocks. Theinvestor who owned only internaiond oilsin 1973was runnng a
risk that coud have been reduced by having configured the portfolio differently N to includein-
vestments in different indugries. Thisis unmmpensated risk N nobody pays theinvestor for
owning sharesin too few indugries and too few companies. Risk tha can be diminated by add-
ing different stodks (or bondg is uncompensated risk. Theolject of diversificationis to minimize
this uncompensated risk of having too few investments. @\s long as stock prices do not move
exactly together, therisk of adiversified portfolio will be less than theaverage risk of the sepa-
rate hadingsOR.A. Bredey, An Introdudion to Risk and Return from Common Stocks 103 (2d
ed. 1983.0 UPIA & 3, Comment. (Thisqudtation is subject to some criticism, however, because
therisk of owning shares either in a GOnature and well managed companyOor in Ga start-up high-
technology ventureOwould depend not only on the nature of the company but on the price being
paid for the shares.)

10



Politics. The Hershey Saga

Establishment of the Trust. MiltonS. Hershey was bom in Lancaster, Penngylvania, on
Sept. 13,1857 Heleft schod when hewas 12, and soon theresfter began working at anice
cream palorin town.* Althowh he failed in various ventures over many years, he never worked
in any field but confections. By hislate 305 however, he had become extremey successful run-
ning acaramd factory and later a chocolate factory. When he was 40, he married Catherine
Sweeney, then 25 yearsold, in aNew York City ceremony to which norédative from either fam-

ily came.®

Unable to have children of ther own,*® Hershey and his wife decided to establish ahome
and schod for orphaned boysin the township of Derry, Pennsylvania, where the Hershey
chocolate factory was located and where Milton Hershey had established a planned commu-
nity.®” On November 15, 1909 the Hersheys signed a Deed of Trust providing for the estab-
lishment and operation of theHershey Industrial Schod, since renamed the Milton Hershey
Schod.*® Thedeed provided tha the Schod belocated in Derry; preferences for admission were

given, in order of priority, to children bom in certain Pennsylvania courties, to children bomin

33. MiCHAEL DGANTONIO: MILTON S. HERSHEY & EXTRAORDINARY LIFE OF WEALTH,
EMPIRE, AND UTOPIAN DREAMS 12 (2006)[hereinafter DGANTONIO]. For additiond reading on
M.S. Hershey and his Gempire,Osee JAMES D. MCMAHON, BUILT ON CHOCOLATE: THE STORY
OF THE HERSHEY CHOCOLATE COMPANY (1998) JOEL GLENN BRENNER, THE EMPERORS OF
CHOCOLATE: INSIDE THE SECRET WORLD OF HERSHEY AND M ARS (2000)

34. DGANTONIO at 25.
35. D@\NTONIO at 80.

36. Catheine was sickly, probably as aresult of syphilis. Thereis somereasonto believe that
shecontracted the disease while working in Buffalo before meeting M.S. Hershey. DGANTONIO
at 93-94.

37. Theplanned community established by Milton Hershey isthetown of Hershey, whichis
located within the township of Derry, Pennsylvania Milton Hershey Schod, Second Restated
Deed of Trust (Nov. 15,1976)availabe at http://www.mhs
pa.org/docs/webdocs/Deed_of Trust.pdf (copy on file with author) [hereinafter Hershey Trust
Deed].

38. Id.

11



therest of the state of Pennsylvania, and to children bom dsewherein theU.S** To fundthe
Schod, thetrust was originally endowed with 486 acres of farmland.*°

Thedeath of Catherine Hershey in 1915prompted Milton Hershey to turn his attention
to the Schod, which he had dways credited as hiswife@idea* Subsquently, Milton Hershey
transferred the bulk of his wedth, congsting of $60 millionin Hershey Foods Corporation stock
and other assets, to thetrust.*? Thetrust isadministered by its trustee, the Hershey Trust
Company, and by Managers appointed by thetrustee. The Managers are dso members of the
Board of Directors of thetrust company.*® Thedeed grants the trustees and Managers thefol-

lowing discretion in making investment decisions

Thefunds of the principd of thetrust estate and the unexpended income of the property
hdd in trust, not immediately needed for the purposes of the Schod, shdl beinvested,
andthe Trustee at dl times by and with theauthority and approvd of the Managers shdl
have full power andauthority to invest dl or any part thereof in any securities which the
Trustee and the Managers may together consder safe, whether the said securities or any
of tham arelegd investments for trust funds or not, and neither the Trustee nor the Man-
agers shdl be held accountable for the exercise of its and thar discretion, exercised in good
fath, as to thecharacter of theinvestments which may be made by theauthority and ap-
provd of both.**

39. Hershey Trust Deed @ 14.

40. Thelandincluded the homestead on which Milton Hershey was bom. Id. Somewhat con-
fusngly, a 2005decision of the Commonwedlth Court of Pennsylvania states that (t]he
Hersheys originaly contributed 12,000acres of land to thecorpus of thetrust . . . .O Milton
Hershey Schod, 867A.2d 674,676 77 (Pa. Commw. 2005) No ready explanation could be
foundfor the discrepancy between 486 acres and 12,000 acres.

41. http://www.hersheys.com/discover/miltonfund schod_trust.asp (on file with author).

42. 1d. Thedorationwas made secretly on Nov. 13,1918 the public became aware of it only
years later when the New York Times, on Nov. 9, 1923, printed afront-page article discloang
thefacts. DGANTONIO at 169,1709.

43. Milton Hershey Schod, 867A.2d 674,677 (Pa. Commw. 2005.
44. Hershey Trust Deed 5.
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Thetrustees are d so authori zed, with theapprova of the Managers, to sell any securities the

trust may hold.*® Indeed, thetrust deed even explicitly authorizes the sale of dl or any part of
theland tha constituted theinception assets of the trust.*

Thereisnothing in theHershey Trust Deed indcating that the Hersheys had any inten-
tion to benefit any persons, community, or ingtitution except the Schod. In fact, the deed explic-
itly provides that al of theassets shdl be held only and exdusvely On trust for a permanent in-
stitution for the residence and accommodation of poor children . . . .8’ It goes onto provide tha
dn]o patt of thecorpus or principd of thetrust estate, or of theincome. . . or other accretions
thereto . . . shdl at any time be applied to any other purpose or purposes than those herein men-

tioned and appointed . . . .(®

For seven decades, the trustees managed the Schod.*® In addition, the trust owned a con-
trolling interest in Hershey Foods, and wasinvdved in severd other general philanthropic en-
deavors aroundthetown of Hershey.®® Thetrust® current assets total more than $6 billion to-

day andinclude an ownership of approximately 30% of Hershey Foods.>

45. Hershey Trust Deed & 5.
46. Hershey Trust Deed @ 6.
47. Hershey Trust Deed at 3.
48. Hershey Trust Deed & 8.

49. The same managers managed the Hershey Trust and the schod until the summer of 2002.
Mark Sidd, The Srugglefor Hershey: Community Accourtahility andthe Lawin Modern Ameri-
can Philanthropy, 65U. PITT. L. REV.1, 5n.7 (20).

50. Id. at 5.

51. http://www.hersheys.com/discover/miltonhershey ind_shoolasp (on file with author).
The Penngylvania Commonwedth Court used thefigure of $5.5 hillion for the value of the trust
assets, athouwgh acknowledging that the value might well exceed $6 billion. Milton Hershey
Schod, 867A.2d674,678and n.1 (Pa Commw. 2005). Asat Dec. 31,2004,thetrust owned
14112604 (7.63%) out of atotal of 184977,601shares of Class A Common Stock outstanding,
and60,612012(99.63%) outof atotal of 60,836826 shares of Class B Common Stock out-
standing. TheClass B shares are entitled to ten votes per share whereas the Class A shares are
entitled to onevote pea share. Thus, thetrust then held 78.18% of the total voting power. The
Class A shares, however, are entitled to cash dividends10% higher than those pad on the Class

13



Alumni stir the pot. Thehistory of thetrust has never been free of conflict, particularly
that initiated by the Milton Hershey Schod Alumni Assodation, an activist group of graduates.
For example, in thelate 1990s thetrust proposed devoting $75millionin surplus trust income to
the establishment of a teacher training ingtitute.®> Thecy pres petition to theloca court stimu-
lated raucousopposition from the Alumni Assodéation, which opposed any diversion of support
from theSchod.>® The Alumni Assodation enlisted the help of then Pennsylvania Attorney
Genera D. Michad Fisher, who opposed the plan in cout.> Eventudly, theloca court bared
thetrust® plans.®

The Alumni Assodation® concernsover the management and operation of the schod
continued to escalate. Asaresult, exhaugtive inquriesinitiated by both the schod and the At-
torney Generd @ office were condicted throughout 2000and 2001%° 1n 2002 thetrust, the
school, and the Attorney General reached a @eform agreementOwith respect to structural
changeq[[[ that were intended to improve administration of the Hershey Trust.>’

After thisreform agreement was executed, litigation arose over the proposed diversifica
tion of thetrust assets and the sale of the trust( controlling interest in Hershey Foods. Asare-

sult, theleadership of the Hershey trust company and management of the schod were reorgan-

B shares. Ignoring this differencein dividends thetrust hdd shares representing 30.40% of the
total equity in Hershey Foods; treating this difference in dividend rights as reflecting a higher
share of total equity in theClass A shares, the trust@ shares represented 28.64% of thetotal eg-
uity in Hershey Foods. TheClass B shares are convertibleinto Class A shares on a share-for-
share basis at any time. Hershey Foods Corp., Annud Report (Form 10-K), at 65-66 (Mar. 7,
2005)

52. Sidd, supra note 49, at 5.
53. 1d.

54. Catheine Gewertz, Alumi, Admnistrators Lock Horns at Hershey Schod, Ebuc. WK.,
Dec. 13,2000,at 12, 13.

55. Id.

56. Inre Milton Hershey Schod, 867A.2d 674,679 (Pa. Commw. 2005) Gewertz, supra note
54; Sdd, supranote 49, at 5.

57. 867A.2dat 679.
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ized>® Accordingly, thetrust, the school, and the Attorney General executed a new reform
agreement in 2003,and the Alumni Assodation brought suit seeking to chalenge this agreement.*
Overturning thelower court, the Commonwedth Court hdd that because the Alumni Assodation
had a Gpecid interestOin the prooceeding, it had standing in the case and should have been d-
lowed to challenge the modification of the origind 2002reform agreement.®® Thetrust, the
school, and the Attorney General have filed an appeal onthisissue®

58. Id. at 680.
59. Id. at 680-681.

60. 1d. at 690-91. Inits extendve andyss of charitable standing, id. at 68591, the Court relied
heavily on, and quoted extendvey from, Mary Grace Blasko, et d., Sandingto Stein the Chari-
table Sector, 28 U.S.F. L. Rev. 37 (1993, and explicitly adopted the multi-factor test suggested
in that article. Thearticle was written by New Y ork University Law Schod students unde the
supervision of professors at the Nationa Center on Philanthropy and theLaw. The Court dso
cited to Eveyn Brody, Whose Public? Parochialism and Paternalism in Sate Charity Law En-
forcement, 79IND. L. Rev. 937(2004) Id. at 686n.22.

61 Inre Milton Hershey Schod, 2005PA. LEXIS 2695.
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The attempt to diversify. Until 1999 when the State adopted the Prudent Investor Rule,®
charitable trusts in Pennsylvaniawere not legdly required to diversify thar portfolios As
adopted, the Prudent Investor Rule N including its diversification requirement N did not apply
to trusts in existence prior to its enactment; therefore, the Hershey Trust was exempted from its
diversification mandate.®® (Of course, this did not mean that prudent trustees should not diver-
sify thetrust@ portfolio; it only meant that they were not required to do so by the statute.)
Notwithstanding this lack of alegd mandate, thetrust began agradua process of diversification
in the 1980s bringing its holdingsin Hershey Foods down from approximately 80% of its assets
in theearly 19805 to 52% of its assets in mid-2002%

Most of this diversification camein theform of a stock repurchase program initiated by
Hershey Foods. However, seeking to redize the control premium availablein the market,® the
Hershey Trust Board in March of 2002&agreed to explore any and al options that would disen-
tangle the trust fromits investment in Hershey Foods, including the sale of the company.®® Al-
though the trust® chief executive officer promised, JB]efore we would accept any bids we
would have to be convinced that this community will be protected,Opublic outcry ensued and
intensified rapidly.®” Protests were launched, and newspapers printed numerousarticles voicing

their opposition and detailing the plight of other towns when they Qost the company.(5®

62. 20 PA. CONs. STAT. ANN. & 7207, officid cmt. (West 1999)(indcating that certain sections
of the UPIA were not adopted).

63. 20 PA. CONsS. STAT. ANN. © 7204
64. Sidd, supra note 49, at 6-7.

65. TheHershey Foods buy-backs were at themarket vaue for the publicly-traded Class A
shares and thus did not reflect any premium for the control held by the trust.

66. Sidd, supra note 49, at 10.

67. Bill Sulon,Hershey FoodsFuror; Trustees Pledge Goal of Protecting Community,
PATRIOT-NEWS (Harrisburg), July 26,2002,at A1

68. Brett Lieberman et d. OVhen Other Towns Have Lost (The Commpany,@PATRIOT-NEWS
(Harrisburg), July 28, 2002,at A20.
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Initialy, state regulators supported the trust® plans to diversify; on severa occasions
the Attorney Generd® office had expressed concern over the trust® need to do s0.*° However,
in themidg of the panic over the proposed sde, Attorney Genera Fisher saw an opportunity.
Fisher, who at the time was the Republican candidate for governor of Pennsylvania, petitioned
theloca courtsin his capecity as Attorney Generd to require the Hershey Trust to show cause
why thesde of its controlling interest should notrequire court approvd, and to enjoin the trust
from sdling its Hershey Foods shares until a hearing coud be held on the matter.”® There-
quested injunction was granted by the Dauphin Courty OrphansOCourt and affirmed by the
Commonwesdlth Court, which stated:

The Attorney Generd has sufficiently carried his burden of proving the potential harm

that he seeks to prevent, namely, the adverse economic and socia impeact againg the pub-

licinterest if a sade of Hershey Foods Corporation takes place, particularly in its effect on
employees of the Corporation and the community of Derry Township.™

Soon after theinjunctionissued, the Hershey Trust Board met to congder offers onthe
tableforits stakein Hershey Foods. After an 11-hourmeeting, the Board voted not to accept
any offers and to terminate the Hershey sale process.”? Press and other reports indicated that the
high bidder was Wrigley, the Chicago-based privatel y-hdd gum and confectionary company; that
it had been willing to pay $125 hillionin cash and stock; and that it had been willing to make cer-

tain guarantees for jobsand the continued viability of the Hershey factories.”

69. However, the Attorey Geneard @ office deniesthat its conaern was ever meant to encour-
age sde of thecompany. Sidd, supra note 49, at 9; Sarah Ellison, Sde of Hershey FoodsRuns
Into Oppasition, WALL ST. J., Aug. 26,2002 at A3.

70. TheAttorney Generd would later claim in acampagn advertisement that he Gaved 6,000
midstate jobOby stopping the sde of Hershey Foods. Jennifer L. Komoroski, Note, The Her-
shey Trust@ Quest to Diversify: Redefining the State Attorney General@ Role When Charitable
Trusts Wish to Diversify, 4A5WmM. & MARY L. Rev. 1769 1787(2004)

71. Inre Milton Hershey Schod Trust, 807 A.2d 324,331(2002) Judge Pdlegrini filed a
strong dissent. 1d. at 335et seq.

72. Sidd, supra note 49, at 26.

73. Dan Ackman, Hershey Says No, Bankers Cry Fou, FORBES.coM, Sept. 18,2002at
http://www.forbes.com/20020918/0918bpnews.html.
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Changes in Pennsylvania law. Asadirect result of the Hershey debacle, the Pennsylva-
nialegisature sought to change the state® Prudent Investor Rule to prevent the situation from
ever recurring.”® Inits amendment, thelegidature gave the Attorney Genera power to seek aju-
dicid review in cases where the Attorney Genera bdieves that a charitable trust should be
stopped from effectuating a change in control of apublic corporation.” Once this judicid review
isinitiated by the Attorney Generd, the trustees of such a charitable trust are required to Qorove
by clear and convincing evidence that executing thechange in the trust® control of the corpora-
tionis necessary to maintain theeconamic viability of the corporation and prevent a significant

diminution of trust assets or to avoid an imparment of the charitable purpose of the trust.3°

The (Hershey bill,Osupported by thethen Attorney General,”” was fast-tracked by the
legidative leadership, and it was adopted by the Pennsylvania Senate with no recorded debate
and only onedissenting vote.”® It came under increased scrutiny, however, in the Pennsylvania
House. During that debate, State Representative Nickol raised numerousissues with thebill, and
guestioned whether it was designed specificdly to benefit Hershey, noting that such alaw would
contravene the state conditution.” However, his motion to recommit the bill for a public hearing
did not pass; the Hershey bill was adopted by a widemargin and eventudly was signed into
law.®° In addition to the above-quated provision, it addsto the Pennsylvaniaversion of the Uni-
form Prudent Investor Act a paragraph requiring that trustees thinking of selling atrust asset

must consider:

74. See 20 PA. CONsS. STAT. ANN. & 7203(West 2002) (amending 20 PA. CONS. STAT. ANN. @
7203(West 1999)

75. 20 PA. CoNs. STAT. ANN. & 7203()(2) (West 2002).
76. 20 PA. CoNs. STAT. ANN. & 7203()(3) (West 2002).
77. See Milton Hershey Schod, 867 A.2d 674,686n.21 (Pa. Commw. 2005)

78. Siddl, supra note 49, at 40 (quoting S. 186-60, 1% Sess,, at 222627 (Pa. 1994)in Legidative
Joumd of Pennsylvania Senate, 186" of the Genad Assembly, at 222627 (Oct. 9, 2002).

79. Siddl, supra note 49, at 42 (quating H.R. 186-69, 1% Sess., at 1936(Pa. 1994)in Legidative
Joumd of Pennsylvania House, 186" of the Gened Assembly, at 1936(Oct. 22, 2002).

80. Id.
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an asset( specia rdationship or specia vaue, if any, to the purposes of thetrust or to
oneor more of the beneficiaries, including, in the case of a charitable trust, the specid rela
tionship of theasset and its econamicimpact asaprindpd busness enterprise on the
community in which the beneficiary of the trust is located and the specid vaue of thein-
tegration of the beneficiary® activities with the community where that asset is located &

Onewise commentator said of this provision, Ot represents an unusid degree of interference

with trustee discretion, not to say a perversion of theintent of many donos.33? In my opinion,

that isundestatement.

Milton’s views. Inthemidg of the turmoil accompanying the deliberationsof the trust

abouta possible sale of the Hershey stock, some angry opponents of such asde clamed that

Milton Hershey would never have permitted it to occur. In fact, however, M.S. Hershey had

come very close to selling the stock on two occasions:

¥

In thesummer of 1929,Mr. Hershey signed an option permitting his bankers to buy a
significant portion of the Hershey stock from thetrust. The bankers were seeking to ac-
qguire the Hershey Company, amagamate it with other confectionary businesses, and then
sall shares in theresulting conglomerate to the public at a profit. The stodk market crash
in late September and Octobe of 1929 however, made such an offering impossible, so the

option was never exercised 8

In his early 80s, after recovering from amild heart attack or astroke, Mr. Hershey again
decided to sell theHershey Company stock hdd by thetrust. Responding to advice from
atrusted advisor aboutthewisdomof diversification, he reportedly said, Q have been
thinking aboutwhat you said,Gand O think you areright. Let® go to work.O However,

81. 20PA. CONs. STAT. ANN. & 7203€)(6) (West 2002).

82. MARION R. FREMONT-SMITH, GOVERNING NONPROFIT ORGANIZATIONS. FEDERAL AND

STATELAW AND REGULATION 193(2004)

83. DAANTONIO at 19395. Milton Hershey later goparently changed his mind about the sale

to which he had agreed, saying that themarket crash@ prevention of the deal was Qhe best thing
that ever happened.O Id. at 195.

19



the sdle never occurred. Milton Hershey® advisor later said tha the only thing that pre-
vented the sdle was Qheinertiaof old age.&*

Of course, because the trust deed explicitly permits a sale, even if Mr. Hershey would have op-
posed it if dive, the trustees would be both authorized and prudent to proceed with a diversify-
ing disposition of the Hershey Company stock. To theextent, however, tha opponents of asale

invoke hiswishesin support of ther position, the abowe facts tend to weaken ther clam.

The AG’s position. TheAttorney Genard N while arguing that he was representing not
only theSchod but aso the @ommurityOand the Qyenerad publicON  provided no guidance
abouthow he proposed to bdance the possibly competing clams among those condituendes. In
the absence of wdl-articulated, clear, and principled guiddines, two evils result: (1) horest fiduci-
aies, trying in good faith to discharge their duty of prudence by diversifying acharity@ portfo-
lio, may be unable to discern what the position of the Attorney General would bein any particu-

lar case, and (2) the potentid is created for abuses of discretion by a self-interested AG.

Suppose, for example, that instead of the high bidder for the Hershey Company stock be-
ing Chicago-based Wrigley it was XY Z company from adifferent courty in Pennsylvania. How
would the AG weigh the varying interests of the Schod, the @ommunity,Oand the Qyenera pub-
licC» Suppose that XY Z& courty had 3,000more registered Democrats than Republicans while
the Hershey Company( home courty was overwhdmingly either Democratic or Republican.
How might an AG then runring for Governar on the Republican ticket weigh theinterests of the
Schod, the @ommunity,Oand the Qyenera publicOif he thought that by encouraging the sde he
coud clam to have created new jobsfor 6,000employeesin XY Z@& courty, at least some of
whommight begrateful to him?® (Of course, one coud aso hypothesize acase in which XYZ3

county was overwhdmingly either Democratic or Republican whereas Hershey@ home courty

84. DGANTONIO at 223-24.

85. Attorney Gened Fisher, in acampagn advertisement durnng his race for Governor, clamed
that he saved 6,000jobsby stopping the sale of the Hershey Company stock. Komoroski, su-
pranote 70, at 1787,quating Peter L. DeCoursey, Fisher Ad Saizes on Hershey Sde Halt; GOP
Hopdul Claims He Saved 6,000Jobs HARRISBURG PATRIOT NEWS, Sept. 26,2002,at B1.
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was nearly in politica equipoise N in which case the AGG weighing of the circumstances might

beinfluenced in the opposite direction, i.e, agangd asae)

Thecore problem is the Attomey Generd@®, and the OrphansOCourt(, astonishing ex-
pansion of the AG@ role as protector not of the bendficiaries of the trust but of some undefined
Qoublic interest.O Unde the cover of the potentialy vast scope of that concgept many evils might
lurk. Suppose an Attorney Generd in state Z was afirm and sincere believer that physician-
assisted suicide was equivaent to murder and morally wrong. Suppose further that a charitable
organizationin Z was created and funded for the purpose of promoting the concept of death with
dignity. Woud the AG, claming to represent the public interest, bejustified in preventing the
charity from selling its portfolio at a profit? This example does not invadve theinterests of any
particular local Gommunity,Obut the Pennsylvania AGG argument was not limited to such cir-
cumstanoes, nor was the opinion of the OrphansOCourt. This example dso does not explicitly
invave a potentid sae of acontrolling block of a publicly-hdd corporation, but agan neither the
AGG nor the OrphansOCourt@ language is so limited. As to the possibility of such an astonish-
ing position ever redlistically bang taken by an Attorney Gened, consder thefact that ex-
Attorney Generd John Asharoft, in an effort to prevent the Oregon Death With Dignity Act
from becoming effective, attempted to apply thefederd Controlled Substances Act to deny Ore-
gon doctors theright to prescribe medicationsfor those purposes N an attempt that ultimately
failed only as aresult of a 6-3 decision of the Supreme Court in January of 2006%

Whileit may betruein some sense tha a charity must operate in the public interest, and
tha therefore the Attorney Generd has some modest rolein determining whether that isso in
any particular case, it does not and emphaticaly shoud not follow that an AG isfreeto seek to
redirect charitable resources from the oljects and beneficiaries selected by the donors to some
other objects or persons the AG prefers. Even if the AG@ views are completdy sincere, free
from sdlf-interest, and inspired soldly by the AG@ good faith understanding of what isin the
Qpublicinterest,Othe plurdism N indeed the cherished cacophony N of the charitable sector

would be serioudy impaired by an AGG attempt to redirect resources to causes and persons the

86. Gonzalesv. Oregon, 546U.S. |, 126S.Ct. 904 (2006)
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AG favors and away from the causes and beneficiaries to which the charity is dedicated. Concur-

ring in Bob Jones University, Justice Powell expressed his concern even abou congraining chari-

ties to avoid violating Gundamental public policy.O His wise words are apposite:

Even more troubling to meis theelement of conformity tha appears to inform the
Court@ andysis. The Court asserts that an exempt organi zation must Qlemongrably
serve and be in harmony with the public interest,Omust have a purpose that comports
with Qhe common community conscience,Oand must not act in amanrer Giffirmatively
at odds with [the] declared position of thewhole government.O Taken together, these
passages suggest that the primary fundion of a tax-exempt organizationis to act on behaf
of the Government in carrying out governmentally approved policies. In my opinion,
such aview . . . ignores theimportant role played by tax exemptions in encouraging di-
verse, indeed often sharply conflicting, activities and viewpoints. As Justice Brennan has
observed, private, norprofit groups receive tax exemptions because Geach group contrib-
utes to thediversity of assodation, viewpoint, and enter prise essentid to avigorous plu-
rdistic sodety.O Far from representing an effort to reinforce any perceived Gcommon
community conscience,Othe provision of tax exemptions to nonprofit groups is onein-
dispensable means of limiting theinfluence of governmenta orthodoky onimportant areas
of commurity life. Given theimportance of our tradition of pluraism, Qt]heinterest in
preserving an area of untrammeled chaice for private philanthropy is very great.O Jackson
v. Statler Foundaion, 496 F.2d 623,639 (C.A.2 1973)Friendy, J., dissenting from denia
of recongderation en banc) .2’

To theextent that the Pennsylvania AG asserted such a expansive and dangerousrole, future of-
ficias and courts should repudiate and restrict such an assertion. To theextent that the OrphansO
Court endorsed such arolefor the AG, future court opinionsshould repudiate and restrict its

language and opinions

Comments to the RESTATEMENT (THIRD) make clear that a trustee may not take into ac-
countconsiderationsof sodd value N such as theimpact of the trust@ investment decisionson
its @ommunityOor the (yenera publicON unless they directly contribute to the charitable pur-
poses of thetrust. Thus:

Gsoda congderationsmay be taken into accourt in investing the funds of charitable

trusts to the extent the charitable purposes would justify an expenditure of trust funds
for the sodd issueor cause in question or to theextent theinvestment decison can be

87. BobJones University v. United States, 461U.S. 574, 609-10(1983.
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justified ongroundsof advancing, financidly or operationdly, a charitable activity con-
ducaed by thetrust.(®

Further:

Qi]n administering the trust the trustee is unde aduty to the beneficiaries not to beinflu-
enced by theinterest of any third person or by motives other than the accomplishment of
the purposes of thetrust. Thus, it isimproper for thetrustee to purchase property for
thetrust or to sell trust property for the purpose of benefiting athird personrather than
thetrust estate or for the purpose of advancing an oljective other than the purposes of
the trust.§°

Thecomments to the UPI A are even more forceful:

ONo form of so-called Godd investingG's congstent with theduty of loyalty if thein-
vestment activity entails sacrificing theinterests of trust beneficiaries N for example, by
accepting below-market returns N in favor of theinterests of the persons supposedly
benefitted by pursuing the particular soda cause.3°

Unde these admonitions it is hard to see how the Hershey Schod trustees, as loyal fiduciaries,
coud properly and prudently have conddered theinterests of the @ommunityOor the Qyenerd
publicOas relevant to ther diversification deliberations at al, much less as being so weighty as to
overcome thdar otherwise clear duties to diversify and capture the value of the control premium

they hdd.

Other articles on Hershey. Commentators on the Hershey saga have been uniformly criti-
cd of theactionsof the Attorney Generd, the OrphansOCourt, and thelegidature. Prof. Siddl,
for example, observes that the Attorney Generd adopted G consgderably more intrusive posi-
tionCthan typica, and one tha was Qlearly influenced by politics. 3! He concludes tha the
OrphansOCourt asserted its role On a particularly expandve fashion and that its jurisprudence

was Qiefiantly extengve.(3® He states that thelegidature was guilty of Gver-actiond* and that

88. RESTATEMENT (THIRD) & 227,comment c, at 13.
89. RESTATEMENT (THIRD) & 170,comment g, at 140.
90. UPIA &5, comment.

91. Sidd, supra note 49, at 33.

92. Id. at 36.

93. Id. at 39.
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its intervention was Qlangerous3® Prof. Brody opines that Geach of the three branches of Penn-
sylvaniagovernment [was] acting illegitimately,Oand that Qt]he Attorney Generd practically
treated the Hershey assets as his eection campagn funds3® Marion Fremont-Smith correctly
characterizes thelegidature® action as condituting Onterference with trustee discretionOand CGa
perversion of theintent of many donos.3” | agree with each of these criticisms, but | have dis-
agreements with two of those authors, in each case because | believe they have been unduy kind,

rather than sufficiently censorious Taking thetwo in order:

First, Prof. Brody writes tha Qhelegidature singled out the Trust and effectively ap-
propriated to thelocal community locked-in control of a publicly traded corporation N without,
of course, rising to thelevel of a GakingQrequiring payment of compensation (8 | start by ob-
serving that even acompensated taking may inspire heated controversy, in some circumstances
raising seriousconditutiond issues, asillugrated by therecent 5-4 Supreme Court decisionin-
volving thecity of New Londor exercise of eminent domein to promote commurity econamic
development.® It is obvioudy worseif, as Prof. Brody states, thelegisature® action appropri-
ates property withou compensation. In the Hershey situation, however, thereis no evidence
that thecontrol premium N amourtingin al likelihoodto about $1.2 billion'® N was transferred
to thelocal community: it ishard to bdieve and would be virtudly impossible to show that the
town received a $1.2 hillion benefit as aresult of the blocking of the Hershey sale. Thus, this

94. Id. at 39.

95. Id. at 44.

96. Brody, supra note 60, at 998.

97. Seetext accompanying note 82, supra.

98. Brody, supra note 60, at 999.

99. Kdov. City of New London 125S.Ct. 2655,162L.Ed.2d439, U.S.__ (2005)

100. TheWrigley offer was reported to invave a42% premium for control. Brody, supra note
60, at 995, citing to Steven Pearlstein, For Hershey Trust, the Outcome is Bittersweet, WASH.
PosT, Sept. 19,2002,at E1. Hershey Foods shares constituted just over half of thetrust® as-
setsin 2002 Seetext accompanying note 64, supra. Theaggregate value of the trust(3 assets in
2002was approximately $6 billion. Seetext accompanying note 51, supra. Roundng to avoid
spuriousprecision, 40% of 50%of $6 billionis $1.2 hillion.
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QakingOwas not only without compensation, it altogether destroyed at least a significant portion
of thecontrol premium vaue. That, | suggest, is worse yet than wha Prof. Brody postulated,
because the wanton trashing of $1.2 billion of charitable assets is even more disgraceful than a

forced uncompensated transfer of assets to some other arguably worthwhile purpose.*®

Seond Prof. Sidd, after incisgvely critiquing theactions and roles of the Attorney Gen-
erd, the OrphansOCourt, and thelegidature, very surprisingly does an about-face and concludes
his article by setting forth an apologiafor theconduct of the AG. He argues that Ca substantial
role for the state Attorney Gened . . . worked reasonébly well in Hershey.3% He ducidates:

Political dialogue and representation N in this case the active oppositiond role of the
commurity, and even the politica aspirationsof the state Attorey Genaa N helped to
spur aflexible congderation of the appropriate parenspatriae role of the Attorney Gen-
erd at different pointsin arapidly moving and fluid process, rather than dlowing the
definition of parens patriaeinterests to beimmutably fixed or remain unaffected by the
views of thevery public tha the parens patriae is supposed to represent.’*

Further:

[T]hesystem did work. It provided aframework for a dynamic reconsderation of what
the parenspatriaeinterest redly is, informed notentirely by isolated regulators confer-
ring with legd texts but necessarily, forcefully informed by public attitudes, the views of
those directly affected, and broader representationd forces. While tha process occurred
durning, and appears to have been influenced by, apolitical and electora process, that po-
litical process served as atransmission belt for public attitudes to be conweyed, for more
information to be ascertained, and ultimately for aresult to beachieved that directly ad-
dressed the questions of fiduciary duty and trustee responsibility with which the Her-
shey Trust Board wrestled. Here the changing nature of public interest unde parens pa-
triae, and theinfluence of politica diaogue, was not an unfortunae concomitant or prod-
uct of theprocess N it wasintegrd to it, and, | would argue resulted in a better and more

informed solution %4

101 Based oncommunicationsbetween us | believe that Prof. Brody conaurs with these ob-
servationsand would wish to assodate hersaf with my views.

102 Sidd, supranote 49, at 57.
103 Id. at 58.
104 1d. at 59.
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| coud not disagree more strenuousy. What Prof. Sidd cals GlexibleOl would label
Qunprind pled.O What he praises as a process that alowed political and public opinionsto be
ingerted | would condemn as a process that created confuson and often will produce whimsical
and oppressive results, particularly if those who assert politica or public views happen to bein
disagreement with themission of the charity in question. What he describes as Ga better and
more informed solutionOl would cal acapricious intrusive, and destructive outcome. The Pru-
dent Investor Rule was perverted; substantia assets of a charitableingtitution were destroyed,;
trustees seeking prudently to diversify and to capture the control premium vaue of the assets
they hdd as fiduciaries were removed from office; other Penngylvaniafiduciariesinterested in
performing thar jobsin good faith are left with no guidance about how to ascertain what afuture
Attorney General might claim to bein theinterest of the @ommunityOor the Qpublic interestQ
and theHershey Company itself was legidatively insulated aganst market forces that e sewhere
operate to allocate capital more efficiently to well-run rather than management-embedded bus-
nesses. (Inaddtion,the Attorney Genera was soundy defeated in therace for Governor, raising

at least some questions about his ability to discern and represent the Qpublic interest.Q

Unintended consequences. Two significant unintended consequences follow from the
position taken by the Pennsylvania Attorney Genead and the subsequent legidative changes to
the State@ Prudent Investor Act. Thefirst isthat well-advised donos may choose to organize
ther endowed charities outside of Pennsylvaniain order to avoid what at least sometimes will be

percaived as therisk of intrusive and even capricious distortions of their charitable intentions. '

105. It should not be uncritically assumed that such out-of-state formation will dways be ef-
fective to avoid Pennsylvania® now-deformed legd infrastructure affecting QorudentOinvesting.
It is, however, beyondthe scope of this paper, and thelegd knowledge of its author, to discuss
the scope of the Onternd affairsOdoctrine, its application to investment-management decisions
or thecircumstances unde which a state in which acharity conduds variousactivities may assert
itsown legd rulesin lieu of thelegd rules of the charity® state of formation. See generdly An-
tonia Grumbach, Sate Regulation of the Interna Affairs of Foreign Not-for-Profit Corporations
An Exploratory Discussion, delivered to the Nonprofit Forum on Oct. 19,2005 online at
http://www.law.nyu.edunpf; Douglas M. Mandno, California Reguation of Out-of-Sate Chari-
ties, 19 Tax@ Exemprs (forthcoming March-April 2006) Of course, an overly aggressive asser-
tion of jurisdiction by a nonformation state, based on the existence of activities within it by a

26



Thesecondisaloss of power to the Office of the Attorney Generd. Recdl tha the At-
torney Generd explicitly argued tha his office represented not only theinterests of the stated
beneficiaries of the Hershey Trust, i.e., thechildren at the Hershey Schod, but dso theinterests
of @he communityOand Qhe public.0 Although the Schod argued againg this view, the Or-
phansOCourt opined that Qhe beneficiary of charitable trusts is thegenera public.. . . .3% and
that Gbecause the sodo-econamic benefits of acharitable trust extend beyond the designated
beneficiaries to the public itself, dthough ordinarily compatible with each other, the Attorney
Generd has an added responsibility of assuring that compatibility.3% This expansive view cre-
ates arisk of conflict of interest on the part of the Attorney General, whaose office can nolonger

be seen to beacting soldy for the beneficiaries.

This potentia corflict has been noticed not only by commentators*® but by the Penn-
sylvaniaCourts. Inalater litigation, the Hershey Alumni Assodation challenged an agreement
between the Office of the Attorney General and the Hershey Schod modfying an earlier agree-

foreign charity, might deter charities not only from organizing within tha state but aso from des-
ignating beneficiaries or condLcting activities within tha state. Recognizing this deterrent effect,
it isnot uncommon for jurisdictions to reduce, rather than increase, regulatory and fisca burdens
onin-jurisdiction activities of foreign persons. Cf. |.R.C. @ 864(b)(2)(A)(ii) permitting foreign
persons to trade securities within the U.S,, even through discretionay U.S. agents, without bang
treated as engaged in trade or busness within theU.S.

106. Opinion of Morgan, J., attached to thereported opinionin In re Milton Hershey Schod
Trust, 807A.2d 324,327 et seq. (Pa. Commonw. 2002) at 330.

107. 1d. at 334.

108 Seg, eg., Sidd, supra note 49, at 34 (QW]e areleft with an important problem. Thisis
theissue of overlapping representation, or conflicts in representation: Can the Attorney Generds
[sic] simultaneoudy represent prudent investment and diversification principles as well as public
benefit as awhole, as well as theinterests of a defined community that may beadversely im-
pacted by philanthropic decision-making?Q; Brody, supra note 60, at 938 (Omportantly, the
public served by a particular charity is not necessarily N or even often N thegenera public.
Rather, agiven nornprofit serves theindefinite class of beneficiaries chosen by its creators, fun-
ders, governing board, and, in some cases, members N but not by the state.Q); id. at 968 (CM ost
worrisome, when attorneys genera act parochidly, no state regulator exists whose interest it isto
look out for the beneficiaries of anationd or internationd charity.Q
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ment between them that had provided for certain Schod governance reforms.'® TheHershey
Schod and the Hershey Trust Company objected, claming that the Alumni Assodation lacked
standing. The OrphansOCourt agreed, and dismissed the Alumni Assodation® complaint. On
apped, however, the Commonweath Court reversed. It noted the conflict of interest issue
QUnlike other states, however, the OAG takes the position tha it has the power to op-
pose that which may bein thebest interests of thetrust and examine the effects that the
actions of thetrust have on thelarger community. Inits petition opposing the Trust®
proposed sde of its controlling interest in HFC, the OAG acknowledged tha the sale
would likdly diversify andincrease theassets of the Trust, but noneheless objected to

the sae because any sale would have profoundnegative consequences for the Hershey
community and surroundaress . . . .G

It held that granting standing to the Alumni Assodation would CGassure judicia scrutiny in situa-
tions where important charitable issues are at stake and where the Attorney Genga@invave-
ment is otherwise lacking, ineffective or conflicted 3** The Court declined to accept the Attor-
ney Generd @ argument that his office, rather than the Court, should make the standing determi-

nation by bdancing theinterests of the parties and the community at large:

Qn certain circumstances, this baancing of interests will present aconflict of interest for
the OAG because certain undertakingsof the Trust could affect thecommunity, posi-
tively or negatively, but undemine thecentra purpose of the Trust, whichisto hdp or-
phan children . .. .G%

The Court observed, At bottom, the [Alumni] Assodation, whose membership consists exdu-
sively of past beneficiaries of the Hershey Trust, istheonly other party with sufficient relation-
ship to the Trust that would have any interest in assuring that its charitable purpose was
achieved.G"

109 Seethe prior discussion of thisin thetext accompanying footnotes 56-61.
110 Milton Hershey Schod, 867 A.2d 674,686 (Pa. Commonw. 2005)

111 Id. at 689.

112 1d. at 690n.27.

113 Id. at 690.
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Thus, Pennsylvaniais now much more flexible than mog other jurisdictionsin permitting
standing to third partiesin charitable matters. It follows tha the Office of the Attorney Gened
can nolonger confidently or quickly negotiate binding agreements with charities because others
with a Gpecid interestOmay beable to chalenge themin court. Chaitable ingtitutions will be
aware of this, and will be less willing to enter into agreements with the OAG that, like dl negoti-
ated settlements, contain some favorable and some unfavorable aspects, because of therisk tha a
later court proceeding, at theingance of some other player, coud result in delays in implementa-
tion, litigation expense, and perhaps even court preservation or amplification of the unfavorable

aspects of the settlement and modfication or diminaion of the favorable ones.***

It isironic that oneAttorney Genad(® political ambitionsnot only perverted Pennsylva-
nia® Prudent Investor Rule but in the process also created incentives to move charitable assets

outside of his state and weakened the Office of the Attorney Generd itself.

Onecan only hope that in due course wiser legidators, judges, and officids will find ways
to reverse the damage dore to Pennsylvanialaw by repeding therestrictive amendments to the
UPIA, produdng amore balanced jurisprudence (overruling or rgjecting the excesses in the Or-
phansOCourt@ opinions), and adopting and embedding more principled administrative practices
in the Office of the Attorney Gened.

Perceptions: Compensation at the Harvard Management Company

Background. TheHarvard Management Company ((HMCQ was foundel in 1974to
provide management for Harvard University® endowment, pension assets, working capital, and
trusts.!® Thetraditional way for universities to manage endowment fundsis through the use of

outside fundmanagers specidizing in different asset classes, each manager is given a portion of

114. Thedissenting opinionin Milton Hershey School, written by President Judge Colinsand
in which two other Judgesjoined, noted that (jt]o alow the Alumni Assodation standing, no
matter how deemosynary its purpose may be interferes with theefficient performance of the
Attorney Gened® statutorily-mandated duties . . . .0 867A.2d at 692.

115 Harvard Business Schod Case Study, Harvard M anagement Company (2001) Octobe
23,2001 [hereinafter Case Study 2001]

29



the endowment to manage!'® In contrast, Harvard has managed most of its assets interndly

since thefoundng of HMC.**’

In 1990,Jack Meyer arrived to head up HMC. He was faced with an asset allocation that
had a smaller weighting in equities and alarger weighting in cash and private investments than
comparableinstitutions.**® Meyer set abou thetask of establishing a Qpolicy portfolioON a
long-term asset mix that would balance Harvard® tolerance for risk against its need for long-term
endowment returns.™® After extended andlysis using portfolio theory, a policy portfolio was
established. This portfolioisreviewed regularly by theHM C Board and at least annudly by the
Board of the Harvard Corporation (the University& governing body) and when appropriateis
modified accordingly.'?°

This policy portfolio specified the neutral weightingsOfor each asset class, but HMC
coud make tactical asset alocation bets within aminimum and maximum range.*** There were
two waysfor HMC to outperform the policy portfolio: either they coud make successful tacti-
cal asset alocation decisions or they coud outperform the benchmarks for an asset class.!?
Meyer bdieved that HM C had no particular advantage with respect to tactica asset dlocation,
so heinstead focused his staff@ energy on detectingand capturing pricing inefficiencies within
asset classes.'* Because Meyer was willing to take leveraged positions to accomplish this,

HMC to some extent operated more like a hedge fund than a conventional money management

116. Joseph Nocera, Punishing Sweceess At Harvard, N.Y. TIMES, Oct. 22,2005at C1.

117. CaseStudy 2001at 3. Currently, abou onehaf of theendowment assets are managed
interndly. SeeNocera supranote 116.

118 Case Study 2001at 2.
119 Id. at 2-3.

120, Id.

121 Id. at 3.

122 1d.

123 Id. at 3.
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firm.*** Indeed, it was not unusud for the fundto be @ongOas much as three times its net value

and GhortOas much as two times that value.'®

Meyer@ strategy proved a success: in theten-year periodendingin 2001, the annudl re-
turn on Harvard@ endowment was amost 17 percent, while the annuel median performance of
largeingtitutiond fundswas approximately 11 percent.*?*® Harvard@ endowment is by far the
largest of any universityG: in 2004its fair market value exceeded $22 billion,**” and today it ex-
ceeds $25billion.

The incentive pay structure. |n order to aign fund performance with manager pay,'?®
Meyer developed an olyjective compensation system for fund managers that consisted of three
main components: a base salary, a heutraObonus and an incentive bonus!?® Theincentive bo-
nus, computed againgt the portion of the portfolio for which each manager was responsible, was
amultiple of tha portion@ return (net of expenses) less the return on the benchmark.**® This
number could be positive or negative, but since the neutra bonuscoud not be reduced below

zero, the base salary was theminimum pay in any given year.*s!

124, Harvard Business Schod Case Study, Incentive Pay for Portfolio Managers at Harvard
M anagement Company, December 15, 2003[hereindter Case Study 2003]

125 Virtudly dl of the hedging took place with respect to fixed income securities.
126. 1d.

127. Karen W. Arenson, Markets Help Endowment Pass $22 Billionat Harvard, N.Y. TIMES,
Sept. 16,2004at A23. It isimportant to note that Harvard® endowment is not asingle entity;
rather, it conssts of over 9,600fundsdonéded over thelast three hunded years. While at most
universities, the president controls the endowment, the endowment funds at Harvard belong to
whichever of theten schods they were doreted. This system has resulted in awide dispaity in
wedth anongg theschods: the Faculty of Arts and Sciences claims stake to thelargest piece of
the pie. See JohanaBerkman, Harvard@ Hoard, N.Y. TIMES MAGAZINE, June24, 2001at 39.

128 On theimportance of aigning manager compensation incentives with theinvestor@ goals,
see theexcdlent discussionin DAVID F. SWENSEN, PIONEERING PORTFOLIO MANAGEMENT N
AN UNCONVENTIONAL APPROACH TO INSTITUTIONAL INVESTMENT 270-72,27892 (2000)

129 Case Study 2003at 2. See Nocera, supra note 116,
130 Case Study 2003at 2.
131 Id.
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Meyer placed two restrictionsonincentive bonugs N together referred to as the Grlawed
backOcomponent. First, a significant portion of the incentive bonuswas carried forward and in-

vested in theendowment until the next year.**

Second, 30 percent of theincentive bonus(up to
the cap) was aso withhdd andinvested in the endowment until the following year.’*® In essence,
these provisionsalowed an extraordinary bonus to be Glawed-backGif the fund performed be-
low the benchmark in subsequent years.®** Theresult was that theincentives of portfolio man-
agers were digned with those of Harvard N a direct relationship was created between the retumns

to Harvard and the compensation of the managers.**®

HMCG@ pay scheme was completely formulaic; there was no provision for any discre-
tionay bonus based on anyone3 subijective evauaion.** However, the system was regularly
monitored by the HM C Board, and benchmarks were carefully chosen by committee of the

Board.®®" Further, al managers were subject to strict risk controls.**®

Controversy surrounds bonuses paid. Large excess returns equal large bonugs paid N
such is themantra tha prevails on Wall Street and prevailed at HM C during Meyer( tenure.
For example, in 2003 Maurice Samuels, who managed roughly $1 4 billionin foreign bondsfor

132 1d. Intheearly years, this was two-thirdsof the bonus in more recent yearsit was ex-
pandel to include al amourts abovea pre-set cap.

133 Id.
134 |d.

135 Id at 2-3. Seealso Nocera, supra note 116 (quoting Scott C. Mal pass, manager of Notre
Dame® endowment, who chaacterized Meyer® compensation system as Qight onQ). During
Meyer@ tenure at HM C, no managers left for acompetitor, althowgh severd Ieft to set up thdr
own firms. Case Study 2003at 3.

136 Case Study 2003at 3.
137. Id. at 2.
138 Id.
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HMC, made $351 million.**® His colleague David Mittelman, who managed HM CG domestic

bondportfolio, was pad $341 million'*

These bonugs eventudly drew criticism and scrutiny from the Harvard community. The
criticism fell into two general categories. First, there were those who ssimply believed that it was
inappropriate for the subsidiary of a nonprofit university to dole out such high wages. Some
eyebrows were raised within the nonprofit sector, where pay packages exceeding $80Q000are
congdered exceptiond.!* AsLouisR. Morrél, chief investment officer at Wake Forest Univer-
sity, described it: Orhe culture of the higher-education community has never accepted compensa-
tion [tha mirrors aWall Street compensation scheme] and will never accept it, | think, irregard-

less[sic] of whether Harvard continuesiits practices or not.3*

Moreover, even within the universe of university investment managers, the compensation
paid a HMC was viewed as comparatively high. 1n 2003,Meyer was pad $6.9 million, and the
endowment produced atotal return after fees and expenses of 125 percent.'*® Meyer® courter-
part at the University of Texas (which had the second-largest university endovment of $112
billion) was paid $743316for produdng a12.8 percent return, and his counterpart at Yaewas
paid $1,027685for produdng an 8.8 percent return on $11billion (the third largest university

endowment).

The secondcategory of criticism was voiced largdy by avoca minority of theaumni
base, andit focused more on the choices Harvard was making in spending (or, rather, not spend-

ing) itsendowment funds. Alumni started to raise concernsregarding the purpose of the Harvard

139 See Nocera, supra note 116, Stephanie Strom, Investment Manager to Exit Endowment at
Harvard, N.Y.TIMES, Jan. 12, 2005at A12.

140. See Nocera, supra note 116, see also Strom, supra note 139

141 Stephanie Strom, Harvard Money ManaggrsOPay Criticized, N.Y.TIMES, June 4, 2004at
A18.

142 Strom, supra note 139
143 Strom, supra note 141
144, 1d.
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endowment, and themain question was. how big is bigenowgh? Many aumni wanted to know
why the University continued to raise tuition and fees, and to use loansrather than higher schal-
arship grants as a portion of its student aid packages, when theendowment continued to grow at

such afast pace*®

Findly, dumni posited aforceful inquiry: if Harvard can pay money managers so gener-
oudy, why not do more to supplement the needs of students who canna afford Harvard tuition?
Asoneadumnusput it, Orhe managers of the endowvment took home enough money last year to

send more than 4,000 students to Harvard for ayear.3%

In aletter to University President Lawrence H. Summers, members of theclass of 1969,
in contemplation of thar thirty-fifth reuniongift, took exception to the over $100million pad to
themost highly compensated HM C personné in 2001 and 2002 Theaumni wrote:

If Harvard can afford to pay over $50 million per year to asmal number of financid man-
agers, andif it does so because the endowment has recently experienced excellent growth,
it isclear that Harvard can afford to reduce more than $50million per year from the ever-
increasing cost burden on current students and debt burdens on recent graduates. '

In effect, theissue of fundmanager compensation became blurred with broader issues concerning

the overal dlocation of the University® resources.

Justifying the bonuses. However inflated theboruses paid to key HMC personnd may
appear to agentle reader, the University was actudly receiving a steep discount as compaed to
thefees normaly pad for outside money management services. It isnot unusud for hedge fund

managers to earn in excess of $250million per year.X*® For example, according to some estimates,

145 Tuitionfor the20042005year at Harvard University was $27448,a 5.1 percent increase
from the previousyear anddmog three times therate of inflation. Strom, supra note 141

146 1d.

147. Extraordinary Bonugs, HARVARD MAGAZINE, Mar.-April 2004 available at
http://www.harvardmagazine.com/on-line/030422html.

148 1d.

149, RivaD. Atlas and Stephanie Strom, Doesn® Anyone Wart to Manage Har vard@ Money?
N.Y. TIMES, Aug. 5, 2005at C1.
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Edward S. Lampert of ESL Investments made more than $1 billionin 2004X° Mr. Mittelman@
compensationat HM C as a percentage of themoney hegenerated was a fraction of what an out-
side hedge fundwould charge for his services.’® As C. Dixon Spangler, Jr., aformer member of
Harvard@ boad of overseers and onetime president of the University of North Carolina, stated,
QI]f you have theright characteristics for thejob, you probably won® want to work for Harvard

because the compensation is so much better dsewhee.3*

This observationisratified in part by thefact that HM C did experience consderable dif-
ficulty in finding areplacement for Meyer, who announed in Januay of 2005that hewould be
leaving HMC to start his own investment firm, along with Samuels and Mittelman.>® Of course,
much more than compensation was invaved. Theannud conflict over the compensation
amourts created recurring unpleasant friction for many in the HM C offices, and those amounts
were dway's made public when Harvard University, as required, filed its Form 9902%* In add-
tion, there was agenera bdief tha Meyer® successor would have to preside over achanged in-
vestment office paradigm, invdving much less, or perhaps no, in-house management of the port-
folio, and thus would have to oversee the dismantling of much of the HM C structure and thefir-

ing or other departure of acongderable portion of its staff.

Ultimately, Meyer agreed to stay onat HMC much longer than hehad planned, asit took
the university over nine months to find a replacement.™™ His successor is Mohamed A. El-Erian,

an emerging markets debt specidist from bondpowerhouse PIMCO N aman consgdered brilliant

150. 1d.
151 Strom, supra note 141
152 1d.

153 Stephanie Strom, Investment Manager to Exit Endowment at Harvard, N.Y.TIMES, Jan.
12,2005at A12. Seealso Atlas and Strom, supra note 33.

154. Disclosure by chaities of theinformation required by Form 990isimportant and desir-
able. Thediscussion herein of certain unfortunae perception consequences of that disclosureis
not and should be understood as a criticism of therequirement to file.

155 Atlas and Strom, supra note 149,
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at managing bonds™® Moreover, HMC recently slightly changed its compensation scheme:
compensation for value added was raised, but the per-employee pay for high performance staff
was capped at between $20and 25 million. ™’

Costs. At bottom, thecontroversy abou HM C staff compensation invaves consdera-
tions other than codts to the portfolio. Thereactions of faculty, dumni, and others N no matter
how well or how poorly founde N are relevant to the operationsand management of a univer-
sity. If someaumni, for example, threatened to reduce ther charitable giving to Harvard out of
shod at high levels of compensation baeng pad to HMC personnd, it would behoowe the ad-
ministration to consgder whether and to what extent to take such threats into accourt in making
decisonsabout the management of Harvard® portfolio. Disaffected faculty have the potentia to
disrupt university processes. Perceptions, in other words, are potentidly important here even if

not fully in accord with rationd appraisas of net value added to the portfolio.

Theunique HM C approach invdved managing Harvard® funds On house,Oan approach
followed by no other peer educationd ingtitution with even remotey equivaent resources. Asa
result, HMC at its peak employed more than 50 full-time professiond managers plus an add-
tiond 125support staff. Two consequences inevitably followed:

¥ HM C needed to and did attract a significant number of extremely talented staff, which
was ind spensable to beng able to engage inits widdy diversified and sophisticated in-
vestment strategy, to control overal portfolio risk, and to aspire to produce added value
(apha) over its carefull y-selected benchmarks through active management.

¥ To achieve those gods without unduerisk, HM C had to beable to hire and retain staff
whose talents made them attractive to many others N including of course many for-profit

businesses N seeking portfolio management Gstars.O

No doult, some of HMC@ staff N typicaly older, experienced, and financialy secure from

prior career opportunitiesN were willing to work at HMC for substantially less than what they

156. Joseph Nocera, Punishing Swecess At Harvard, N.Y. TIMES, Oct. 22,2005at C1.
157 1d.
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coud have earned d sewhere because of the psychic and other satisfactionsof bang employed
by, and thus engaging ther talents to benefit, amgor charitable educationd ingitution. (One
university President has referred to this group as Qoost-economic.Q™® To hire, retain, andincen-
tivize astaff of over 170, however, HM C had to ded with those whose finances were not yet
secure, whose opportunities were many, and who N unless happily GhandcuffedOto HMC N
would inevitably be tempted to move to other, much more lucrative positions elsewhere. The
An-houseOmodd, coupled with theenarmoussi ze of Harvard@® portfolio, made high N even if

not competitively high N compensation packages a sine quanon.

It seems clear tha this moddl worked. 1t worked to produce outstanding returns to the
Harvard portfolio, whose performanceis theenvy of dmog al other universities and colleges. It
worked to hdp hireandretain the staff necessary to that task. It dso importantly worked to re-
duce theoverdl costs of managing the portfolio, because even the high compensation pad to the
HMC staff was well below what Harvard would have had to pay to outside managers for smilar

performance.

Neverthdess, it aso seems clear tha the On houseOmode cannat long continue at Har-
vard, or perhaps anywhere ese for that matter.*® If that is correct, other modds will have to be
foundand adopted. Thestandad modd for colleges and universities has long been to dollittle or
no hands-on management of securities On house,Oand instead to farm out management to various

outside securities, venture capital, hedge fund,and other firms.*®° (This style of management is

158 President JohnHennessy of Stanford has used this accurate and amusng label.

159 The Chief Executive Officer of the Stanford Management Company, Michad McCaffery,
and two of his top professiond staff, annourced in December of 2005that they would be leaving
to form thar own for-profit management firm. Mr. McCaffery, perhaps like Jack Meyer, con-
cluded that the perception problem and other externd forces would, over time, condrain theuni-
versity from permitting appropriate, albeit high, compensation to be pad to theSMC staff he
feels to be necessary to manage, in hous, asignificant portion of Stanford® more-than-$14 bil-
lion portfolio.

160. For aquite different method of categorizing various investment office structures, see
MARY BARRICK & MELISSA WESTERVELT, INVESTMENT OFFICE ORGANIZATION AND
MANAGEMENT (Cambridge Assodates 2004) Nothing in that study, however, is necessarily
incongstent with theandysisin the text.

37



often referred to as a fund-of-fundsapproach.) Thein-hous staff then isusudly responsible for
asset alocation, risk management, and the selection, hiring, fundng, overseeing, and de-fundng of
the outside active managers. (Of course, in certain asset classes, passive strategies are dso fre-
quently used. Particularly in highly-efficient asset classes, buying indices or index fundsoffers a
simple, inexpensve, and attractive method of achieving the desired exposure.) Even if thecom-
pensation and other costs of hiring outside managers exceed what might beachievable with anin-
house structure, those expenses do not appear on anyone3 publicly-filed Form 990, such (hid-
denOcosts do not attract the same mag strom of attention that the compensation of in-house

managers does.

Even the standard moddl, however, may be vulnerable to increasing pressures involving
compensation. In recent years, portfolio management has become more sophisticated and globd,
moreinvestors (indvidual as wel asingitutiond) are seeking d phathrough active management,
the number of managers has exploded, and the total value of assets moving to Gilternative assetsO
like hedge fundshas bdloored. It isnolonger common for staff of mgor endowments (like Har-
vard and Stanford) to sit in thar offices and await visits from managers eager to solicit thar
funds Ingtead, staff arerequired to travel widely, interview many potentid managers, and com-
pete for access to thebest.’®! |n this environment, the skill set of themost talented staff isin-
creasingly valuable andincreasingly critica, not only in search of superior investment returns but
aso in order to control portfolio risk. It isforeseeable tha compensation for those talented ind-
viduas will be under pressure torise. If so, even thestandad model may begin to encourter the
same kind of friction and publicity over high compensation tha was responsible, at least in part,
for the decline of thein-hous moddl. Theresult coud be thegrowth of outsidefirms, free from

the requirement to disclose compensation on ther public Forms 990, to do some or dl of those

161 Most top managerslimit the aggregate amountof fundsthey manage, believing that it be-
comesincreasingly difficult to produce excess returns as assets unde management grow. Thus, it
is common for investors to quaue up when such managers open for funding, and for many poten-
tid investors to have thar proffered fundsregected or accepted only partidly.
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tasks.!®? |n effect, even thein-house work performed under the standard model may begin to be

outsourced in whole or in part. 1t will beinteresting to watch developments.

Taken done, however, thelower cos structure of an in-house modd is acompdling ad-
vantage. As the RESTATEMENT (THIRD) observed, (t]heduty to avoid unwarranted costsis
given increased emphasisin the prudent investor rule. 3% By thetime of the UPIA, that empha-
sis had moved from comments to text, i.e., it had become statutorily mandated: Qn investing and
managing trust assets, a trustee may only incur coss that are appropriate and reasonable in rela
tion to the assets, the purposes of thetrust, and the skills of the trustee. 3** The UPIAG com-
ments undescore theimportance of this mandate: QVasting beneficiariesOmoney isimprudent.

In devising andimplementing strategies for theinvestment and management of trust assets, trus-
tees are obliged to minimize costs.3%® Themost current draft of UPMIFA, dated Feb. 8, 2006,
dso devates cost-minimization from comment (asin UMIFA) to mandated statutory rule.X%®
Thus, it is clear that minimizing costs has become, over time, an increasingly important obligation
of charitable fiduciaries overseeing investment portfolios (It would probably bewiser, and
would better reflect prudent portfolio practices, if the statutes and comments emphasi zed opti-
mization rather than minimization of coss.) By switching from alower-cost in-hous modd to a

higher-cost standard modd, and thus incurring the higher fees of outside managers,*®” Harvard@

162 The Common Fundand Thelnvestment Fundfor Founddionseach comprises both non-
profit and for-profit entities; thus, dthough the nonprofit entities file Forms 990, the structure of
those organi zations permits some or al of the compensation of staff to avoid being disclosed on
those Forms.

163 RESTATEMENT (THIRD) at 6.
164 UPIA&7.
165 UPIA &7, comment.

166 UPMIFA @ 3(c)(1). ThePreiminary Comment to @ 3 refers to this as Qhe duty to mini-
mize costs.O

167. Harvard University will beinvesting perhaps $500million of its endowment with Convex-
ity Capital Management, thefor-profit hedge fundthat Jack Meyer formed with some of his col-
leegues. Thereisnodoult that Harvard® expenses for managing these assets will go up, despite
the special and generousterms Convexity will offer to its mother ingtitution. It has been re-
ported that Convexity has raised over $6 billion, the mog ever for a start-up hedge fund.
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fiduciaries certainly did not minimize costs. Theonly justification, then, for Gzaving inOto the
outcries of othersis that other ingtitutiond values N including, no doult, fundrising and campus
peace N were implicated and outweighed cost minimization congderations While thisis unde-
standable, it does demongrate how perceptions may overwhdm the dictates of the Prudent In-

vestor Rule.

Pressur es: Redrafting UMIFA

Background. In 1972 the Nationd Conference of Commissioneas on Uniform State
Laws (ONCCUSLQ approved UMIFA. Prior to the promulgation of UMIFA, because therde-
vant legd standards were unclear, thegoverning boards of many ingtitutiond nonprofits bdieved
they were subject to theinvestment standadsthat applied to trustees of private trusts, andin-
vestment strategies focused on the characteri zation of an institution( assets as income or princi-
pal for accourting purposes.’®® Asaresult, if aningitution was restricted to spending only QGn-
comeOfrom an endowment fund, theincentive was for tha ingtitution to eschew investments
with appreciation potentid. Thus, ingitutions were largdy deterred from usng modern portfolio

theory as an investment strategy.

UMIFA broadened theinvestment authority of the boards of ingitutiond nonprofits so
that agoverning baard was no longer restricted to investments authorized for trustees. UMIFA
permitted the delegation of authority to independent financia advisors, authorzed the expend -
ture of appreciationin vaue of investment funds, and provided rules for the release of restric-
tions on theuse or investment of funds Asaresult, UMIFA enabled fund managers to use mod-

ern investment techniques such as total-return investing and unitrust-style spending.

Overdl, UMIFA hasbeen avery successful uniform act. Asof 2004,forty-seven juris-
dictionshad enacted UMIFA.X*° Althouwgh variations exist anongg these jurisdictions thegen-
erd principles of UMIFA have been dmost universally adopted.!’

168 Id.

169 Memorandun from Susan N. Gary, Reporter for UPMIFA, to Nationd Conference of
Lawyers and Corporate Fiduciaries (May 18, 2004)(onfile with author).
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Problems with UMIFA. Despite theenhanced flexibility in portfolio management made
avallable to ingitutiond nonprofits through the promulgation of UMIFA, problems ensued. For
example, UMIFA limited agoverning board@ expendture of endowment funds to theincreasein
vaue of thefundover thefund® Ohistoric ddlar vaue.3™ HDV is defined by UMIFA asthe
agoregate fair vauein ddlars of thefollowing threeitems: an endowment fundat thetimeit be-
came such; each subsequent dondion to thefundat thetimeit was made; and each accumulation
made pursuant to adirectionin theapplicable gift instrument at the time theaccumulationis
added to thefund!™® The determination of HDV madein good faith by the ingtitution is conclu-
svel™ Standardsof busness care and prudence are dso imposed; therefore, UMIFA did not

authori ze spending down to HDV if that would be imprudent.

The problem with theHDV standad isthat isit not indexed to the actud spending power
of theamourt contributed. Hence, for an older fund tha has substantialy appreciated, the HDV
limitationis virtudly meaningless. Conwersaly, with respect to more recently established funds
theHDV standad together with short-term market declines may preclude theimplementation of
themodern investment strategies that were the primary rationale for the promulgation of
UMIFA. For example, thevaue of atestamentary gift made by a donor who died in 2000might
have dropped significantly by 2001dueto thedot-com bug. Unde theHDV standad, the
donesisleft with two unpalatable options: ether invest for growth and halt spending until losses
are recouped, or invest for and spend only income generated .} One comment, circulated by
UPMIFAG Reporter to those invaved in the drafting process, stated the problem this way:

HDV isfatdly flawed becauseit is ndthe afunction of the passage of time nor afunction

of thereturn oninvestments. Thus, it departs from redity immediately and generaly
moves ever further away fromit. | sympathize with theurge to tether arule to afixed

170 Id.

171 UMIFA = 2. Historic ddlar vaue will sometimes hereinafter be referred to as (HDV.O
172 UMIFA =1(5).

173 Id.

174. Many advisors bdieve tha UMIFA does not preclude spending from ordinary income,
even if thefundvaue dips bdow HDV.
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point, but any chosen tethering point should have some likelihoodof approximating real-
ity. HDV falstha test. We should take courage, however, in thefact that reasonale
people N investors, regulators, and judges N can exercise good judgment and be held ac-
countable for bad judgment.*”™

In additionto theHDV standad, there were severd other problems with UMIFA. To
begin, theact was not congruent with the UPIA.X"® Rather, UMIFA provided a truncated pru-
dence standad for investment decissonmaking, and it did not enumerate al of therelevant factors

acharity should congder in making investment decisions(as set forth in the UPIA).2’

Moreover, UMIFA contained several ambiguities. For example, althowgh it implemented
theHDV standad, UMIFA failed to provide clear answers to the questions a charity faces when
the value of assets drops bdow HDV.1"® Likewise, it was undear under UMIFA whether stan-
dardsfor managing and investing ingitutiond funds should be the same regardless of whether a

charitable entity is organized as a trust, a norprofit corporation, or in some other manner.*™

In 2002,a Drafting Committee of NCCUSL began work onanew version of UMIFA.
The most recent draft is entitled QJniform Prudent Management of Ingtitutiond Funds Act.O
Elimination of theHDV standad isnot theonly change from UMIFA that the new uniform law
would make. According to its Prefatory Note, UPM I FA addsto the statutory languege six fac-
tors relevant to prudent portfolio management decisions, noneof which appears in the statutory

language of UMI FA:
¥ Give primary consideration to donorintent as expressed in agift insrument,

¥ Act ingoodfaith, with the care an ordinarily prudent person would exercise,

175 Emall message from Prof. Harvey P. Dale to Prof. Susan Gary (July 22,2004)(onfile
with author).

176. UPIA has been adopted in 42 states and the District of Columbia. UPMIFA Prefatory
Noteat 1.

177 1bid.
178 UMIFA Prefatory Note at 3.

179 UPMIFA Prefatory Noteat 1. UPMIFA makes absolutdy clear that its standadsapply
regardless of theform of theentity. See UPMIFA @ 2, comment on subsection (4).
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¥ Incur only reasonable costs in investing and managing charitable funds
¥ Make areasonale effort to verify relevant facts,

¥ Make decisionsabouteach asset in the context of the portfolio of investments, as

part of an overal investment strategy,

¥ Diversify investments unless dueto specid circumstances the purposes of the

fundare better served without diversification,

¥ Dispose of unauitable assets, and
¥ In generd, develop an investment strategy appropriate for thefundand the char-
ity.lso

The move away from HDV. Thecurrent draft of UPMIFA eliminates theHDV standard
of UMIFA. Inits placeisamorecarefully articulated standad of prudence that provides guid-
ance for norprofit ingtitutions.® UPMIFA darifies that in making investment and spending de-
cisons an ingtitution should attempt to ensure tha the value of the fundendures while providing

for the spending needsthat further the purpose of the endowment.

While the Drafting Committee was comfortable, after theeimination of HDV, rdying ex-
clusvely on prudence as the appropriate standad for spending, severa observers and a number
of attorneys genera have expressed worries over thelack of any presumed ceiling for spending.'®2
Concernswere articulated that, without (bright-lineOspending guidance, charities might be
tempted to spend more than is prudent or might have difficulty fixing a prudent spending pa-

180. UPMIFA Prefatory Note at 2.
181 UPMIFA a4,

182 Memorandum from Susan N. Gary, Reporter for UPMIFA, to UMIFA Drafting Commit-
tee, Advisors, and Observers (Aug. 22, 2005 (on file with author). Seedso Memorandum from
Susan N. Gary, Reporter for UPMIFA, to Drafting Committee and Observers (Nov. 22,2004
(onfilewith author); Memorandum from Susan N. Gary, Reporter for UPMIFA, to Drafting
Committee (July 16 2004)(on file with author); Memorandum from Susan N. Gary, Reporter for
UPMIFA, to Drafting Committee (May 25, 2004)(onfile with author); Memorandum from Su-
san N. Gary, Reporter for UPMIFA, to UMIFA Drafting Committee (Oct. 20, 2003)(onfile
with author) (adl detailing comments received over thelack of abright-line spending rule).
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tern.’®® Some advocated the creation of a Gafe harborOfor spending, but this ideawas rejected
by the Drafting Committee.'®*

However, in response to these concerns the current draft of UPMIFA combines the dele-
tion of theHDV standard with the addition of an optiond statutory provision creating a @ebut-
table presumption of imprudence.3*° Unde this optiond subsection, arebuttable presumption
of imprudenceis triggered if expendituresin any year exceed seven percent of thevaue of the
assets of an endowment fund For this purpose, anot-less-than-three-year rolling averageis to
beused to calculate the vaue of thefund®® If endowvment spending does exceed seven percent,
an ingitution can rebut this presumption by producing evidence tha expenditures above that

amourt are prudent.*®’

To signd tha the presumptionis optiond, thereevant statutory language is bracketed.
According to the preliminary comment to the current draft, while Qorudence will dictate the
amourt an institution should spend, a state may choose to adopt [the rebuttable presumption of
imprudence] as part of UPMIFA.G%

The rebuttable presumption. Theconcernsof those wishing to substitute a 7%-spend-

rate presumption of imprudence, as a trade-off for therepeal of theHDV rule, are probably two:

¥ Some Attorney GenerasOstaff desire a bright-linetest to make it easier for them to inter-

vene to deter over-spending, and

183 See supranote 169
184. Id.

185. 1d.

186 UPMIFA = 4(d).

187. Theconcept and language in this section are taken from Mass. Gen. L. ch. 180A, & 2
(2004) Massachusetts enacted this law as part of its UMIFA statute in 1975 and New Mexico
adopted the same presumptionin 1978. See N.M.SA. ©46-9-2 (C) (2004) Thecurrent draft of
UPMIFA clarifies that the three year period applies to the three years immediately preceding the
year of theexpendture. UPMIFA cmt. & 4.

188 Id.
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¥

Some banks and trustee ingtitutions desire a bright-line test to make it easier for them e-
ther to decline pleas for more fundng from beneficiary chaities or to fee comfortable

authorizing spending.

These are both undestandable. Adoption of the presumption should, however, be opposed be-

cause UPMIFA will provide a better statutory standad if HDV is diminated without the crea-

tion of anew, mechanical test that lacks nuance, adds complexity, and isn® cons stent with mod-

ern portfolio practices.

Thereasons for repeding the HDV rule have dready been discussed, above. Thenew 7%

presumptionis aso unwise for both technica and policy reasons. On thetechnical side:

¥

Thecdculation of thevaue of thefund,aganst which the 7% is to beapplied, isto be
made n the basis of market values determined at least quaterly and averaged over a pe-
riod of notless than three yearsimmediately preceding the year in which theappropria-
tion for expenditureismade . . . .G*° Thus, at aminimum, the computation will invalve
collecting data for 12 valuation points. Thecomments, happily, state that (t]he perioda
charity uses to cdculate the presumption (three or more years) and the frequency of
valuation (at least quaterly) will be binding in any determination of whether the pre-
sumption applies. 3% At least that meansthat acharity won®befaced with a poten-
tidly different vaue caculated by an angry Attorney Generd udang different periodsand
different sampling frequencies. Neverthdess, acharity wishing to spend at a high rate N
and anxious to know what range of spending it might safely undetake N may be put to
the task of calculating notonebut severd (or many) dternative vauationsusing different
periodsand different sampling frequencies. Some of these caculationsmight require gath-
ering data for many more than 12 valuation points. If the portfolio is substantid, each
vauation point may require determining hundeds or thousands of indvidua security val-

189 UPMIFA = 4(d).
190 UPMIA a4, comments at 28.
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ues, including values for hddingsthat areilliquid.** It is hard to believe this potentialy

massive effort will be worth thecos.

¥ The presumption is rebuttable. Thecomments eucidate that, if it is triggered, Qheinsti-
tution will have to carry the burden of produdion (i.e., the burden of going forward with)
other evidence that would tend to demondrate that its decisonwas prudent. Theexis-
tence of the presumption does not shift the burden of persuasion to the charity.3% In
most cases, it will befairly easy for acharity to introduce some scintilla of evidence to
carry its burden of produdion, following which the presumption fals away.**®* On the
onehand, this meansthe presumption has very little vaue for the regulators who wanted
abright-line test; on the other, it makes onewonde& why the computationd effort should
beimposed on acharity in thefirst place. If the presumption doesn®hdp much but nev-
erthdess imposes burdens on charities, a proper weighing of the cog-bendit consdera

tions should suggest that it not beadopted.

As amatter of soundpolicy, it hard to see why specid statutory concern should be ex-
pressed abou too much, rather than too little, expendture for charitable purposes. All are aware
of the 5% minimum distribution rules applicable to private founditions'®* Recent heated de-
bates, on thefedera level, have focused on whether those rules should be tightened in order to
promote more current distributions Why, then, shodd auniform law at the state leve try to
crimp spending at 7%? Theonly apparent answer is to protect Qlonorintent.O It isbeyondthe
scope of this paper to explore the anfractuous arguments bearing on how best to bdance fedty to

donorintent against appropriate flexibility to meet new and unforeseen circumstances; the papers

191 Consder thedifficulty and cost of obtaining aminimum of 12, and perhgps many more,
appraisas of variousred estate holdings, venture capital investments, hedge funds etc., located
al over theworld.

192 UPMIFA 4, comments at 28.

193 This may somewhat assuage the anxiety of charitiesOstaff and officers, but familiarity
with the charitable sector makes theauthor bdieve that it will not assuageit sufficiently for them
to ignore the presumption and dispense with the calculations

194 |.R.C. 24942
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presented at a recent two-day conference on the subject provide some useful andyses.'®® Many
people, includng theauthor, believe that therisks flowing from overly-rigid adherence to ado-
nor@ intent exceed the risks arising from charitable spending frolics the donorwould have dis-
liked. Theissueat stake here does not invadve diversion of charitable fundsfrom purposes estab-
lished by thedonorN therisk of faithless misdirection of fundshas not been raised. Rather, the
ony questionis the pace at which fundsare expended for the purposes concededly contemplated
by thedonor. Furthermore, therule of prudence remains sovereign: spending at arate less than
196 ;

7% may beimprudent, as the UPMIFA comments clearly state,™” jus as spending at arate of

7% or more may be prudent.

MonorintentOmay be thowght of as having three different aspects: substantive, tempo-
ra, and procedurd. Consder, for example, adonor, D, who gives an endovment fundto univer-
sity X for student scholarships. The substantive intent is to benefit needy students; the tempo-
rd intent isfor thefundto last in perpetuity; the procedurd intent isfor X to exerciseits discre-
tionin taking care of all of thedetails, e.g., investingthefund deciding on thecriteriaand financia
formulae for student digibility, selecting the particular students to receive schdarships, etc. Im-
portantly, the debate abou whether to adopt therebuttable presumption, jus like the debate
(now resolved) about repealing the HDV rule, does not invdve substantive intent: dl parties as-
sume that X will faithfully use thefundfor student scholarships. Thedebateis only about D&
tempora intent. Interestingly, little or no attention has been paid to D& procedurd intent. After
al, D sdected X to make many implementing decisons and obvioudy chose to trust X to make
and modfy themin perpetuity. Those decisonswill dl have meaningful impact on theimple-
mentation of D@ wishes. If D@ procedura intent expresses such confidencein X, why should
the statute pick out D& temporal intent as requiring specia protection? Theoveral prudence

195 Theconference, held Oct. 27-28, 2005,under the auspices of the Nationd Center on Phi-
lanthropy and the Law, was entitled, GGrasping the Nettle N Respecting Donor Intent and
Avoiding the @ead Hand@D In due course, the papers will be available ontheweb site of the
NCPL.

196. UPMIFA = 4, comments at 28 (dExpenditures at six percent might well beimprudently
high.Q
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standad still applies; thedrafters of UPMIFA explicitly stated, and theauthor agrees, tha this
standad is both Gappropriate and adequate. 3%’

For dl of these reasons, it is possible that the presumption will not be enacted by all
states. Because the presumptionisoptiond, each state will be required to decide whether to
adopt it. Itisto behoped tha most will choo not to do so. The pressuresin favor of abright-
line mechanica test should be resisted, the prudence standard should be relied onas both appro-
priate and adequate, and the burdens and technica problems that would follow from adoption of
the presumption should be avoided.

Next steps for UPMIFA. TheUPMIFA Drafting Committee had its last official meeting
theweekend of January 21,2006. At that meeting, arepresentative of the Nationd Assodation
of State Chaity Officias'® continued to voice concernsabout thedimination of the HDV stan-
dard. However, those concernsfocused on smal chaities and endowments. Accordingly, the
Drafting Committee added a hotice provisionGn the comments accompanying the statute.**°
Thenatice provision provides tha if acharity has aggregate endowment funds of less than $2
million 2 and the charity wants to make an expenditure that will take fundsbdow HDV, the
charity mugt notify the Attorney Generd andgivethe Attorney Gened sixty days to respond.
Thisgives the Attorney Genera an opportunity to meet with the charity or take other appropri-
ate action. Because thisisaonly anatice provision, however, Attorney Genera pemissionis

not required for thecharity to make theexpendture.

197. UPMIFA Prefatory Note at 5 (emphasis added).

198 TheNationd Assodation of State Charity Officias will hereinafter be referred to as
ONASCO.0

199 UPMIFA @4, cmt.

200. Unfortunaely, the$2 million figureis not indexed and thus will inevitably become too
small with the passage of time.

48



TheDrafting Committee is currently awaiting feedback on the new rebuttable presump-
tion of imprudence and the new notice provision®® Thelatest draft will be up for afina review
and approvd by thecommissioners comprising the NCCUSL in early July 2006. Assuming the
commissioners approve thedraft, UPMIFA will be officia as of that vote (superseding
UMIFA), andafind draft will be promulgated in thelate summer or early fal of 2006 It will
then go to the states for adoption.

Conclusion

Thelaw@ learning about prudent investing has proceeded perhaps too dowly since the
publication of Harry Markowitz&indghtsin 1952 Neverthdess, by theend of the 20" Century
thelaw for themog part reflected and embraced M odern Portfolio Theory, athough more re-
mainsto be dore to complete thetask. It would be sad indeed if politics, perceptions, or other
pressures now began to pervert the Prudent Investor Rule. Theinstances discussed in this paper
are, hopefully, exceptions to the otherwise generaly good progress. Still, vigilance will no doubt

berequired.

One possible route to prevent outlier states from perverting the Prudent Investor Rule
might be, if congitutiondly permissible, adoption of asensible federa rule tha preempted in-
congstent statelaws. That route should be steadfastly opposed, however, because federdization
of charity law, evenin ad of protecting prudent standardsfor investing, would dramaticaly in-
crease therisk of achilling uniformity and orthodaxy overcoming the pluralism and feistiness that

is such acritical and vauable trait of this country@ nonprofit sector.

201 Terry Knowles, Registrar N Charitable Trusts Unit in the Department of the Attormney
Generd of New Hampshire and the current President of NASCO, an observer in the UPMIFA
drafting process, plans to meet with NASCO officias to gauge thar feedback on the current
draft.
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