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PROTECTING SHAREHOLDERS AND ENHANC-
ING PUBLIC CONFIDENCE BY IMPROVING
CORPORATE GOVERNANCE

WEDNESDAY, JULY 29, 2009

U.S. SENATE,
SUBCOMMITTEE ON SECURITIES, INSURANCE, AND
INVESTMENT,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met at 2:35 p.m., in room SD-538, Dirksen
Senate Office Building, Senator Jack Reed (Chairman of the Sub-
committee) presiding.

OPENING STATEMENT OF CHAIRMAN JACK REED

Chairman REED. Let me call the hearing to order and welcome
our witnesses. Thank you, ladies and gentlemen. We expect mo-
mentarily that the Ranking Member will arrive, and I thank Sen-
ator Corker and Senator Menendez for joining us.

Today’s hearing will focus on corporate boardrooms and try to
help us better understand the misaligned incentives that drove
Wall Street executives to take harmful risks with the life savings
and retirement income of so many people. This Subcommittee has
held several hearings in recent months to focus on gaps in our fi-
nancial regulatory system, including the largely unregulated mar-
kets for over-the-counter derivatives, hedge funds, and other pri-
vate investment pools.

We have also examined problems that resulted from regulators
simply failing to use the authority they had, such as our hearing
in March that uncovered defective risk management systems at
major financial institutions.

But although regulators play a critical role in policing the mar-
kets, they will always struggle to keep up with evolving and cut-
ting-edge industries. Today’s hearing will examine how we can bet-
ter empower shareholders to hold corporate boards accountable for
their actions and make sure that executive pay and other incen-
tives are used to help companies better focus on long-term perform-
ance goals over day-to-day profits. In this latter regard, this is a
timely hearing based on the action yesterday of the House Finan-
cial Services Committee.

Wall Street executives who pursued reckless products and activi-
ties they did not understand brought our financial system to this
crisis. Many of the boards that were supposed to look out for share-
holders’ interests failed at this most basic of jobs. This hearing will

o))



2

help determine where the corporate governance structure is strong,
where it needs improvement, and what role the Federal Govern-
ment should play in this effort.

I will ask our witnesses what the financial crisis has revealed
about current laws and regulations surrounding corporate govern-
ance, including executive compensation, board composition, election
of directors and other proxy rules, and risk management. In par-
ticular, we will discuss proposals to improve the quality of boards
by increasing shareholder input into board membership and requir-
ing annual election of and majority voting for each board member.

We will also discuss requiring “say-on-pay,” or shareholder en-
dorsements of executive compensation. We need to find ways to
help public companies align their compensation practices with long-
term shareholder value and for financial institutions overall firm
safety and soundness. We also need to ensure that compensation
committee members who play key roles in setting executive pay are
appropriately independent from the firm managers that they are
paying.

Other key proposals would require public companies to create
risk management activities on their boards and separate the chair
and CEO positions to ensure that the CEO is held accountable by
the board and an independent chair.

I hope today’s hearing will allow us to examine these and other
proposals and take needed steps to promote corporate responsive-
ness to the interests of shareholders, and I welcome today’s wit-
nesses and look forward to the testimony.

Now let me recognize Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman. I am sorry I am
just a little late. Phone calls are a pain right now.

This is a very important topic for us, but a hard one to deal with.
While we may be able to make some reforms that will promote
good long-term performance and responsible behavior, we will not,
I say, be able to prevent bad decisions or failures. After all, we can-
not legislate good judgment or ethics. And we already have the ul-
timate form of accountability through bankruptcy.

In general, pay should promote good long-term performance, and
shareholders must share in the gain, not just executives and trad-
ers. Boards must be more involved—I say that again: Boards must
be more involved and be an effective check on management. Proxy
access must benefit the majority of stockholders and encourage
long-term values. If we are not careful, those changes could have
the exact opposite effect by empowering a minority of shareholders
to strip the company of value and encourage risky behavior in
search of short-term profits.

While we are right to be outraged at what has gone on in the
financial sector, we must be careful that efforts to rein in Wall
Street’s behavior do not put handcuffs on other businesses that
have different needs and challenges. Corporate law for the first
230-plus years of this country has been handled pretty well at the
State level, and if we are going to change that, we should be sure
of what we are doing. And I am sure looking forward to hearing
what our panel has to say.



Thank you.

Chairman REED. Thank you very much, Senator Bunning.

Senator Corker, do you have any opening comments?

Senator CORKER. As always, I prefer to listen to the witnesses
and ask questions, but thank you all for being here.

Chairman REED. Thank you, Senator.

Senator Schumer has arrived, and I know he has taken a leader-
ship role on this issue of corporate governance with his legislative
proposals and his constant attention. In fact, it was Senator Schu-
mer’s suggestion that we hold this hearing, so I want to recognize
him for any comments that he might have.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Well, thank you, Senator Reed, and let me ex-
press my profound gratitude to you for holding this hearing and to
Ranking Member Bunning for being here as well on such an impor-
tant subject.

As you acknowledged, Mr. Chairman, corporate governance is of
great importance to me, and I introduced the Shareholder Bill of
Rights with Senator Cantwell earlier this year. The bill was sup-
ported by 20 major pension funds, consumer groups, labor unions,
and just yesterday, the House Financial Services Committee passed
a “say-on-pay” bill similar to the “say-on-pay” we have in the
Shareholder Bill of Rights. So I am glad to see Congress is moving
forward in this process, and today’s hearing is a great opportunity
to get a chance to explore these issues in more detail.

In the last year-plus, we have talked a great deal about the fail-
ures of regulation and Government oversight in the financial sys-
tem. But our dynamic economy and capital markets also depend on
internal oversight by vigilant boards of directors who ensure that
management is steering the ship in the right direction.

Unfortunately, there are far too many cases recently where
boards of directors, not just regulators, were asleep at the wheel,
or even complicit in practices that caused great harm to our econ-
omy and shook public confidence in our capital markets. Executives
who encouraged risk-taking that they did not understand were not
checked by their boards. Compensation packages that rewarded
short-term actions but not long-term thinking were not undone by
their boards.

Fundamentally, too many boards neglected their most important
job: prioritizing the long-time health of their firms and their share-
holders and carefully overseeing management. In other words,
there was widespread failure of corporate governance that has
proven disastrous not just for individual businesses but for the
economy as a whole.

And there are many in this room on both sides of the aisle who
say, you know, the Government cannot get involved in the details
of what a company does. And that is right. That is our free market
system. But the place that there is supposed to be a check is in the
board of directors, and when over the years in too many compa-
nies—there are many companies that have good boards and many
companies that already have implemented many if not all the re-
forms in our bill. But in too many companies, the boards did not
do the job.
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And the damage. What if the board of AIG had checked some of
its actions? What is the board of Bear Stearns had checked some
of its actions? The taxpayers probably would have saved hundreds
of billions of dollars. So it affects all of us. It is not just the
internals of the company.

And so Senator Cantwell introduced our bill. It makes corporate
boards accountable to the shareholders whose interests they are
supposed to protect. The Shareholder Bill of Rights will go a long
way to making sure that these failures do not happen again, and
as everyone knows, there are six key components in our bill. I am
not going to read them. I am going to save that in the interest of
time.

Several elements of the bill have already been in place, as I said,
by many corporations, and that is important to remember, because
for many corporations, these are already best practices. Well-run
companies do not fear their shareholders because they recognize
that boards, management, and shareholders share the same inter-
ests: long-term growth and profitability. The greatest damage oc-
curs not when boards are too active, but when they are not active
enough.

I think the Shareholder Bill of Rights will go a long way to en-
suring that companies are responsive to their shareholders’ inter-
ests. I thank you and congratulate you, Chairman Reed, for putting
together an excellent panel. I look forward to the hearing, the testi-
mony of the witnesses, and I would ask that my entire statement
be put in the record.

Chairman REED. Without objection, all statements will be put in
the record.

Senator Corker, do you have a comment?

Senator CORKER. Mr. Chairman, this is an unusual request. I do
not really know what those six elements are, and I think since it
sounds like

Senator SCHUMER. Since you ask——

Senator CORKER. This has not been a highly debated bill. Since
I sense this hearing has a lot to do with the fact that this bill is
being introduced, it might be good for all of us to know what those
six elements are?

Senator SCHUMER. OK. May I read them, Mr. Chairman? It will
take a minute.

Chairman REED. Absolutely. This is

Senator SCHUMER. Unusual.

Chairman REED. Unusual. Usually, you do not need encourage-
ment.

[Laughter.]

Senator CORKER. Let me say this. I want to, for the record, note
that I usually do not like to hear any opening comments, but in
this case, since——

Senator SCHUMER. Yes, well, thank you. And I was going to say,
similar to what Jack Reed said, this is the first time that someone
has asked Chuck Schumer to say more on a subject than he has
said. Here they are.

First, we require all public companies hold an advisory share-
holder vote on executive compensation and obtain shareholder ap-
proval for golden parachutes.
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Second, we instruct the SEC to issue rules allowing long-term
shareholders with significant stakes in the company to have access
to the company’s proxy form if they want to nominate directors to
the board. If you are going to try to keep the board honest, you
ought to have access to proxies. Now it is next to impossible for
people to get.

Third, it requires boards of directors to receive a majority of the
vote in uncontested elections in order to remain on the board. It
makes no sense for board members to be reelected if the majority
of shareholders casting ballots vote against them.

Fourth, it eliminates staggered boards which insulate board
members from the consequences of their decisions by requiring all
directors to face election annually.

Fifth, it requires public companies to split the jobs of CEO and
chairman of the board and requires the chairman to be an inde-
pendent director. That one has gotten the most pushback from the
corporate world. That surprised me, but that is the facts.

And, sixth, and finally, requires public companies to create a sep-
arate risk committee containing all independent directors to assess
the risks that the company is undertaking.

Thank you, Mr. Chairman. Thank you, Senator Corker.

Chairman REED. Thank you both.

We have been joined by Senator Warner. I wonder if you have
any opening comments, Senator.

Senator WARNER. I will—have I missed testimony already?

Chairman REED. No, you have not.

Senator WARNER. I am anxiously looking forward to the testi-
mony.

Chairman REED. Thank you. Now let me introduce our wit-
nesses.

Our first is Ms. Meredith B. Cross, the Director of the Division
of Corporation Finance at the U.S. Securities and Exchange Com-
mission. Prior to joining the staff in June 2009, Ms. Cross was a
partner at Wilmer, Cutler, Pickering, Hale & Dorr in Washington,
DC, where she advised clients on corporate and securities matters,
was involved with the full range of issues faced by public and pri-
vate companies in capital raising and financial reporting. Prior to
joining Wilmer Hale, Ms. Cross worked at the SEC from 1990 to
1998 in various capacities, including chief counsel and deputy di-
rector of the division she now leads.

Our next witness is Professor John C. Coates. Professor Coates
is the John F. Cogan, Jr. Professor of Law and Economics at Har-
vard Law School. He joined the faculty in 1997 after practicing at
the New York law firm of Wachtell, Lipton, Rosen & Katz where
he was a partner specializing in mergers and acquisitions, cor-
porate and securities law, and the regulation of financial institu-
tions. He is a member of the Legal Advisory Committee of the New
York Stock Exchange, and he is the author of a number of articles
on corporate, securities, and financial institution law and for 7
years coauthored the leading annual survey of development and fi-
nancial institution M&A.

Our next witness is Ms. Ann Yerger. She is the Executive Direc-
tor of the Council of Institutional Investors, an organization of pub-
lic, corporate, and Taft-Hartley pension funds. Ms. Yerger joined
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the council in early 1996 as the Director of the Council’s Research
Service before being named Executive Director in January 2005.
Her prior experiences include work at the Investor Responsibility
Research Center and Wachovia Bank.

Our next witness is Mr. John J. Castellani. Mr. Castellani is the
President of the Business Roundtable, an association of chief execu-
tive officers of U.S. companies. Mr. Castellani joined the Business
Roundtable in May 2001 and had led the group’s efforts on public
policy issues ranging from trade expansion to civil justice reform to
fiscal policy. Prior to becoming President of the Business Round-
table, Mr. Castellani was Executive Vice President of Tenneco, In-
corporated.

Our next witness is Professor J.W. Verret. Professor Verret is an
Assistant Professor of Law at George Mason University School of
Law. He has written extensively on corporate law topics, including
a recent paper cowritten with Chief Justice Myron T. Steele of the
Delaware Supreme Court. Prior to joining the faculty at George
Mason Law School, Professor Verret was an associate in the SEC
Enforcement Defense Practice Group at Skadden Arps in Wash-
ington, DC, and also served as a law clerk for Vice Chancellor John
W. Noble of the Delaware Court of Chancery. This forum is critical
for disputes between shareholders and directors of Delaware cor-
porations—which, by the way represents about 70 percent of the
publicly traded corporations.

Our final witness is Mr. Richard C. Ferlauto. Mr. Ferlauto is Di-
rector of Corporate Governance and Pension Investment at the
American Federation of State, County, and Municipal Employees,
AFSCME, where he is responsible for representing public employee
interest and public retirement and benefit systems. Mr. Ferlauto is
also the founder and chairman of ShareOwners.org, a nonprofit,
nonpartisan shareholder education organization. Prior to joining
AFSCME, Mr. Ferlauto was the Managing Director of Proxy Voter
Services/ISS, which provides proxy advisory services to Taft-Hart-
ley and publicly funded plan sponsors.

I appreciate all of your appearance here today and let me recog-
nize Ms. Cross.

STATEMENT OF MEREDITH B. CROSS, DIRECTOR, DIVISION OF
CORPORATION FINANCE, SECURITIES AND EXCHANGE COM-
MISSION

Ms. Cross. Good afternoon, Chairman Reed, Ranking Member
Bunning, and Members of the Subcommittee. My name is Meredith
Cross, and I am Director of the Division of Corporation Finance at
the U.S. Securities and Exchange Commission. As you noted, I just
rejoined the SEC staff in June of this year after more than 10
years in private practice here in Washington. I worked at the SEC
for most of the 1990s, and I am delighted to be back at the agency
at this critical time in the regulation of our financial markets. I am
pleased to testify on behalf of the Commission today on the topics
of corporate governance and the agency’s ongoing efforts to assure
that investors have the information they need to make informed
voting and investment decisions.

Good corporate governance is essential to investor confidence in
the markets, and it cannot exist without transparency—that is,
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timely and complete disclosure of material information. In respond-
ing to the market crisis and erosion of investor confidence, the
Commission has identified and taken steps over the past months
in a number of significant areas where the Commission believes en-
hanced disclosure standards and other rule changes may further
address the concerns of the investing public.

Two months ago, the Commission voted to approve proposals de-
signed to help shareholders more effectively exercise their State
law right to nominate directors. Under the proposals, shareholders
who otherwise have the right to nominate directors at a share-
holder meeting would, subject to certain conditions, be able to in-
clude a limited number of nominees in the company proxy mate-
rials that are sent to all shareholders whose votes are being solic-
ited. Shareholders also would have an expanded ability to include
in company proxy materials shareholder proposals addressing this
important topic. In addition, the Commission recently proposed
amendments to its proxy rules to enhance the disclosure that is
provided to shareholders in company proxy statements, a key docu-
ment in shareholders’ voting decisions on the election of directors.

Under the proposals, shareholders would receive expanded infor-
mation about the qualifications of directors and director can-
didates, the board’s leadership structure and role in risk manage-
ment, and potential conflicts of interest of compensation consult-
ants, in addition to enhanced disclosure concerning the company’s
compensation policies and whether they create incentives for em-
ployees to act in a way that creates risks that are not aligned with
the company’s objectives. The proposal also would improve the re-
porting of annual stock and option awards to company executives
and directors and would require quicker reporting of shareholder
vote results.

The Commission also recently proposed amendments to the proxy
rules to clarify the requirements consistent with the Emergency
Economic Stabilization Act of 2009 for a “say-on-pay” vote at public
companies that have received and not repaid financial assistance
under the TARP and approved changes to the New York Stock Ex-
change rules to prohibit brokers from voting shares held in street
name in director elections unless they have received specific voting
instructions from their customers.

Finally, the Commission has asked the staff to undertake this
year a comprehensive review of other potential improvements to
the proxy voting system and shareholder communications rules.
The Commission looks forward to hearing from the public on the
outstanding proposals and to carefully considering all views in
moving forward over the coming months.

Thank you again for inviting me to appear before you today and
for the Subcommittee’s support of the agency in its efforts at this
critical time for our Nation’s investors. The Commission will re-
main vigilant in its efforts to support strong corporate governance
and disclosure practices and also stands ready to lend whatever as-
sistance it can to the work that is going on outside the agency on
these important topics.

I would be happy to answer any questions you may have.

Chairman REED. Thank you very much, Ms. Cross.

Professor Coates.
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STATEMENT OF JOHN C. COATES IV, JOHN F. COGAN, JR., PRO-
FESSOR OF LAW AND ECONOMICS, HARVARD LAW SCHOOL

Mr. CoOATES. Thank you, Senator Reed, thank you, Ranking
Member Bunning, and the rest of the Members of the Committee
who are. I very much appreciate the opportunity to talk about cor-
porate governance.

Good corporate governance is an essential foundation to economic
growth, and so this could not be a more important time for the
Congress to be focusing on it.

There are a large number of reforms—six in Senator Schumer’s
bill alone, and there are many others—that we could talk about. I
am going to talk about a few. I am happy to talk about others that
you may have questions about or want to explore. But before I talk
about specifics, let me make two general remarks that I think
should be kept in mind in thinking about any particular reform.

First, and maybe a little controversially, I think it is fair to say
that the academic perspective on corporate governance would view
financial firms differently than other kinds of corporations, and not
in the straightforward way that you might think; that is to say,
shareholders of financial firms want financial firms to take risk
and want them to take more risk than may be appropriate from the
perspective of the taxpayer. That is because many of the large fi-
nancial institutions are, as we have learned, too big, too complex
to fail, so that from the shareholders’ perspective, if things go well
with the risks that the companies take, they are on the upside; and
if things go badly, then in the end it is the taxpayer who helps de-
fray the costs to the shareholders.

As a result of that, I do not think that it would be a good idea
to give shareholders considerably more power in the governance of
large financial institutions. I think, in fact, if anything, financial
regulators should be given more authority to check the power that
shareholders have, at least on particular issues—compensation
being one. The compensation structures and incentives that share-
holders, even if the boards are doing exactly the right thing for
shareholder, that shareholders want of large banks are not the
ones that are going to be the most safe and most sound from the
persllzective of the American public. So that is the first general re-
mark.

Second is across the board on this, I think it is fair to say that
academic and scientific research more generally is quite weak. It
is evolving. There is almost no nontrivial issue in corporate govern-
ance about which there is not fierce academic as well as political
argument. That cautions against passing rules that are fixed, man-
datory, and are hard to change over time. Instead, it cautions for
giving shareholders the ability to adopt rules for their own compa-
nies, facilitating collective action by them—and that is an impor-
tant role, I think, that regulation can play. Shareholders of public
companies are dispersed, cannot easily act on their own, and often
face entrenched boards who are unwilling to make changes when
they are, in fact, the best thing for the companies.

The caution about the weakness of the scientific evidence is also
not a reason to do nothing because what I just said is one thing
that there is general consensus on. Disperse shareholders have a
hard time acting for themselves as the number of shareholders in-
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crease. And the other general consensus, I would say, across the
board is that corporate governance in the United States in the last
10 to 20 years has not performed terribly well at a large number
of companies. And so there is need for change, and there is need
for carefully considered moderate reforms of a kind that can be re-
vised over time as learning on these subjects grows.

So on the specifics, let me say quickly, I think the evidence that
we do have is that “say-on-pay” is a good idea, and I am happy to
expound on that beyond that bottom-line conclusion.

I would say for large companies, splitting CEOs from chairmen
has some evidence behind it that that is a good thing. Smaller com-
panies, I am not so sure the evidence is there. But as long as the
SEC is given appropriate authority to tailor any legislation in this
area, I think that would be a good thing to pursue.

I would say that staggered boards, the evidence, if anything,
runs against eliminating them. They are an important option be-
tween, on the one hand, a fully contestable corporate governance
structure where every director is up for election every year, and a
governance structure where essentially the insiders have complete
control, as in the case of Google, which is a reasonably successful
company. In between, staggered boards have proven to be a type
of governance structure that investors and new IPOs have been
willing to put their money behind, and to ban them across the
board I don’t think is supported by the evidence at the moment.

On shareholder access, just to wrap up, frankly there is no evi-
dence, and I think there is—that is a reason to proceed, but to pro-
ceed cautiously, to proceed through the SEC, and here I think the
SEC already has adequate authority to pursue this topic. But the
one thing Congress probably could clarify is exactly what their au-
thority is in this area, and I think that would be a good thing.

With that, thank you.

Chairman REED. Thank you very much, Professor Coates.

Ms. Yerger.

STATEMENT OF ANN YERGER, EXECUTIVE DIRECTOR,
COUNCIL OF INSTITUTIONAL INVESTORS

Ms. YERGER. Good afternoon. Thank you very much for the op-
portunity to share the council’s views on the very important issues
under consideration today.

By way of introduction, council members are responsible for safe-
guarding assets used to fund the retirement of millions of individ-
uals throughout the United States. They are capitalists, respon-
sible for an aggregate portfolio of somewhere north of $3 trillion in
assets. They have a very significant commitment to the domestic
markets, on average investing about 60 percent of their portfolios
in stocks and bonds of U.S. public companies. And they are long-
term, patient investors due to their long investment horizons and
their very heavy commitment to passive investment strategies.

Council members have been very deeply impacted by the finan-
cial crisis, and they have a vested interest in ensuring that the
gaps and shortcomings exposed by this crisis are repaired. Clearly,
a review and restructuring of the U.S. financial regulatory model
are necessary steps toward restoring investor confidence and pro-
tecting against a repeat of these failures. But regulatory reform
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alone is insufficient. Corporate governance failures also contributed
to this crisis, and as a result, governance reforms are an essential
piece of the reform puzzle.

Failures of board oversight, of enterprise risk, and executive pay
were clear contributors to this crisis. In particular, far too many
boards structured and approved executive pay programs that moti-
vated excessive risk-taking and paid huge rewards, often with little
or no downside risk, for short-term results. Current corporate gov-
ernance rules also failed by denying owners of U.S. companies the
most basic rights to hold directors accountable. The council believes
governance reforms in four areas are essential, and, Senator Schu-
mer, they will be familiar to you.

First, Congress should mandate majority voting for directors of
all U.S. public companies. It is a national disgrace that under most
State laws the default standard for uncontested director elections
is a plurality vote, which means that a director is elected even if
a majority of the shares are withheld from the nominee. The cor-
porate law community has taken baby steps to accommodate major-
ity voting, and some companies have volunteered to adopt majority
voting, but sometimes only when pressured by shareowners.

But while many of the largest U.S. companies have adopted ma-
jority voting, plurality voting still dominates at small and midsized
U.S. companies. This is a fundamental flaw in our governance
model. Given the failure by the States, particularly Delaware, to
lead this reform, the council believes that the U.S. Congress must
legislate this important and most basic shareowner right.

Second, Congress should affirm the SEC’s authority to promul-
gate rules allowing owners to place their director nominees on
management’s proxy card. The council believes a modest proxy ac-
cess mechanism would substantially contribute to the health of our
U.S. governance model by making boards more responsive to
shareowners, more thoughtful about whom they nominate, and
more vigilant about their oversight responsibilities.

The council commends the SEC for its leadership on this impor-
tant reform, but, unfortunately, the SEC may face unnecessary,
costly, and time-consuming litigation in response to any approved
access mechanism. To ensure that owners of U.S. companies face
no needless delays over the effective date of this critical reform, the
council recommends congressional affirmation of the SEC’s author-
ity.

Third, Congress should pass legislation mandating annual advi-
sory votes on executive pay, explore strengthening clawback stand-
ards, and support the SEC’s efforts to enhance executive pay disclo-
sures.

Council members have a vested interest in ensuring that U.S.
companies attract, retain, and motivate the highest-performing em-
ployees and executives. But as highlighted by this crisis, they are
harmed when poorly structured pay programs reward go-for-broke,
short-term performance that ultimately harms the company’s long
term.

The council believes executive pay issues are best addressed by:
first, requiring companies to provide full disclosure of key elements
of pay; second, ensuring that directors can be held accountable for
their pay decisions through majority voting and access mecha-
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nisms; third, by giving shareowners oversight of executive pay via
annual nonbinding votes; and, fourth, by requiring disgorgement of
ill-gotten gains.

One technical suggestion. We recommend that legislation man-
dating annual advisory votes stipulate that these are a nonroutine
matter for purposes of New York Stock Exchange Rule 452.

Fourth, Congress should mandate that all corporate boards be
chaired by an independent director. The council believes separating
these positions appropriately reflects differences in the roles, pro-
vides a better balance of power between the CEO and the board,
and facilitates strong, independent board leadership and func-
tioning.

In closing, empirical evidence from around the globe supports
these reforms. The experiences in other countries and, where appli-
cable, here in the United States are powerful evidence that these
reforms are not harmful to the markets and, of note, these meas-
ures do not reward short-termism. On the contrary, they are tools
to enable owners to think and act for the long term.

Thank you for your consideration of these important issues, and
I look forward to answering any questions.

Chairman REED. Thank you very much, Ms. Yerger.

Mr. Castellani.

STATEMENT OF JOHN J. CASTELLANI, PRESIDENT, BUSINESS
ROUNDTABLE

Mr. CASTELLANI. Thank you. Good afternoon, Mr. Chairman,
Ranking Member Bunning, Members of the Committee. I am John
Castellani, President of the Business Roundtable.

The Business Roundtable has long been at the forefront of efforts
to improve corporate governance. We have, in fact, been issuing
best practice statements in this area for more than three decades.
All of those best practice statements are driven by one principle:
To further U.S. companies’ ability to create jobs, product service
benefits, and shareholder value that improve the well-being of all
Americans.

At the outset, I must respectfully take issue with the premise
that the most significant cause of the current financial crisis was
problems in corporate governance. The financial crisis likely
stemmed from a variety of complex factors, including failures of the
regulatory system, over-leveraged financial markets, a real estate
bubble, as well as failures in risk management.

The recently established Financial Crisis Inquiry Commission is
just starting its work, and any attempt to make policy in response
to the purported causes would seem premature. In fact, to do so
could well exacerbate factors that may have contributed to the cri-
sis, such as the emphasis on short-term gains at the expense of
long-term sustainable growth.

Moreover, the problems giving rise to the financial crisis occurred
at a specific group of companies, financial institutions. Responding
by enacting a one-size-fits-all corporate governance regime applica-
ble to all 12,000 publicly traded companies really does not make
much sense. This approach fails to consider a number of factors
that I would like to spend the remainder of my time this afternoon
discussing.
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First, there has been sweeping transformation of corporate gov-
ernance practices in the past 6 years, many of which have been
proactively adopted by companies. For example, the average board
independence of S&P 1500 companies increased from 69 percent in
2003 to 78 percent in 2008. That same group of companies that
have a separate chairman of the board increased from 30 percent
in 2003 to 46 percent in 2008. Many companies have appointed an
independent lead or presiding director who, among other things,
presides over executive sessions of the independent directors. Com-
panies have adopted majority voting standards for the election of
directors. In fact, more than 70 percent of the S&P 500 companies
have done so. And many companies have moved to the annual elec-
tion of directors.

Second, applying a single one-size-fits-all approach to corporate
governance regardless of a company’s size, shareholder base, and
other circumstances simply will not work. While there is a mul-
titude of guidance about best practices in corporate governance,
each company must periodically assess the practices that will best
enlable it to operate most effectively to create long-term shareholder
value.

In this regard, we share the concerns recently expressed by New
Jersey Investment Council in the letter to SEC Chairman Schapiro,
that it is, quote, “troubled by the proliferation of rigid, prescriptive
responses which are costly, time consuming, unresponsive to indi-
vidual fact settings surrounding specific companies and industries,
and which may correlate only randomly with the creation of share-
holder value.”

Third, for more than 200 years, State corporate law has been the
bedrock upon which the modern business corporation has been cre-
ated and has thrived. It remains the most appropriate and effective
source of corporate governance. In large part, this stems from the
flexibility provided by its enabling nature and by its responsiveness
in adjusting to current developments. The amendments to Dela-
ware and other States’ laws over the past several years have facili-
tated majority voting and director elections, and the very recent
amendments in Delaware law to facilitate proxy access and proxy
reimbursement bylaws are examples of this responsiveness and
flexibility.

Fourth, to the extent that shareholders desire change in a par-
ticular company’s corporate governance, many avenues are avail-
able to them to make their views known and for companies to re-
spond. For example, shareholders may seek to have their proposals
included in company proxy statements. In recent years, many com-
panies have responded to these proposals by adopting significant
corporate governance changes, including majority voting for direc-
tors, special meetings called by shareholders, and the elimination
of super-majority voting requirements. Recently, some companies
have implemented an advisory vote on compensation, so-called
“say-on-pay,” in response to shareholder proposals. Shareholders
often engage in withhold campaigns against particular directors.
And further, shareholders can engage in proxy contests to elect
their director nominees to a company’s board.

Finally, the SEC has an important role in seeing that share-
holders receive the disclosures that they need to make informed de-
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cisions. In this regard, the SEC has issued a number of corporate
governance-related proposals that are aimed at improving disclo-
sure about director experience, board leadership structure, over-
sight of risk management, executive compensation, and potential
conflicts of interest with compensation consultants. The Business
Roundtable generally supports those.

Another more controversial SEC proposal seeks to amend the
proxy rules to permit shareholders to nominate directors in a com-
pany’s proxy materials. We have serious concerns with this pro-
posal, and we will share those concerns with the SEC in our com-
ments. But briefly, we believe that the adoption of this proposal
could promote short-termism, deter qualified directors from serving
on corporate boards, and lead to the election of special interest di-
rectors, increase the influence of the proxy advisory services, and
highlight voting integrity problems in the system.

In closing, let me emphasize the Roundtable’s commitment to ef-
fective governance practices and enabling U.S. companies to com-
pete globally, create jobs, and generate economic growth. However,
we must be careful that in a zeal to address our current financial
crisis, we do not adopt a one-size-fits-all approach that can under-
mine the stability of boards of directors and place companies under
even greater pressure for short-term performance. We must be cau-
tious that we don’t jeopardize the engine of American wealth and
prosperity.

Thank you.

Chairman REED. Thank you very much, Mr. Castellani.

Professor Verret, please.

STATEMENT OF J.W. VERRET, ASSISTANT PROFESSOR OF LAW,
GEORGE MASON UNIVERSITY SCHOOL OF LAW

Mr. VERRET. Chairman Reed, Ranking Member Bunning, and
distinguished Members of the Committee, I appreciate the oppor-
tunity to testify in this forum today. My name is J.W. Verret. I
teach corporate law at George Mason Law School. I am a Senior
Scholar with the Mercatus Center Financial Markets Working
Group, and I also run the Corporate federalism Initiative, a net-
work of scholars dedicated to studying the intersection of State and
Federal authority in corporate governance.

I will begin by addressing proxy access and executive compensa-
tion rules under consideration, neither of which address the cur-
rent financial crisis and both of which may result in significant un-
intended consequences. Then I will close with a list of factors that
did contribute to the present financial crisis.

I am concerned that some of the corporate governance proposals
recently advanced impede shareholder voice in corporate elections.
This is because they leave no room for investors to design corporate
governance structures appropriate for their particular cir-
cumstances and particular companies. Rather than expanding
shareholder choice, the proxy reform and “say-on-pay” proposals be-
fore this committee actually stand in the way of shareholder choice.
Most importantly, they do not permit a majority of shareholders to
reject the Federal approach.

The Director of the United Brotherhood of Carpenters said it
best. Quote, “We think less is more. Fewer votes and less often
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would allow us to put more resources toward intelligent analysis.”
The Brotherhood of Carpenters opposes the current proposal out of
concern about compliance costs. The proposals at issue today ignore
their concerns, as well as concerns of many other investors.

Consider why one might limit shareholders from considering al-
ternative means of shareholder access. It can only be because a ma-
jority of shareholders at many companies might reject the Federal
approach if given the opportunity. Not all shareholders share the
same goals. Public pension funds run by State elected officials and
union pension funds are among the most vocal proponents of the
proposals before this committee. There are many examples where
they used their power, their existing shareholder power, toward
their own special interests. Main Street investors deserve the right
to determine whether they want the politics of unions and State
pension funds to take place in their 401(k)s.

The current proposals also envision more disclosure about com-
pensation consultants. Such a discussion would be incomplete with-
out mentioning conflicts faced by proxy advisory firms like
RiskMetrics, an issue the current proposals have failed to address.

In addition, I will note that there is no evidence that executive
compensation played a role in the current crisis. If executive com-
pensation were to blame for the present crisis, we would see signifi-
cant difference between compensation policies at those companies
that recently returned their TARP money and those needing addi-
tional capital. We do not.

Many of the current proposals also seek to undermine and take
legislative credit for efforts currently underway at the State level
and in negotiations between investors and boards. This is true on
proxy access, the subject of recent rule making at the State level,
and it is true for Federal proposals on staggered boards, majority
voting, and independent chairmen.

We have run this experiment before. The Sarbanes-Oxley Act
passed in 2002 was an unprecedented shift in corporate govern-
ance, designed to prevent poor management practices. Between
2002, when Sarbanes-Oxley was passed, and 2008, the managerial
decisions that led to the current crisis were in full swing. I won’t
argue that Sarbanes-Oxley caused the crisis, but this does suggest
that corporate governance reform at the Federal level does a poor
job of preventing crisis.

And yet the financial crisis of 2008 must have a cause. I com-
mend this Committee’s determination to undercover it, but chal-
lenge whether corporate governance is, in fact, the culprit. Let me
suggest six alternative contributing factors for this Committee to
investigate.

One, the moral hazard problems created by the prospect of Gov-
ernment bailout.

Two, the market distortions caused by subsidization of the hous-
ing market through Fannie Mae, Freddie Mac, and Federal tax pol-
icy.

Three, regulatory failure by the banking regulators and the SEC
in setting appropriate risk-based capital reserve requirements for
investment in commercial banks.
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Four, short-term thinking on Wall Street, fed by institutional in-
vestor fixation on firms making and meeting quarterly earnings
predictions.

Five, a failure of credit-rating agencies to provide meaningful
analysis caused by an oligopoly in the credit-rating market sup-
ported by regulation.

Six, excessive write-downs in asset values under mark-to-market
accounting, demanded by accounting firms who refuse to sign off on
ballimce sheets out of concern about exposure to excessive litigation
risk.

Corporate governance is the foundation of American capital mar-
kets. Shifting that foundation requires deliberation and a respect
for the roles of States in corporate governance. Eroding that foun-
dation risks devastating effects for capital markets.

Thank you for the opportunity to testify and I look forward to an-
swering your questions.

Chairman REED. Thank you very much, Professor.

Mr. Ferlauto, please.

STATEMENT OF RICHARD C. FERLAUTO, DIRECTOR OF
CORPORATE GOVERNANCE AND PENSION INVESTMENT,
AMERICAN FEDERATION OF STATE, COUNTY, AND MUNIC-
IPAL EMPLOYEES

Mr. FERLAUTO. Good afternoon, Chairman Reed and Members of
the Committee. My name is Rich Ferlauto. I am Director of Cor-
porate Governance and Pension Investment for AFSCME, the pub-
lic employee union.

Our union has a long-term abiding interest in the health of the
capital markets. Our 1.6 million members are invested through
public pension systems that have assets over $1 trillion. They de-
pend on those assets for long-term retirement security. Those pub-
lic pension systems have got time horizons of 20 to 30 years in
which they need to pay out our member benefits so that we are a
long-time, long-term investor with those types of time horizons.

I might also mention that AFSCME and the AFSCME Pension
Fund early on sued AIG over proxy access rights because we under-
stood that the board had failed to do the type of risk disclosure
that we felt was necessary and part of the responsibility of direc-
tors.

I am also Chairman of Shareowners.org, a new nonprofit, non-
partisan social networking organization designed to give voice to
retail shareholders who rarely have opportunities to communicate
with regulators, policy makers, and companies in which they are
invested.

I am here today to urge your focus on corporate governance. We
believe that corporate governance reform is essential to good per-
forming capital markets, and, in fact, with greater corporate gov-
ernance and shareholder rights, we could have avoided some of the
$11 trillion in asset loss that was faced and felt dearly by our
members and certainly the U.S. households.

According to a recent public opinion survey by the Opinion Re-
search Corporation conducted for Shareowners, investors want to
see Congress take strong action to fix financial markets and to
clean up Wall Street. Such action, we believe, is essential in order
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for you to rebuild confidence in the markets. Capital markets will
not work without investors. Investors will not come back if they
don’t have confidence that the markets are running appropriately.

Support for such action is strong across all age, income, and edu-
cational and political affiliations. Thirty-four percent of the inves-
tors that we surveyed used the term “angry” to describe their
views. The number one reason for the loss of investor confidence
in the market, we found, were “overpaid CEOs and/or unresponsive
management and boards” at 81 percent. Six out of ten investors
said that strong Federal action would help restore their confidence
in the fairness of the markets.

When we queried them about policy preferences, the survey
found that four out of five American investors agreed that share-
holders should be permitted to be actively involved in CEO pay.
Eighty-two percent agreed that shareholders should have the abil-
ity to nominate and elect directors. And 87 percent of investors who
lose their retirement savings to fraud and abuse should have the
right to go to court to reclaim that money.

Fully consistent with these findings, we think that the Com-
mittee should focus on fixing corporate governance. The core to fix-
ing corporate governance is to focus on the directors and the re-
sponsibility between asset owners and their agents, directors on
corporate boards. The most critical change to do that is to create
a proxy access right so that shareholders, particularly long-term
shareholders who own patient capital in the markets, so that they
may cost effectively nominate candidates for election to boards.

We are very encouraged that the SEC is in the process of rule
making on this issue but also believe that this is such an important
right that it should not become a political football for future com-
missions. There needs to be long-term consistency in securities
laws and the Exchange Act is the appropriate place to clearly cod-
ify the authority that the Commission has to require disclosure of
nominees running for board seats. Proxy access is fundamental to
free and fair election for directors.

Second, shareholders should have a right to “say-on-pay,” a vote
on the appropriateness of CEO compensation. We are excited that
we saw the vote in the House the other day, expect to see a full
vote this week, and as Ann Yerger from CII said, we think it is ab-
solutely essential that broker votes not be included in the total so
that a change to 452, excluding broker votes on “say-on-pay,” would
be a tremendous enhancement to see on the Senate side.

I could make other comments, but let me wrap up by saying we
thank you, Mr. Chairman, for the opportunity to testify today. Re-
building investor confidence in the market depends on thoughtful
policymaking that expands investor rights and authorizes the SEC
to strengthen its advocacy role on behalf of all Americans and their
financial security.

I would be happy to answer any questions.

Chairman REED. Thank you very much, Mr. Ferlauto.

Let us do a 6-minute initial round with the intention of doing a
second round so we can quickly get everyone to ask some questions.
We are extremely fortunate your testimony collectively and individ-
ually has, I think, advanced this argument and debate signifi-
cantly.
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Ms. Cross, one of the issues here that has been alluded to by Pro-
fessor Verret and others is the interaction between the SEC and
States, primarily Delaware, since they have 70 percent of the pub-
lic corporations. Can you comment upon this? In fact, I think I
noted in your proposed rules that they are subject to the State cor-
porate law, is that correct?

Ms. Cross. That is correct. Under the access proposal, you would
have a right of access to include nominees in an SEC proxy—SEC-
filed proxy only if you have a State law right to nominate directors.
So we start with the State law and then we enable shareholders
to exercise their State law rights through the Federal proxy rules.

Chairman REED. That raises the issue, really, of since the proxy
rules are Federal rules and not required by any States, I don’t
think, I think this is a principal sort of issue between whether or
not there should be the ability of the SEC to require these rules
even if the State doesn’t. Is that something that you can’t do now
under present law or you choose not to do?

Ms. Cross. That is a good question. Under State law now, recent
changes in Delaware include an ability for shareholders to decide
to vote to require the proxy access. We have authority under our
current rules, under the 34 Act, to also require companies to in-
clude nominees in their proxy statement and we believe these do
coexist. The way we have done our proposal assures that share-
holders would have immediate access to the proxy to nominate
their holders if they satisfy our requirements. They still could vote
under State law to have—to relax the standard so that more share-
holders can do so.

Chairman REED. Professor Verret, I think you are interested in
this topic. Your comments?

Mr. VERRET. Mr. Chairman, I would only offer that the SEC’s
proposal does include references to State law, but specifically, the
SEC’s proposal says, sure, you can adopt a bylaw that would de-
scribe how proxy access will work only if it complies with the SEC’s
mandate. So it is very clear on that. It runs roughshod, I think,
over State corporation law determining election rights, and so I
think it expressly—you might find references in there to State law,
but the references are intended to make clear that the SEC deter-
mines how proxy access is going to work and if there is any—you
can certainly make up your own rules, only if they comply com-
pletely with the SEC’s rules on this essentially State corporate law
matter.

Chairman REED. Well, there are State corporate laws, but I think
you recognize that the proxy process is a result primarily of Fed-
eral laws.

Mr. VERRET. Well, the proxy process, sure, and the proxy process
was intended mostly about issues of disclosure. And I would offer
a quote from Justice Powell in CPS v. Dynamics. You don’t have
to listen to me. Take Justice Powell’s word for it. No principle of
corporate law is more firmly established than a State’s authority
to regulate domestic corporations, including the voting rights of
shareholders. So Justice Powell, at least, is with me on that one.

Chairman REED. Do you agree with all of his opinions?

Mr. VERRET. Well, no. No. I wouldn’t say that.

[Laughter.]
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Mr. VERRET. But I like that one.

Chairman REED. Let me shift to Professor Coates and Mr.
Castellani. You have described—in fact, you might comment on
this issue, too, Professor Coates, and then I have another question.

Mr. CoOATES. I think it is, as I said in my opening remarks, I
think that if Congress were not to act, the SEC were to adopt proxy
access, it is almost certainly the case that someone will challenge
their authority to do so precisely along the lines that Professor
Verret has suggested. I think that challenge will lose because I
think the proposal is about communication. It is allowing share-
holders to exercise rights that they clearly do have under State
law.

The SEC’s proposal would allow, contrary to what was suggested
earlier, any State to change its law and make it clear that share-
holders would not have the right to nominate directors in this fash-
ion and then the SEC’s rules would not override that State law de-
cision. So the proposal, at least the way I read it and the way I
believe that a court would read it, would not, in fact, conflict with
State law on this issue.

Chairman REED. Let me follow up on one of the comments you
made in your statement, and that is that we assume, I think,
that—at least there is a general assumption that shareholder par-
ticipation the way we describe would enhance the performance of
the company. But you suggest in certain situations, financial insti-
tutions, for example, that it could have perverse effects.

It seems to me that there are three or four different decisions
here. You can pay dividends. You can pay the executives instead
of paying dividends. Or you can reinvest and increase shareholder
value, et cetera. The shareholders, I think, would be interested in
dividends and maybe also, second, long-term value, but less inter-
ested in compensation for executives. But that is just a sort of prel-
ude to the question of what are the—what specific disincentives do
you see if shareholders can vote like this?

Mr. COATES. I mean, there has been a longstanding economic
theory about which there is a fair amount of evidence that suggests
that in a company’s capital structure, there are conflicts between
the shareholders who are entitled to all upside beyond the fixed
payments that creditors are entitled to and the creditors. The U.S.
Government, because it insures the deposits of all the banks that
it insures, which is most of them, is fundamentally a creditor of the
large banking institutions, and so there is, in fact, going to be on
many occasions a conflict of interest between shareholder interests
and the interest of the taxpayer with respect to insured depository
institutions. That is the fundamental conflict.

And to the extent that the proposals go toward increasing share-
holder power, that simply makes the bank regulators’ jobs in re-
straining risk taking by those banks at the behest of shareholders
and boards who are seeking to maximize share value, even if it is
long-term share value, that much harder. So any effort in this area,
I submit, should be accompanied by clear authority for the banking
regulators to at least moderate the way these things play out for
banking institutions.

Chairman REED. Thank you. My time has expired.

Senator Bunning. And we will do a second round.
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Senator BUNNING. Thank you, Mr. Chairman.

Professor Verret, if we are going to make proxy access easier for
shareholders, what restrictions would you recommend to make sure
that the SS benefit a majority of shareholders and the long-term
value of the company and does not just benefit small groups of in-
vestors and lead to short-term profits?

Mr. VERRET. Well, Senator Bunning, I would offer that the best
person to make—the best group to make that assessment is the
shareholders themselves. And so I would leave it to shareholders
to determine how proxy access should work, how it should operate.

And so for that reason, I think the innovations at the level of
Delaware and in the Model Business Code, which forms the basis
for 20 to 30 other corporate law codes of other States, are on the
right track. And I think also Commissioner Paredes has offered a
proposal to the SEC to help buttress this development, to permit
access for shareholder election bylaws to the corporate ballot.

So in other words, instead of saying this is how the elections
should work, we say shareholders can put forward a bylaw that
should say how the election should work. All the shareholders
should determine how that election should work. In many ways, it
is similar to the Constitutional Convention. Rather than choosing—
the people got to choose the mechanism by——

Senator BUNNING. You are not suggesting we go back to a Con-
stitutional Convention——

Mr. VERRET. No, no, but——

[Laughter.]

Senator BUNNING. Not now.

Mr. VERRET. But in effect, a ratification of a shareholder election
bylaw is kind of like a Constitutional Convention for shareholders.
I think that is an apt analogy.

Senator BUNNING. Professor Coates, in your written testimony—
written—you raised an interesting idea. Rather than forcing a
structure on all companies, you suggested an opt out vote by share-
holders every few years for some governance proposals. That idea
could be applied to proxy access and advisory vote procedures as
well, instead of Government deciding what the rules will be.

I want to know what each of you think of that approach, of a
mandatory opt in or opt out vote every few years to decide certain
matters. Let us start with you, Professor Coates. Since you seem
to have expressed this idea, now I would like to hear your com-
ments on it.

b Mr. COATES. Sure. Thank you for the—obviously, I like my idea,
ut

Senator BUNNING. Well, I hope so.

Mr. COATES. ——to explain, I don’t think of it as necessary to
prevent imposing Government regulation, because I don’t think
that is actually the intent of any of the proposals that are currently
being debated. I do think it would be a good idea to preserve flexi-
bility in what sorts of corporate governance structures companies
are either required or induced to adopt, and one way to achieve
that is to let shareholders, who, after all, this is meant to be in the
interest of shareholders, so if shareholders every 5 years are given
the option of rejecting a particular idea on the ground that it is too
expensive, for example, too cumbersome, or simply inapt for their
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company, and here I would join Professor Verret in saying I think
that is a reasonable approach.

The key point, though, is it needs to be opt out, because as I al-
luded to in my opening remarks, shareholders on their own, despite
the 20, 30 years of efforts by organizations like the one led by Ms.
Yerger, have had a very hard time getting companies to be respon-
sive. It has been 20 years since proxy access has been proposed by
leading institutional shareholders and only now is it being taken
seriously. So I have to, with all due respect, disagree with the Busi-
ness Roundtable’s suggestion that, in fact, corporate boards are
generally responsive to shareholder desires. Start with a good
rule

Senator BUNNING. Ms. Cross.

Mr. COATES. Sorry.

Ms. Cross. Thank you, sir. It is an interesting idea and I think
with respect to our proxy access proposal, which is the one that we
have on the table right now, we include requests for comment in
our proposal about whether or not you should be able to opt out
and have the shareholders choose a different access mechanism,
and we very much look forward to receiving comments on that.
This is a proposal as we——

Senator BUNNING. How much more time do we have?

Ms. CroSs. On the proposal?

Senator BUNNING. No, to make suggestions or to comment.

Ms. Cross. The comment period runs through August 16 or 17,
I believe.

Senator BUNNING. Thank you very much.

Ms. Yerger.

Ms. YERGER. I have a couple of observations. First of all, I am
not a lawyer, so I come at this from a different perspective
Senator BUNNING. Good. I am very happy to hear that.

[Laughter.]

Ms. YERGER. Our belief is that the board of directors is the cor-
nerstone of the corporate governance model and the primary rights
assigned to owners, aside from buying and selling their shares, is
to elect and remove directors. And the fact is that we do not have
those tools here in the United States. And that is why we advocate
majority voting and access to the proxy. We think these are two
principled rules. They are applicable to all companies at all times.

In terms of an opt out idea, I mean, I don’t see how an opt out
would be relevant at all to majority voting for directors. I mean,
I just believe fundamentally that if a director does not win support
of a majority of the votes cast, that director should not stand——

Senator BUNNING. Thank you.

Ms. YERGER. ——on the board. But one quick point on access.
There is already a——

Senator BUNNING. I have only got 35 seconds, and I have got one
more question.

Ms. YERGER. OK, sorry.

Senator BUNNING. That is OK. This is for Professors Coates and
Verret. Several weeks ago, Professor Henry Hu raised an inter-
esting problem before this Subcommittee. He pointed out that with
derivatives, the voting rights of shares can now be separated from
the economic right of the shares, setting up a situation where the
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person voting has no interest in the long-term health of the com-
pany. What can and should be done about that? Take a shot at it,
both of you.

Mr. CoAaTES. I have a negative 5 seconds.

Senator BUNNING. Well, that is all right.

Mr. COATES. That is all right. OK.

Senator BUNNING. You get to answer.

Mr. COATES. Henry’s issue is a serious one. It is one that has af-
fected a number of companies in the past—in the recent years dur-
ing the financial turmoil because it allows hedge funds’ short-term
speculators who have distinctly different interests than the long-
term shareholders represented at this table

Senator BUNNING. They can have a negative interest.

Mr. CoaTEs. Exactly. Now, I believe that if the SEC is given time
to address the issue adequately, they already understand that this
is a significant problem. There are no simple fixes to this, just as
there are no simple fixes to most problems in the market.

Senator BUNNING. You have not made a suggestion yet.

Mr. CoATES. Well, disclosure is usually the place the SEC does
and should start. That is the place where I would start on address-
ing the problem.

Senator BUNNING. Disclosure.

Mr. CoATES. Yes, full disclosure of hedge fund positions.

Mr. VERRET. I would echo that disclosure is—that sunlight is the
best disinfectant and that the central mission of the SEC is disclo-
sure. And, in fact, that is part of the reason why I am opposed to
the SEC’s current proposal on proxy access, and it is proxy access
through legislation so that it goes beyond the central mission of the
SEC for disclosure.

Senator BUNNING. Thank you.

Chairman REED. Thank you, Senator Bunning.

Senator Schumer, please.

Senator SCHUMER. Thank you. I thank all the witnesses. Very in-
formative testimony. I am going to make two comments—one to
Professor Verret, one to Professor Coates—to which you can com-
ment in writing, because I do not have much time and I want to
ask other questions.

To Professor Verret, “Let the shareholders decide,” as Ms. Yerger
points out, is a tautology. Shareholders do not decide now, so just
saying let us leave it up to the shareholders and whatever they de-
cide happens happens, in too many instances they just do not have
the ability to decide now. Our rules are supposed to let them de-
cide, and you are sort of proposal, well, whatever they say is what
they want—not under these rules. You can respond in writing.

[Ed. note: Answer not received by time of publication.]

Senator SCHUMER. To Professor Coates, this idea that financial
firms, because they could be bailed out, the shareholders would
have a different structure, I would like you to ask the shareholders
of Citigroup or AIG, former, if they feel that they have done quite
well because they have let risks go too far and they were bailed
out. In other words, most companies, by the time they are bailed
out, their shares are worth very, very little. And I do not think
they would have a different structure, and I would argue that the
recent history would undercut your argument even further, and
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that is, allowing risk—because you are a financial firm and you
might be bailed out allows you to take risk, and that is fine for the
shareholders? They are going to be very wary of risk over the next
5 years, whether they are bailed out or not, because shares went
way down.

You can respond in writing to that one, but I just do not think
the facts, the recent history bears out that hypothesis.

Response: One of the most basic and widely accepted principles of corporate fi-
nance is that shareholders—who are entitled to all of the upside if a company does
well—would rather that the company take more risks than do the creditors, who are
generally entitled only to receive back the principal and preset interest on their
loans. See R.A. Brealey and S.C. Myers, Principles of Corporate Finance (5th ed.
1996) at 492 (“stockholders of . . . firms [with debt] gain when business risk in-
creases. Financial managers who act strictly in their shareholders’ interests (and
against the interests of creditors) will favor risky projects over safe ones. They may
even take risky projects with negative [net present expected value]”). Nothing in the
recent crisis has affected that general conclusion. Higher risk generally means high-
er return for shareholders, but for creditors, whose return is fixed, risk-taking by
corporate borrowers just increases the odds that they will not get repaid in full.

Generally, creditors protect themselves against shareholders pressuring compa-
nies to take too much risk by negotiating for explicit restrictions in their contracts.
For example, a bank loan may forbid a company from reducing its cash on hand
below a set level, or from making large new investments without creditor approval.
The U.S. Government, as back-stop creditor of all of the major commercial banks
(and, as it turned out, AIG, too, even though AIG was not an insured bank), tries
to protect itself against excessive risk-taking by setting capital requirements and
imposing other forms of regulation on banks. Existing regulations have not proven
effective, and many proposals under consideration would strengthen those regula-
tions, and limit further the risks that banks may take with taxpayer funds.
Strengthening the hand of shareholders of major banks may undercut those efforts.

You are right that not all risks turn out to be good ones for shareholders, and
that there are risks that turn out badly for shareholders as well as creditors, as has
been the case in the recent crisis. But when the managers of large financial institu-
tions are making decisions, they do not know how the risks will play out. Imagine
a manager can choose between two investments, each to be financed partly with $5
of shareholder money and partly with a $5 loan from the creditor. One investment
will pay off $5 100 percent of the time—it has no “risk”, but it also promises no
return to the shareholders, since the whole return will go to creditors. The second
investment will pay off $10 90 percent of the time, and will generate a loss of $100
10 percent of the time. The second investment is clearly better for shareholders,
since (in expectation) it is worth $5 90 percent of the time ($10 less the $5 loan),
and -$5 10 percent of the time (loss of their $5 investment). But the second invest-
ment involves a risk to the creditors (e.g., the U.S. taxpayers) since it involves a
potential loss and an inability by the company to pay back the loan, and is worse
for society as a whole. Suppose the managers nevertheless choose the second invest-
ment, and it pays off badly—i.e., it generates a loss. With hindsight, shareholders
have lost, too, along with the creditors. But that doesn’t mean that the investment
was bad for the shareholders. It is only after the loss has appeared that the invest-
ment looks bad. If they had to do all over again, most diversified shareholders gen-
erally would have the managers choose the second investment. This example is styl-
ized, but it is no different in kind than the investment decisions that financial insti-
tution managers make every day.

Corporate governance rules are changed rarely—you will be writing legislation
not for the next 5 years, but for decades, through recessions and boom markets
alike, and will apply to a range of publicly held companies. If the managers are
forced by strong corporate governance reforms to follow more closely the directions
of shareholders, they will tend, on average, to take more risks than they would if
shareholder power were weaker. For most companies, creditors can take care of
themselves, through contract, and in principle, as the bank regulators can offset any
general increase in risk-taking by managers caused by shareholders, by requiring
higher capital ratios or imposing more restrictive regulations. But the tendency of
bank regulators has been, unfortunately, to fail to impose strict enough regulations
to cope with the pressure of incentive compensation and other techniques for tying
managers’ interests to shareholder goals. General corporate governance changes of
the kind being discussed should be written with that unfortunate fact in mind.
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Senator SCHUMER. Ms. Cross, the SEC has proposed “say-on-pay”
for TARP recipients but not for other public companies. If “say-on-
pay” is a good idea when the Government is a shareholder, why
isn’t it a good idea for all shareholders?

Ms. Cross. Chairman Schapiro has indicated that she supports
“say-on-pay” for all public companies, and we do not have authority
to require “say-on-pay” at public companies beyond the TARP com-
panies.

Senator SCHUMER. But you would be supportive of it.

Ms. Cross. I cannot speak for the Commission, and the Commis-
sion has not taken a position.

Senator SCHUMER. OK. But Chairman Schapiro is supportive of
it.

Ms. Cross. Chairman Schapiro has said she supports it, and we
stand ready to implement it if Congress enacts it.

Senator SCHUMER. OK, good.

Mr. Castellani, you note that some of the proposals—and I think
that is significant, and I appreciate that. You note that some of the
proposals in the Shareholder Bill of Rights are already being adopt-
ed by your member companies and reflect an emerging consensus
on best practices in corporate governance. Well, if that is the case,
then what are you so afraid of? If this is the trend anyway, if you
seem to indicate this is the right thing to do, what is wrong with
pushing those—you know, I had a discussion with one of your
members, and I will not reveal who it is, but he said, “Look, I am
not”—and then he named his predecessor. “You do not have to leg-
islate for me.” I said, “That is my whole point. We are not legis-
lating for you. You are a good CEO, and whether your shareholders
made you be a good CEO or not, you would be. But what about
your predecessor?”

So, question: Doesn’t the Shareholder Bill of Rights create a com-
petitive advantage for the companies that follow the best practices?
And why does the Roundtable, most of whom comply, I think over-
whelmingly, with some of our proposals, and many comply with
just about all of our proposals, why are they going so far to defend
the outlier companies for whom the laws are needed most?

Mr. CASTELLANI. Senator, in fact, many of the Roundtable com-
panies do and have adopted many of the practices that are in your
proposal. The difference—

Senator SCHUMER. And you cite that with pride.

Mr. CASTELLANI. Yes, absolutely. The difference is those

Senator SCHUMER. That is not a very good argument against my
proposal.

Mr. CASTELLANI. Well, those who have not have made—those
who have and those who have not have made the determination
that that is best for their company. Their directors have made that
determination, that that is best for their company under their cir-
cumstances.

For example, the issue that you cited in the separation of the
chairman and the chief executive officer, in some instances it
makes very good sense to separate the chairman and chief execu-
tive officer, particularly where it is a transition event. But in other
circumstances, boards feel that it makes best sense to have both to-
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gether, but protect against the downside by having a presiding di-
rector or—

Senator SCHUMER. As I mentioned—and I am

Mr. CASTELLANI. So the question is: Why require it?

Senator SCHUMER. I do not have much time, and I cannot stay
for a second round. I am going to have to ask you another question.
I understand. I mean, the one, as I said, that got the most kickback
and that I am open to listening to change on or proposals on is the
CEO and the independent director. You noted that 75 percent of
your member organizations, 70 percent of S&P 500 companies,
have adopted majority voting, and roughly half of the S&P 500s
now hold annual director elections. Yet you argue that the one-size-
fits-all approach simply will not work.

Can you give me one good reason that a director who gets only
one vote at an annual meeting should be allowed to continue as a
director?

Mr. CASTELLANI. I cannot give you any good reason why any di-
rector who does not receive a majority vote of the shareholders
should be seated, unless—unless—it jeopardizes the ability of that
company to be able to operate and that board to operate.

For example, many companies who have adopted majority voting
put in a safeguard for their companies such that if they require
that particular director—that may be the only director that has the
financial expertise that is required on the audit committee, the
only director that would have the compensation expertise that is
required on the compensation committee. If that would force the
company to be in noncompliance, then what companies do is

Senator SCHUMER. How about take away that exception? Any
other justification? Let us assume we wrote into the law

Mr. CASTELLANI. Not as long as the board can function and the
company can function.

Senator SCHUMER. OK, thanks. Well, good, we have won you over
on at least two-thirds of one of our proposals.

Mr. VERRET. And, legally, Senator, I would offer that failure to
seat a quorum could result in a wide variety of legal circumstances,
including, for instance, it could be an event of default under the
company’s debt obligation.

Senator SCHUMER. I am sure we could deal with that, particu-
larly with the quorum issue, in the interim until there was another
election.

Thank you, Mr. Chairman. My time has expired.

Chairman REED. Thank you, Senator Schumer.

Senator Corker, please.

Senator CORKER. Thank you, Mr. Chairman, and to the Senator
from New York, I appreciate you offering something to look at.

I do want to observe the staggered board issue I think has not
been universally accepted, and I think we have a body on the other
side of the Capitol that does not have staggered boards, and some-
times things come out of there pretty hot, like the 90-percent tax
on the AIG bonuses. So I think there is some merit in that and
hope you might consider that particular piece evolving. But I want
to say one other thing.

Professor Coates, I know that to assume that the folks who own
AIG today are the same folks who might have encouraged the risk
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would not be a good assumption. I mean, those guys sold out high,
and the folks that are left behind—so, again, I do not think you can
make that assessment. So I hope we can look at some of those
things, and I look forward to really trying to work with you on
something that we both might consider to be improved.

We talked to Carl Icahn on the phone some time ago—I shared
this with Senator Schumer—and he is obviously someone who
cares a great deal about corporate governance. He has written
about this, or I would not relay our conversation. It is certainly
something he publicly feels. But the whole issue of where compa-
nies are incorporated seems to be an issue that is maybe even big-
ger than anything that has been laid out today. And I wonder if
a couple of you might respond to that.

Obviously, companies incorporate in States in many cases that
give them many protections and keep shareholders from being able
to make huge changes. And I wonder, Professor Coates and Pro-
fessor Verret, if you might both respond to that, and anybody else
who might have something salient.

Mr. VERRET. Well, I am aware that Mr. Icahn has funded North
Dakota’s Business Incorporation Act. He hired a lawyer to write it
for him, and he hopes to get companies to reincorporate to North
Dakota.

Having clerked for the Delaware Court of Chancery, I am a bit
biased. I think Delaware is a very effective court for litigating cor-
porate governance issues—mostly due to the intelligence and supe-
rior talent of their law clerks. But I would also offer that, to some
extent, I think some of what is behind some of this effort is short-
termism, some of the short-termism that got us into this problem
in the first place: Let us cash out on dividends rather than invest
in R&D.

And sometimes hedge fund activism is very effective in long-term
growth and in sort of rattling the saber a little bit and getting
things moving. And sometimes hedge fund activism, though, kills
companies that should continue to survive and strips them of their
assets. And so I think that is part of what is behind the approach.

Also, I think we

Senator CORKER. In essence, then, you are saying that you like
some activism on behalf of shareholders, but not too much.

Mr. VERRET. Absolutely, and I am a little bit suspicious of Mr.
Icahn’s motives, at some of his activism in activism in favor of
State incorporation.

Senator CORKER. Thank you.

Mr. Coates.

Mr. COATES. So it has been true for a long time that share-
holders cannot force a reincorporation from one State to another on
their own. They need the board to go along with it. And the board
cannot do it on their own; it has got to be a joint decision. And as
a result, there is actually relatively little movement between States
once they have chosen their initial State of incorporation.

At the moment before they go public, that is really the crucial
decision point, and for that reason I think that fact that Delaware
has a 70-percent share of the market, so to speak, it reflects well
on Delaware. I think it is actually a reasonably healthy sign that
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Delaware is being responsive, as best it can, to balancing the inter-
ests of both shareholders and the managers that have to run them.

One thing, however, I would note about Delaware and its permis-
siveness toward a little bit of activism is it only passed that ena-
bling legislation in the past year, and it did it in response to the
threat of Federal intervention coming from this body. And so I do
not think you should think about Delaware acting on its own to
help shareholders. I think you should think about Delaware acting
in relationship to this body, and things that you do are going to
very much impact it.

Senator CORKER. Mr. Castellani, I have served on several public
company boards, certainly not of the size of AIG or some of the
other companies we have had troubles with. But I do not think
there is any question that boards in many cases—not all, and
yours, I am sure, is not this way. But it ends up being sort of a
social thing. I mean, you are on the board because the CEO of this
company and the CEO of that company is on the board, and, you
know, it is sort of a status thing in many cases. The CEO in many
cases helps select who those board members are. And most of the
time these board—many of the times, these board members have
their own fish to fry. They have companies that they run, they are
busy with, and, for instance, a complex financial institution, there
is no way, like no possible way that most board members of these
institutions really understand some of the risks that are taking
place. With the limited number of board meetings, even if they are
on the audit committee, very difficult to do.

So some of these things need to be addressed certainly by govern-
ance issues that we might address here, hopefully not too many.
Some of them need to be addressed, obviously, internally at the
companies. I know you have advocated that in the office. But that
issue of sort of the culture of the way boards in many cases are.
Not in every case. I wonder if you might have a comment there,
and then add to that—I am familiar with a company that makes
investments in large companies, and one of the rules they have is
they do not allow the CEO himself to actually serve on the board.
They report to the board. They are at the meeting. But they do not
allow them to serve on the board. So I would love for you to re-
spond to both of those inquiries.

Mr. CASTELLANI. I think, Senator, for your first question, what
you are reflecting may have been the experience when you served
on the boards. But what I think it does not reflect is the tremen-
dous change that has occurred in the boardrooms over the last 8
years.

We now see boards of directors, in the case of Business Round-
table companies, that are at least 80 percent independent, and that
is, the directors are independent of the company management.

Indeed, the governance committees or the nominating commit-
tees that nominate the directors by requirement of the listing
standards and the SEC are made up entirely of independent direc-
tors. So the nomination of a board member, a prospective board
member, is no longer—if it indeed every was—controlled by the
chief executive officer.

And then, third, I would point out particularly the amount of
time that is involved and the amount of expertise that is involved.
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It is not only the specific requirement of the expertise that is in
the listing standards and the SEC requirements, but indeed what
boards themselves are demanding and what companies and their
shareholders are demanding has resulted in not only greater exper-
tise in specific areas, but a tremendous increase in the amount of
time.

For example, I was recently talking to the chair of the audit com-
mittee of a large U.S. company. That chair spent 800 hours of, in
this case, his time as the chair of an audit committee over the last
year because of some very complex financial issues. So the board
members are spending more and more time. So I would submit to
%fou, dsir, that it is very different than when you served on the

oards.

And in terms of the boards being able to have the CEO as a
member of the board, the CEO as a member of a board, in fact, the
CEO and chairman where companies choose it, is a very, very im-
portant nexus between the governance of a corporation and the
management of a corporation.

We have found and experience has shown over a long period of
time that if you separate the governance from the management,
you get precisely the kinds of problems that this Committee is try-
ing to avoid. So having the CEO on the board is a very, very impor-
tant nexus. In many cases, companies and boards believe that hav-
ing the CEO as chairman of the board is also very important.

Again, my point would be what I have said in my testimony:
That is up to every company to decide, and their board of directors
representing the shareholders to decide, rather than be prescrip-
tive, because it is not always right, but it is always right for the
company that makes the right decision, and they should be allowed
to make that decision.

Senator CORKER. Thank you.

Chairman REED. Thank you very much, Senator Corker.

Senator Menendez, please.

Senator MENENDEZ. Thank you, Mr. Chairman. Thank you all for
your testimony.

Let me ask you, I understand that in a previous question, most
of you—I understand just one or two objections, but most of you
said that you support the SEC’s May 20th rule to allow certain
shareholders to include their nominees and proxies that are sent
to all the other shareholders. Do you think that goes far enough?
Or is to too far? If you support it, I assume that it goes far enough,
it is sufficient. But is there something that should be done than
that? Does that embody what we want to see?

Mr. FERLAUTO. Senator Mendendez, I think it is an appropriate
use of rule making, which is purely disclosure-based, which is very
important; that is that it leaves up to the States the creation of
rights in terms of the nomination of directors, but it empowers
shareholders to be informed through shareholder communications
about the fact that those elections are indeed occurring, and then
votes through the proxy materials on that right. So I think that is
a good balance.

In addition, something that we have not talked about, the rule
goes further, and it empowers shareholders to make binding bylaw
amendments to improve those shareholder rights for the election of
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directors so that this disclosure right at 1 percent—or actually it
is a tiered system that they have in the disclosure rule right now
for comment—Dbecomes a floor of disclosure, and then at the State
level, through an election system based on a shareholder proposal
or a board proposal, they can increase or tweak that right in an
interesting way.

For example, I talked about ShareOwners.org being interested in
retail shareholders. They can never hope to get 1 percent. But as
in the UK., you might be able to get 100 shareholders, retail
shareholders, each owning $5,000 or $10,000 worth together who
might be an appropriate group to create different types of rights.

So that there is flexibility, which I think is quite welcome.

Mr. VERRET. Senator Menendez, I would offer that Commissioner
Paredes of the SEC has offered a competing proposal to the Chair-
man’s proposal, and I think Commissioner Paredes’ proposal is
much more reasonable in that it considers facilitation of State law
rights rather than running roughshod over them and sort of keep-
ing the lion’s share of the meat and leaving the table scraps for the
States. And I think Commissioner Paredes’ proposal also strikes a
balance in limiting the ability of special interests to hijack the cor-
porate ballot. And so I would offer that for this Committee’s atten-
tion.

Senator MENENDEZ. Does anyone else have any opinion on it?

Mr. CASTELLANI. Yes, Senator, I was not one of the majority who
s}111pp0rted that, and I just wanted to make sure that you knew
that.

Our concern is that what the SEC is proposing to give access to
the shareholders does preempt what has been traditionally done in
the States. And, quite frankly, we think that there is symmetry in
the argument that says if we trust the shareholders to elect the
boards of directors, which we do implicitly, then we ought to trust
the shareholders to set the threshold at which shareholders can
nominate those board of directors candidates.

Ms. YERGER. I would just note that, as I said earlier, we think
this is a core right that should be federalized. The States have
failed investors too long, Delaware in particular, and it really only
acted when it had to. And I think it is important that the SEC take
action on this important reform.

Senator MENENDEZ. Let me ask in a different context. In prac-
tice, a corporation serves multiple masters, right? It has share-
holders, it has corporate management, its creditors, the public in
general. There are many cases where what is best for corporate
management may not necessarily be the best for shareholders. Or
there are also cases where what is best for shareholders is not
what is best for the general public or the financial institution as
a whole.

How do we reconcile those tensions?

Mr. CASTELLANI. That is a very interesting question that has
been discussed—I am the oldest on the panel, so I can say this—
for at least most of my corporate career.

Senator MENENDEZ. There is no one seeking to claim objection,
I notice.

[Laughter.]

Mr. CASTELLANI. I am used to it.
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Senator MENENDEZ. You have created compromise already.

Mr. CASTELLANI. There was particularly a very important topic
in the 1980s, particularly when there was as lot of activity related
to hostile takeovers, and that is, to whom is a board of directors
and a management responsible? And the argument was a stake-
holder argument, that there were shareholders, there were employ-
ees, there were communities, there were suppliers, there were cus-
tomers, all of which had a legitimate position in the decisions.

I would think it is fair to say that in the 1990s and the early
part of this decade, that balance switched more to the share-
holders, but what happened is the nature of the shareholders has
changed very, very considerably. And that is, the average holding
period, for example, of a New York Stock Exchange-listed company
is about 7%2 months. So if your management and your board—you
are really dealing with share renters and traders as much, if not
more, than shareholders. And I think what we are all discussing
here and we all have a perspective on is: Going forward, what is
the correct balance between those who have a very, very short-term
interest in very quick gain out of a company and may want to do
some of the things that have been discussed here? You give access,
you give rights to small percentages of shareholders. We already
know in many cases how they act. Some funds come in and say,
“We own 5 percent of your company. What we want you to do is
leverage the company, buy back the shares, give us about a 10-or
20-percent jump, and we are out of here, quickly.” As opposed to
other shareholders who say, “I think there is a value-added.”

I do not know that anybody is in the long term. I do not know
that any of us know the right answer to that. But I think, quite
frankly, that is the question that is at the crux of what this Com-
mittee should be looking at. Obviously:

Mr. FERLAUTO. And, Senator, I—interestingly enough for here,
this is where the Business Roundtable and certainly AFSCME, and
I think some members of CII agree. It is all about how you em-
power long-termism and long-term shareholders, which we believe
that proxy access ultimately will do, so that the best interests of
the company to achieve long-term shareholder value is achieved.
And the way you do that, actually, in terms of this long-termism,
is getting into the DNA of the board. How does the board become
most effective by being diverse, by being able to absorb many dif-
ferent points of view, by being—to evaluate itself to make sure that
it is focused on long-term strategic implementation and that CEO
pay incentives are aligned with that long strategic vision? And
when we see a company that fails, we see a failure in all of those
areas, which is bad for the shareholders, which is bad for the em-
ployees, which is bad for management, and for all other stake-
holders in the process.

So we want proxy access to fix boards because they cannot self-
evaluate, because they are not diverse enough to share the inter-
ests of their stakeholders, which ultimately they need in order to
achieve long-term shareholder value, and because their DNA is
warped enough that it only serves management or a minority of
shareholders and not achieve value for the long term. And that is
the very essence of why we want proxy access and we need it now.

Senator MENENDEZ. Thank you.
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Mr. VERRET. Senator, may I just also add quickly, I want to com-
mend Senator Warner and Senator Corker for the introduction of
the TARP Recipient Ownership Trust Act. Shareholders and boards
are complicated enough. When Government becomes a shareholder,
things become even more tricky, and I want to commend the intro-
duction of that act as dealing with some—going down the road to
dealing with those unique conflicts.

Chairman REED. Thank you very much. Thank you, Senator
Menendez.

Senator Johanns.

Senator JOHANNS. Mr. Chairman, thank you. To all the panel
members, thank you very much for being here.

What I am trying to figure out as I listened to this very inter-
esting dialogue between the Senators and each of you, is this: I
kind of look at this as maybe a little bit black and white. There
are big players here, and there are small players here. But they are
all affected by the decisions we make here.

Now, Mr. Ferlauto, if I could start with you, how much money
do you have under investment, say at this point in time?

Mr. FERLAUTO. AFSCME itself is a rather small player. Our em-
ployee pension system itself has got less than $1 billion in it. But
most importantly is that we are concerned about the retirement se-
curity of our members, and our members depend on well-func-
tioning capital markets and boards to achieve value. In order for
them to pay the benefits, all of our members want a market that
will succeed, that has got the ability to achieve a value over time.
We are not speaking and we are not active on the part necessarily
of what is in our portfolio, but what is in the interests of not only
our members, but all American families seeking to achieve long-
term financial security. And those are the people that I speak on
behalf of.

Senator JOHANNS. Great. Well, I have never had $1 billion under
management, so I see you as a big player. What if some institution
out there who has $1 billion under investment or $10 billion, or
whatever—let us say they are a big player, like I think you are.
Let us say you decide that you think the worst possible course of
action for a company is to be pro-trade, and there are some that
very openly espouse that theory, that trade has really cost jobs and
hurt America and this and that.

If you have access to the proxy, you then have the right to elect
somebody who espouses that view. Would that be correct?

Mr. FERLAUTO. No, not necessarily. What we have the right to
do is to potentially nominate somebody, but in order for somebody
to be elected, they would have to be elected by a majority of every-
body who is voting, and then presumably all the owners, as in a
regular election, would assert their choices based on what is in
their self-interests. So that I would assume that a minority player
working on any—you know, any motivated self-interest would not
be able to achieve victory.

Senator JOHANNS. Here is what I am trying to get to, and I am
not trying to be coy about this. I am trying to be very, very direct
about this. I have got 100 shares; you have got $1 billion worth of
shares. I am pro-trade, let us say, and whoever this institution is—
I am not say AFSCME is this, but whoever this institution is, it
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takes a very, very different view than I do that may not be in the
best interest.

Mr. FERLAUTO. It is actually a very good point, but who I am
concerned about are actually the large financial intermediaries,
particularly mutual funds, who are seeking to do business, you
know, with other large companies to sell their investment products
through their 401(k) plans so that they actually may cast their
votes in a way that would be looked kindly on by the CEO because
they are not voting against his compensation plan, rather than vot-
ing in the interests of all the small individual investors who put
their money into that fund, you know, thinking that that is the
way to achieve value. And those are the kinds of conflicts that are
rife in this system that we are very concerned about.

Senator JOHANNS. Yes, and I am going to be very direct again.
You and I are going to have an easy time agreeing that there are
a lot of ways to be self-interested. A lot of ways. So, Mr. Castellani,
let me turn to you. Based on your corporate experience, what im-
pact does that have on your company if there is, for lack of better
terminology, ease of entry here?

Mr. CASTELLANI. One of the things that we are concerned about
is that it would politicize the board. The board is legally required
to represent all shareholders. So each member of the board is to
represent all shareholders, not a particularly constituency of share-
holders. But, in fact, there are constituencies of shareholders, peo-
ple who want short-term gains, people who want—you were giving
an example, my company, Tenneco, owned Newport News Ship-
building. We had a shareholder, a nice little group from Con-
necticut, a group of nuns who owned $2,600 of the company and
wanted us to get out of the nuclear shipbuilding business. And
every year, they would have that on the proxy.

The point is that dissension first costs the shareholders money,
because that is who pays for the proxy process. It doesn’t come out
of the management’s pocket. It doesn’t come out of the Govern-
ment’s pocket. The shareholders pay for the dissension.

But second—directly, they pay for the proxy process—but second,
boards best operate when they operate by consensus, when there
is an agreement among the board of the strategic direction of the
company and who should implement that strategic direction. It
doesn’t mean there isn’t discussion. It doesn’t mean there isn’t
questioning, that there isn’t dissension. But when they make a de-
cision, companies operate best when you don’t second-guess, until
there is reason to second-guess, the direction the company is going.

Senator JOHNSON. I am out of time, and I won’t press that too
much today because we have been given extra time today, but I
want to offer one other thought on a totally different approach. I
was on a panel yesterday in this room, and as I started my ques-
tioning, I said to the panelists, I said, I am going to warn you. I
am a former Governor. It just astounds me how we have this phi-
losophy here—and I am very new to this Senate job—it just
astounds me how we think all of the best solutions are here in
Washington with a Federal approach. This really does impact
States in a very, very significant way. That in itself is a very, very
profound issue. And yet we just kind of jump right in the middle
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of it with this new approach that just casts aside 50 State cor-
porate laws.

And I will share this with you. When I started as Governor many
years ago, I decided that I wanted to be a State that attracted busi-
ness to my State. We needed jobs and we needed economic growth
in the State of Nebraska and I decided I was going to take on Dela-
ware to try to make that happen. You know what I realized about
Delaware? They had one heck of a good start and they were doing
more things right than they were doing wrong and it was going to
be very, very difficult to dent that.

And yet in this hearing, again, whether it is Delaware or Ne-
braska or Wyoming or California, whoever, we have a very, very
profound impact on the history of corporate governance in this Na-
tion and I just don’t think we should do that lightly. I think you
would have 50 Governors in those seats back there ready to come
to the table to chew on us about that, because it does have very
significant consequences for the States where the jobs do exist,
where the jobs are created, where hopefully the businesses grow
and expand and create economic opportunities for the people out
there who then pay the taxes that allow us to come here and do
the social and other programs that we just love to do.

So I just think it is really an important philosophical issue and
that is my little sermonette at the end of the questioning. Thank
you.

Chairman REED. Thank you, Senator Johanns.

Let us begin the second round.

Ms. Yerger, what is the status of majority voting on Delaware
law now? Is it

Ms. YERGER. Under Delaware, and again, I am not a lawyer, it
is not the default standard, but the laws do accommodate majority
voting so companies can adopt it voluntarily.

Chairman REED. They can adopt it voluntarily. But under the—
and Ms. Cross, under the SEC’s proposal, that would not upset
Delaware law if you were talking about majority voting. It would
be optional.

Ms. Cross. We don’t have a proposal on majority voting. The
way it would work with our proxy access is that if there were more
people running than there were slots, you would usually revert to
plurality voting because majority wouldn’t work.

Chairman REED. OK. Thank you.

Mr. Castellani, again, thank you for being here and for your tes-
timony. I think the core of the issue is who knows best about the
company, the directors or the shareholders. Under the present ar-
rangement, and we have got enough lawyers who can criticize my
legal analysis, is that the directors essentially control access in
most companies to the proxy unless you want to mount a very ex-
pensive proxy fight. They decide in most cases and in most compa-
nies what will get on as an issue and what won’t get on as an
issue. So the current practice, unless we do something, will leave
sort of the directors with critical control of the process and then on
both sides of this argument we are talking about empowering
shareholders. So your comments, and then I will open it up to the
panel.
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Mr. CASTELLANI. Sure. First, for the record, let me state I am a
scientist and engineer, not a lawyer.

b ghﬁirman REED. Well, Senator Bunning, again, thank you on his
ehalf.

Mr. CASTELLANI. I want to say that as often as I can.

In fact, the directors do not control access to the proxy for all
issues. In fact, the SEC controls. Therefore, companies like Tenneco
get proposals. All companies get proposals related to social issues,
governance issues, economic issues, labor issues, environmental
issues. But I don’t think that is what you are talking about.

What you are talking about is the access for the purposes of
nominating directors and we have to talk about that in the context
of any group of shareholders, any single shareholder has an ability,
if they can afford it, and it is an expensive proposition——

Chairman REED. Yes.

Mr. CASTELLANI. to nominate directors and run in competi-
tion to the directors that are nominated by the Nominating Com-
mittee. That is how we do takeovers and that is how the companies
make sea changes, or investors make sea changes.

What I am concerned about and what we are concerned about is
we have, by majority vote, by and large, directors who are elected
to represent all shareholders. Those directors are, by and large,
elected every year. And so if the shareholders elect the directors
and the shareholders can remove the directors under majority vot-
ing, then how does the company best operate on behalf of the
shareholders?

Is it best operated in letting those directors make, in their collec-
tive judgment, decisions about who should be on the board rep-
resenting the shareholders, who should manage the company, or do
we subject those directors or a portion of them—a significant por-
tion, 25 percent of them—to a reelection challenge every year and
turn them into essentially corporate politicians, because these are
contested elections. They are somehow going to have to be run as
contested elections.

And what does that do to the director? Does that then distract
her from the business that we all want her to do, which is over-
seeing the shareholders’ interests in that board room, or does she
have to be more concerned because the conflicting nominee was
elected because they didn’t want us to be in the nuclear ship-
building business, in my case, or they didn’t want us to do business
in a particular part of the world, or they wanted our product lines
to change, or they wanted some practices to change.

What our concern is is that boards should be free to do and re-
sponsible for doing what the shareholders want them to do, and
that is be good stewards of their investment in the company.

Chairman REED. Well, my sense is—and you are right to narrow
down my focus to the directors’ election because social issues, they
do get on the board because the SEC has required that and there
is an argument they could require the directors also to be subject
to proxy access.

But the other side of the argument is there is a group of direc-
tors that essentially nominates the Nominating Committee. Usu-
ally the Nominating Committee is directors

Mr. CASTELLANI. Right.
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Chairman REED. ——who then choose other people they think
are sympathetic to them and their views and the shareholders, un-
less they are not in a proxy fight, generally they either have to ac-
cept this board, and many times, as you pointed out, the board is
not elected by a majority. In fact, there are many times where less
than a majority of shareholders, a small number of shareholders
even vote, and I think there has been a lot of discussion back and
forth about motivation for voting, but most shareholders don’t
know—it is not the politics as practiced elsewhere. Most share-
holders are reflecting on their dividends, their share value, what
they think the company should be doing economically for their ben-
efit. It is quite self-interested.

Mr. CASTELLANI. I think, Senator, another point I should make—
two other points I should make is that good boards, and certainly
I would include our companies, have means by which they commu-
nicate and allow shareholders to suggest directors. And in fact,
that is something that all of our member companies do now.

So small groups of shareholders—and let us not kid ourselves. 1
mean, any management, any board that is worth anything, that
can wake up and make their own breakfast in the morning, when
a large shareholder comes in and says, we want to talk to you
about the make-up of the board, by God, we listen, because you for-
get, we are in the business of trying to sell our shares to members
and convince investors that we are a good company to invest in. So
we listen to investors.

The problem that we have is that sometimes in these discussions,
you are talking about individual investors and we have to be re-
sponsive to our largest investors, which are institutional investors.
And so the desires of individuals come through intermediaries, the
mutual fund and the fund managers, and that message is very dif-
ferent than what some of the things that you are describing.

Chairman REED. This is a conversation that could go on at
length, but I am going to stop and recognize Senator Bunning.
Thank you.

Senator BUNNING. Thank you very much.

Professor Verret, there has been a lot of talk about giving share-
holders a vote on pay packages but little discussion on the details.
If we were to require such a vote, what specifically should we vote
on and how often should we vote?

Mr. VERRET. Well, notably, I think one thing I would draw out
is that there is a big difference between “say-on-pay” and say on
severance packages. I think those are two distinct issues. There is
a healthy debate about both of them, but I think it is a mistake
to lump them in together. I think the big difference between say
on severance is that severance packages are used to facilitate effi-
cient mergers and acquisitions. Basically, sometimes when a good
M&A deal goes through, the CEO of the target has to go. It is, you
have got to leave and here is some walking-away money. And those
deals are great, and most of the——

Senator BUNNING. But that isn’t my question.

Mr. VERRET. OK. So my first answer is, I would differentiate
“say-on-pay” and say on severance.

With respect to “say-on-pay,” I think one of the details is how
often would you approve “say-on-pay,” and I am aware that the
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United Brotherhood of Carpenters, at least, wants it every 3 years.
I think some groups prefer it every——

Senator BUNNING. Every 3 years?

Mr. VERRET. Yes. They would prefer the pay package——

Senator BUNNING. By the time the second year came around,
maybe the company would be in Chapter 11.

Mr. VERRET. Well, perhaps, but what they propose is that typi-
cally, pay packages are negotiated over longer terms, so “say-on-
pay” should be negotiated over the longer term. You don’t nec-
essarily reapprove the pay package every year. Sometimes they are
longer term. Sometimes they are 5 or 10 years.

So one of the things I would suggest is that you leave open the
boards of directors and the shareholders to determine how they
want “say-on-pay” to work.

Senator BUNNING. Then you think they should be left open to the
boards in negotiating with whoever they want as their CEO?

Mr. VERRET. I worry about the effects of one-size-fits-all pack-
ages, and I think we have seen that effect in Britain with their
“say-on-pay” rules.

Senator BUNNING. And you think the negotiations on golden
parachutes should be different completely?

Mr. VERRET. They should be, because sometimes you have to do
them very quickly, not enough time to get approval for the package
to deal with the specific merger.

Senator BUNNING. Would you like to comment?

Mr. COATES. Very briefly. “Say-on-pay” is advisory votes only.
There is no need for speed. There is no need for prior voting. The
U.K., the Netherlands, Australia have successfully implemented
this for years, and in fact, the evidence from the U.K. suggests that
it almost never has a bad effect on companies, that almost all of
the time, shareholders approve the pay package as presented.
There are a few outliers that get their pay packages voted down
and the result of that has been a better alignment of shareholder
and manager interests over the past 5 years in the United King-
dom. So I think the U.K. model is working and I think it is a rea-
sonable place to start.

Mr. VERRET. Although as I am sure Professor Coates might be
aware, the shareholder electorate in the United Kingdom is very
different from the United States—

Senator BUNNING. No. This is not a discussion between—we have
to ask the questions.

Mr. VERRET. Sorry. He is my old professor and he gave me a “B”
in corporate law, so I have to

Senator BUNNING. A “B”? That is pretty good.

[Laughter.]

Senator BUNNING. Unbelievable. I will give you a chance to talk
again.

As States respond to concerns about corporate governance issues
with changes to their own laws, is there really a need to federalize
business law?

Mr. VERRET. Well, I would agree, and I think we haven’t even
had time to see the effect of the State changes on proxy access op-
erate after Delaware and the other States facilitated majority vot-
ing in 2006. From 2006 to 2007, we saw an increase in majority
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voting at companies from 20 percent of the S&P 500 to 50 percent.
So Delaware just amended its code in, I think, March, and the ABA
is about to change the Model Business Code. So there hasn’t been
enough time to see, I think, all the proxy access bylaws that I
think we are going to see adopted by boards.

Senator BUNNING. Ann, would you like to comment?

Ms. YERGER. I firmly believe that the problem here are the prob-
lem companies and——

Senator BUNNING. Yes, we know about them.

Ms. YERGER. ——and that is why I believe these issues should
be federalized, frankly.

Senator BUNNING. Yes, but they are at the trough every time
they have a problem, whether they are a finance company or
whether they are an insurance company, whether they are an auto
company. If you think they are too big to fail, then the Federal
Government is the backstop. And if they are a GSE, we are the
backstop for sure. So do you have some other suggestions that we
might not have to be the backstop?

Ms. YERGER. Suggestions regarding specifically—I am sorry. I
have lost the question here.

Senator BUNNING. You lost the question. Well, about the laws
being changed in the States on corporate governance.

Ms. YERGER. I feel that majority voting, we have had plenty of
experience and the fact is that there are many companies—in fact,
most small companies have not adopted it. We think it is a core
owner right and as a result it should be federalized.

I also believe that proxy access should be federalized. The fact
is, when council members invest in domestic companies, they are
not doing a portfolio of Delaware companies or Nebraska compa-
nies. They are doing a portfolio of the U.S. companies, and we ei-
ther make a decision that these are basic rights we should be offer-
ing to owners of any company here in the United States or not.
And I think the Council firmly believes that

Senator BUNNING. The fact that if I live in Kentucky, where I
live, you want me to come in and say, the Federal Government
should make the rules for every company in Kentucky.

Ms. YERGER. Regarding access on majority voting——

Senator BUNNING. Yes.

Ms. YERGER. ——yes, sir.

Senator BUNNING. You do.

Mr. FERLAUTO. If I may, another——

Senator BUNNING. It won’t sell.

Mr. FERLAUTO. Another approach to this which I think might sell
is that give shareholders the power to decide what State they will
incorporate in, and therefore you can

Senator BUNNING. Well, they do have the power.

Mr. FERLAUTO. No, they don’t, actually, is that right now, it is
the boards through the IPO——

Senator BUNNING. Oh, you mean beforehand, before they incor-
porate.

Mr. FERLAUTO. Maybe every 5 years. You talked about one way
to do this is to give them a right every four or 5 years, similar to
Mr. Coates’s idea, that rather than opting in and opting out of a
variety of laws, they actually have a right to decide on whether the
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charter and powers of a particular State are appropriate for them
at a particular moment and allow shareholders to decide on their
own

Senator BUNNING. You, as a billion-dollar investor, you as a per-
son who controls $1 billion worth of investment, would say that to
the shareholders after the fact, after they have already incor-
porated?

Mr. FERLAUTO. I agree that there should be more—that the State
of incorporation should be a greater factor when IPOs are made
and that there is not enough emphasis or focus on corporate gov-
ernance during the IPO process, and I think that would be some-
thing very interesting for the SEC to look at for perhaps new rule
making. But if you are talking about empowering the States, one
thing that you might consider to do is to give them real power and
create real competition among Delaware and Nebraska and North
Dakota and California and every other State by making State cor-
poration real and let them compete. The only way you can let them
compete is by giving shareholders, the owners of these companies,
real power to make a decision about what laws are most appro-
priate to them.

Senator BUNNING. It won’t sell.

Mr. FERLAUTO. It is a market-based——

Senator BUNNING. It won’t sell. We can’t sell it, because we
would have 50 Governors up here every day trying to tell us to
mind our own business.

Mr. FERLAUTO. Yes, but——

Senator BUNNING. Thank you. Thank you, Mr. Chairman.

Chairman REED. Senator Corker.

Senator CORKER. Thank you all for your testimony, and again,
both of you, for having the hearing.

I think what—well, based on backgrounds, Mr. Ferlauto and I
might have a difference of opinion on many things. I think what
you were trying to communicate is giving shareholders—you can
domicile. You can change the corporate domicile at any time you
wish. It doesn’t matter where you are incorporated.

I actually think that Senator Johanns was referring to a race to
the top and I do think that, while I realize my friend from Dela-
ware may disagree, it actually does give shareholders the ability to
influence things and I hope that we will—I am not sure it wouldn’t
sell and I hope it is something we will understand. I am not sure
I understand enough about it myself to support it, but I do know
that it certainly would give shareholders much greater freedoms.

I do want to say to you, Mr. Verret, that I think you were dead
on in your opening comments that here we are talking about lots
of things, but really what has driven this has been moral hazard,
has been what happened with GSEs, and many of the policies we
put in place here, the failure of regulators, short-term thinking,
credit-rating agencies that didn’t do what everyone thought they
were doing, and I am not sure about the mark-to-market issue. We
might debate that some.

But I hope that we don’t go overboard with what we do here be-
cause it is other factors—many other factors—that have created
this. I do, on the other hand, think that boards are the final gov-
ernance issue, and if you have good boards that actually under-
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stand the risk, especially at financial institutions, I think we might
actually look at differentiating things that have to do with large
companies, financial companies that offer systemic risk. We may
look at those a little differently.

But let us get down to this risk. Senator Schumer is close to our
Chairman. My guess is that just knowing how things work around
here, that he may to defer to him on some of these corporate gov-
ernance issues. He laid out six things. My sense is that the share-
holder “say-on-pay” issue as advisory was not particularly con-
troversial amongst most here, is that correct, as an advisory issue.

The shareholder input didn’t seem to be

Mr. CASTELLANI. Why do it every year? Why require it for all
companies?

Senator CORKER. And maybe there is a size issue. By the way,
I am not agreeing myself necessarily with all these. I am just ask-
ing you all. The independent chairperson seemed to be somewhat
agreed by half and somewhat disagreed, especially Mr. Castellani,
is that correct, thought that was a bad idea.

Mr. CASTELLANI. We believe that it should be up to every board
of directors and every company to decide what is best for them.

Senator CORKER. Does anybody other than him disagree with
what was put forth there?

Ms. Cross. If I could note, I am not—on behalf of the SEC, I am
not expressing views. The Commission hasn’t expressed views on
all these points.

Senator CORKER. I understand.

Ms. CroSs. By my silence, I am not commenting.

Senator CORKER. I have got you.

Ms. Cross. Thank you.

Ms. YERGER. We are believers in one-size-fits-all on this issue.

Senator CORKER. You are believers in that.

Ms. YERGER. Yes.

Senator CORKER. The stagger board issue, I hope stays in place
and is not eliminated, personally. The majority voting issue didn’t
seem to be a big issue to anybody here. Mr. Castellani, since you
represent——

Mr. CASTELLANI. Most of our members have majority voting.

Senator CORKER. So not a big deal. So the risk committee is the
one issue I think we haven’t touched on

Mr. CASTELLANI. It is very important.

Senator CORKER. and I just wonder if, since I think we have
got pretty good input from you all in these other areas, what are
your thoughts, in whatever order you want to give them, on the
risk committee issue?

Mr. CASTELLANI. Senator, if I might start, I think there probably
is going to be pretty close to—well, I don’t know whether we would
all be unanimous. The fundamental issue, which is whether or not
a board of directors should regularly and thoroughly analyze the
risks that face the company and its shareholders is not one on
which there is any argument. That is one of the fundamental pur-
poses of a board of directors.

What Senator Schumer in his bill prescribes, however, is not ap-
propriate, and that is that you create a separate committee to do
that. Some companies choose to do it within separate committees,
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but other companies think that it is better done within its audit
committee because its greatest risk may be in its financial struc-
tures. Some companies do it, because of the nature of the products,
in different committees because their greater risk may be either
the products or the markets in which they serve as opposed to fi-
nancial risk.

So our suggestion is that it is done, but don’t specify that you
create another committee, particularly where we have already run
the risk of being so prescriptive to how many committees and what
type of committees boards should have that we run the risk of
being the best at governance compliance and the worst at govern-
ance implementation.

Senator CORKER. I understand. Is there anybody that strongly
disagrees with the position he just put forth?

Mr. FERLAUTO. Let me just add one caveat to that. I think John
is right that there needs to be some flexibility, but there also needs
to be some very explicit disclosure about who is responsible for
risk, what committee is responsible for it, what is their charter,
what powers that they have, how they will review risk, and that
needs to be disclosed much more heavily than it does right now.

Senator CORKER. So you would moderate the bill in that way and
specify that it doesn’t have to have a separate committee, but that
function has to take place within the board——

Mr. FERLAUTO. And it needs to be disclosed to shareholders in a
very precise way, OK.

Senator CORKER. So, since I am the last questioner:

Chairman REED. Go ahead.

Senator CORKER. ——Ilet us go back to this issue of the State
thing again, which longer-term advocates of shareholder rights
have said, look, if we could just give shareholders the ability to
race to the top, as Senator Johanns, I think was alluding to, I am
not positive—I certainly asked the question earlier in the same
light—Mr. Castellani, how do you feel about shareholders being
able to say that you are not going to be domiciled in whatever
State you are in but you are going to be in Texas because it gives
great shareholder rights?

Mr. CASTELLANI. Senator, if the majority of the shareholders
want to change the logo to pink and make me stand on one leg,
I change the logo to pink and stand on one leg. So it really is what
the majority of the shareholders. But I think it is not a decision—
I think we kid ourselves that this is a decision that is based on
what Mr. Icahn is advocating, which is the ability of greater ease
of change of control.

One of the reasons why Delaware is very attractive to corpora-
tions is Delaware has an infrastructure, with all deference to my
colleague here, that is very efficient in adjudicating issues between
companies and shareholders, and shareholders and shareholders,
prior to annual meetings or whenever they need to be adjudicated.
Delaware is very, very good. They have—what have they got, ten
judges and a couple hundred staff people that make decisions very,
very quickly. So it is not just the structure of the law that is attrac-
tive but it is the ability of the State to implement its law and make
decisions when issues are in contention very quickly and very effi-
ciently.
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Senator CORKER. But while you are selling Delaware, and I am
sure the Chambers of Commerce up there like that——

Mr. CASTELLANI. Well, let me give equal. New Jersey is also very
good. Ohio is very good

[Laughter.]

Mr. CASTELLANI. ——and I am sure——

Senator CORKER. Their pension funds must invest in your com-
pany.

Mr. CASTELLANI. Tennessee is very good.

Senator CORKER. But back to the issue of whether they are good
or not, and my guess is some of those are not so good that you just
mentioned, but giving the shareholders the ability to do that is, in
y}(l)ur‘)opinion—and, by the way, by law? You have no problem with
that?

Mr. CASTELLANI. Yes, I would. Why, again, prescribe for all
shareholders of all companies something that they already have the
right to do within the States where they are incorporated if the
States allow it.

Senator CORKER. Does anybody strongly disagree with that?

Mr. COATES. Just so we are clear, currently, shareholders do not
have the right——

Mr. CASTELLANI. Do not have the right.

Mr. COATES. do not have the right to force a reincorporation
over the objection of the board, and I actually think for once I am
on sort of the management side of the Business Roundtable, at
least if I heard his comment earlier. I don’t think that would be
a good idea to introduce. It would be more powerful and more dis-
ruptive on behalf of shareholders than anything the SEC is pro-
posing in the current environment.

Senator CORKER. So you think that is a really bad idea?

Mr. CoATES. Well, I just—I think it would require a great deal
of thought about how exactly it would be implemented, and I think
to think of it as somehow a weaker version of shareholder proxy
access is just descriptively a mistake. It would be actually more
empowering——

Senator CORKER. No, I agree.

Mr. CoATEs. OK.

Senator CORKER. It is the most empowering thing, I think,
that

Mr. CASTELLANI. And I want to make very clear that I associate
myself with those remarks, that that is—I can’t imagine what the
benefit would be compared to the costs or the disruption.

Senator CORKER. Do you want to make a comment?

Mr. FErRLAUTO. I was just going to say, I think that is true. I
think the moderate form is establishing the disclosure right for
proxy access. But to go all the way to keep Governors happy, if you
will, is to create competition amongst the States by fully empow-
ering shareholders.

Ms. YERGER. As radical as the Council is, I have to tell you, this
is not an issue we have endorsed at this point, is giving owners the
right to reincorporate an entity. We are studying it, but I think
that it is a complex issue that I would be very surprised the cor-
porate community would support.

Mr. FERLAUTO. This is the moderate version.
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Mr. VERRET. I would also offer that proposals and changes of
State of incorporation get introduced from time to time and the re-
sults are always there is pretty low shareholder interest in that.

Senator CORKER. OK. Listen, I want to say that while I ask num-
bers of questions, I am going to give the same disclosure as the
SEC. None of them necessarily represent my point of view. It is
just the best way to sort of understand what a very diverse panel
of six people think about an issue and I very much appreciate all
of your input today.

I hope that if we do anything on corporate governance, I hope
that it is modest and we realize that at the end of the day, a lot
of factors led to the failures that we have had today, much of
which, candidly, was generated out of this body and those who
came before. I hope that we don’t create a similar problem or an-
other type of problem by over-legislating how the private sector
governs itself. But I thank you all for your testimony.

Chairman REED. Thank you, Senator Corker.

I want to thank all the witnesses. This has been a very insightful
panel, and I particularly thank you for the time and effort you put
into this. It was quite obvious from the testimony and from your
response to questions.

Let me say for the record, witnesses’ complete written testimony
will become part of the hearing record and we are happy to include
supporting documentation for the record. The record will remain
open for 1 week, until August 5, 2009, for Members to submit their
own personal written statements or additional questions for the
witnesses. We ask that witnesses respond to any written questions
that are sent within 2 weeks and note that the record will close
after 6 weeks in order for the hearing print to be prepared.

With that, I thank you again and thank my colleagues. The hear-
ing is adjourned.

[Whereupon, at 4:38 p.m., the hearing was adjourned.]

[Prepared statements and responses to written questions sup-
plied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN JACK REED

I want to welcome everyone, and thank all of our witnesses for appearing today.

Today’s hearing will focus on corporate boardrooms and try to help us better un-
derstand the misaligned incentives that drove Wall Street executives to take harm-
ful risks with the life savings and retirement nest eggs of the American people.

This Subcommittee has held several hearings in recent months to focus on gaps
in our financial regulatory system, including the largely unregulated markets for
over-the-counter derivatives, hedge funds and other private investment pools. We
have also examined problems that resulted from regulators simply failing to use the
authority they had, such as our hearing in March that uncovered defective risk
management systems at major financial institutions.

But although regulators play a critical role in policing the markets, they will al-
ways struggle to keep up with evolving and cutting-edge industries. Today’s hearing
will examine how we can better empower shareholders to hold corporate boards ac-
countable for their actions, and make sure that executive pay and other incentives
are used to help companies better focus on long-term performance goals over day-
to-day profits.

Wall Street executives who pursued reckless products and activities they did not
understand brought our financial system to its knees. Many of the boards that were
supposed to look out for shareholder interests failed at this most basic of jobs. This
hearing will help determine where the corporate governance structure is strong,
where it needs improvement, and what role the Federal Government should play in
this effort.

I will ask our witnesses what the financial crisis has revealed about current laws
and regulations surrounding corporate governance, including executive compensa-
tion, board composition, election of directors and other proxy rules, and risk man-
agement. In particular, we will discuss proposals to improve the quality of boards
by increasing shareholder input into board membership and requiring annual elec-
tion of, and majority voting for, each board member.

We will also discuss requiring “say-on-pay,” or shareholder endorsements of execu-
tive compensation. We need to find ways to help public companies align their com-
pensation practices with long-term shareholder value and, for financial institutions,
overall firm safety and soundness. We also need to ensure that compensation com-
mittee members—who play key roles in setting executive pay—are appropriately
independent from the firm managers they are paying.

Other key proposals would require public companies to create risk management
committees on their boards, and separate the chair and CEO positions to ensure
that the CEO is held accountable by the board and an independent chair.

I hope today’s hearing will allow us to examine these and other proposals, and
take needed steps to promote corporate responsiveness to the interests of share-
holders. I welcome today’s witnesses and look forward to their testimony.

PREPARED STATEMENT OF MEREDITH B. CROSS

DIRECTOR, DIVISION OF CORPORATION FINANCE, SECURITIES AND EXCHANGE
COMMISSION

JuLy 29, 2009

Introduction

Good afternoon Chairman Reed, Ranking Member Bunning, and Members of the
Subcommittee. My name is Meredith Cross, and I am the Director of the Division
of Corporation Finance at the U.S. Securities and Exchange Commission. I just re-
joined the SEC staff in June of this year after more than 10 years in private prac-
tice here in Washington. I worked at the SEC for most of the 1990s, and I am de-
lighted to be back at the agency at this critical time in the regulation of our finan-
cial markets. I am pleased to testify on behalf of the Commission today on the topics
of corporate governance and the agency’s ongoing efforts to assure that investors
have the information they need to make educated investment and voting decisions.

Investor confidence is critical to our securities markets. In the context of the
issues that the Subcommittee is discussing today, investors need to feel confident
that they have the information they need to make educated decisions about their
investments, including whether to reelect or replace members of the board of direc-
tors. Good corporate governance is essential to investor confidence in the markets,
and it cannot exist without transparency—that is, timely and complete disclosure
of material information. In responding to the market crisis and erosion of investor
confidence, the Commission has identified and taken steps over the past months in



43

a number of significant areas where the Commission believes enhanced disclosure
standards and other rule changes may further address the concerns of the investing
public.

Shareholder Director Nominations

A fundamental concept underlying corporate law is that a company’s board of di-
rectors, while charged with managerial oversight of the company, is accountable to
its shareholders who have the power to elect the board. Thus, boards are account-
able to shareholders for their decisions concerning, among other things, executive
pay, and for their oversight of the companies’ management and operations, includ-
ing the risks that companies undertake. While shareholders have a right under
State corporate law to nominate candidates for a company’s board of directors, it
can be costly to conduct a proxy contest, so this right is only rarely exercised.

The Commission’s proxy rules seek to enable the corporate proxy process to func-
tion, as nearly as possible, as a replacement for in-person participation at a meeting
of shareholders. With the wide dispersion of stock prevalent in today’s markets, re-
quiring actual in-person participation at a shareholders’ meeting is not a feasible
way for most shareholders to exercise their rights—including their rights to nomi-
nate and elect directors. Two months ago, the Commission voted to approve for no-
tice and comment proposals that are designed to help shareholders to more effec-
tively exercise their State law right to nominate directors. !

Under the proposals, shareholders who otherwise have the right to nominate di-
rectors at a shareholder meeting would, subject to certain conditions, be able to
have a limited number of nominees included in the company proxy materials that
are sent to all shareholders whose votes are being solicited. To be eligible to have
a nominee or nominees included in a company’s proxy materials, a shareholder
would have to meet certain security ownership requirements and other specified cri-
teria, provide certifications about the shareholder’s intent, and file a notice with the
Commission of its intent to nominate a candidate. The notice would include specified
disclosure about the nominating shareholder and the nominee for inclusion in the
company’s proxy materials. This aspect of the proposals is designed to provide im-
portant information to all shareholders about qualifying shareholder board nomi-
nees so that shareholders can make a more informed voting decision.

To further facilitate shareholder involvement in the director nomination process,
the proposals also include amendments to Rule 14a-8 under the Exchange Act,
which currently allows a company to exclude from its proxy materials a shareholder
proposal that relates to a nomination or an election for membership on the com-
pany’s board of directors or a procedure for such nomination or election. This so-
called “election exclusion” can prevent a shareholder from including in a company’s
proxy materials a shareholder proposal that would amend, or that requests an
amendment to, a company’s governing documents regarding nomination procedures
or disclosures related to shareholder nominations. Under the proposed amendment
to the shareholder proposal rule, companies would be required to include such pro-
posals in their proxy materials, provided the other requirements of the rule are met.

The proposing release seeks comments from the public on the rule proposals gen-
erally and also includes numerous specific questions. The comment process is a crit-
ical component of every rule making, and one that the Commission takes very seri-
ously. We sincerely want to hear from all interested parties and truly believe that
the rule-making process is better informed as a result of the comments that we re-
ceive.

Proxy Disclosure Enhancements

One of the key disclosure documents for shareholders in deciding how to vote in
the election of directors is the proxy statement. This document, which includes infor-
mation about the directors, certain board practices, executive compensation, related
party transactions, and other matters, is a critical component of the U.S. corporate
governance landscape. The Commission, on July 1, voted to propose a series of rule

1“Facilitating Shareholder Director Nominations”, Securities Exchange Act Release No. 34-
60089 (June 10, 2009). The Commission’s vote was 3—2 in favor of the proposal, with Chairman
Schapiro and Commissioners Walter and Aguilar voting to approve the staff’s recommendation
to propose rules, and Commissioners Casey and Paredes voting not to approve the staff’s rec-
ommendation. For the Commissioners’ statements regarding the proposal at the Commission
meeting at which the proposal was considered, see http://www.sec.gov/news/
speech.shitml#chair.
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amendments that are designed to significantly improve proxy disclosures, thereby
enabling shareholders to make more informed voting decisions. 2

One area that has garnered significant public attention and can drive investors’
investment and voting decisions is executive compensation. The Commission’s exist-
ing disclosure rules are designed to elicit comprehensive and detailed information
about all elements of a company’s compensation practices and procedures with re-
spect to its most senior executives. This information includes a “Compensation, Dis-
cussion and Analysis”; detailed tables followed by related narrative disclosure; and
a report from the Compensation Committee. Based on this information, investors
can form opinions about a company’s executive compensation policies, including
whether the board of directors has acted appropriately in setting incentives and re-
wards for management.

Today, if material, a company must discuss the risk considerations of its com-
pensation policies and decisions with respect to its “named executive officers.”
(“Named executive officers” generally include the chief executive officer, chief finan-
cial officer, and next three highest paid officers.) Some have argued, however, that
the recent financial crisis has demonstrated that a company’s compensation prac-
tices beyond these five named executive officers can have a dramatic impact on its
risk profile; the manner in which some trading arms of financial institutions have
been compensated would be an example. Therefore, the Commission has proposed
requiring disclosure about how the company incentivizes its employees—beyond the
named executive officers—if its compensation policies may result in material risks
to the company. This disclosure is intended to enable investors to gauge whether
the company’s compensation policies create appropriate incentives for its employees,
as opposed to creating incentives for employees to act in a way that creates risks
not aligned with the risk objectives of the company.

The Commission’s recent proxy enhancement proposals also would require ex-
panded information about the qualifications of directors and director candidates,
about the board’s leadership structure and role in risk management, and about po-
tential conflicts of interests of compensation consultants. The proposals also would
improve the reporting of annual stock and option awards to company executives and
directors, and would require quicker reporting of shareholder vote results. The Com-
mission believes that all of this information would enable shareholders to more in-
telligently exercise their proxy vote, thereby further enhancing corporate account-
ability.

Broker Discretionary Voting

Also on July 1, the Commission approved changes to New York Stock Exchange
Rule 452, which governs broker discretionary voting, to prohibit brokers from voting
shares held in street name in director elections unless they have received specific
voting instructions from their customers.3 NYSE Rule 452 generally allows brokers
to vote such shares on behalf of their customers in uncontested director elections,
as such elections are currently deemed to be “routine;” under the revised rule, such
elections will no longer be deemed to be routine. This amendment, which the NYSE
approved at least in part based on recommendations from the NYSE’s Proxy Work-
ing Group, will become effective on January 1, 2010.

The Commission also has asked that the staff undertake—this year—a com-
prehensive review of other potential improvements to the proxy voting system and
rules governing shareholder communications, including exploring whether issuers
should have better means to communicate with street name holders. With over 800
billion shares being voted annually at over 7,000 company meetings, it is imperative
that our proxy voting process work well, beginning with the quality of disclosure
and continuing through to the integrity of the vote results.

2“Proxy Disclosure and Solicitation Enhancements,” Securities Exchange Act Release No.34-
60280 (July 10, 2009).

3“Order Approving Proposed Rule Change, as modified by Amendment No. 4, to Amend
NYSE Rule 452 and Corresponding Listed Company Manual Section 402.08 to Eliminate Broker
Discretionary Voting for the Election of Directors, Except for Companies Registered Under the
Investment Company Act of 1940, and to Codify Two Previously Published Interpretations that
Do Not Permit Broker Discretionary Voting for Material Amendments to Investment Advisory
Contracts with an Investment Company,” Securities Exchange Act Release No. 34-60215 (July
1, 2009). The Commission’s vote was 3-2 in favor of the proposal, with Chairman Schapiro and
Commissioners Walter and Aguilar voting to approve the rule change, and Commissioners Casey
and Paredes voting not to approve the rule change. For the Commissioners’ statements regard-
ing the proposal at the Commission meeting at which the rule change was approved, see http://
www.sec.gov | news [ speech.shtml#chair.



45

Say-on-Pay for TARP Companies

Also on July 1, the Commission proposed amendments to the proxy rules to set
out the requirements for a “say-on-pay” vote at public companies that that have re-
ceived (and not repaid) financial assistance under the Troubled Asset Relief Pro-
gram. * Under the Emergency Economic Stabilization Act of 2009, these companies
are required to permit an annual advisory shareholder vote on executive compensa-
tion. Consistent with the EESA, the Commission’s proposals would require public
companies that are TARP recipients to provide a separate shareholder vote on exec-
utive compensation in proxy solicitations during the period in which any obligation
arising from financial assistance provided under the TARP remains outstanding.
These proposals are intended to clarify what is necessary under the Commission’s
proxy rules to comply with the EESA vote requirement and help to assure that
TARP recipients provide useful information to shareholders about the nature of the
required advisory vote on executive compensation.

Conclusion

As governance and compensation practices continue to evolve, the Commission
will remain vigilant in seeking to assure that our disclosure rules provide investors
with the information they need to make informed investment and voting decisions.
We know that there also is a great deal of thought and work outside the agency
regarding corporate governance and executive compensation best practices, and we
stand ready to lend whatever assistance we can in those efforts.

Thank you again for inviting me to appear before you today and for the Sub-
committee’s support of the agency in its efforts at this critical time for the Nation’s
investors. I would be happy to answer any questions you may have.

PREPARED STATEMENT OF JOHN C. COATES IV
JOHN F. COGAN, JR., PROFESSOR OF LAW AND EcoNoMICS, HARVARD LAW SCHOOL

JuLy 29, 2009

Introduction

Chairman Reed, Ranking Member Bunning, and Members of the Subcommittee,
I want to thank you for inviting me to testify. Effective corporate governance is a
crucial foundation for economic growth, and I am honored to have been asked to
participate.

A. Are There Any General Lessons for Corporate Governance from the Fi-
nancial Crisis?

Some have described the ongoing financial crisis as reflecting poorly on U.S. cor-
porate governance, as with the accounting scandals and stock market bubbles of the
late 1990s and early 2000s that led to the Sarbanes-Oxley Act. Unlike those epi-
sodes, however, the ongoing financial crisis has not exposed new and widespread
problems with the basic governance of most U.S. publicly held corporations. Outside
the financial and automotive sectors, most companies have suffered only as a result
of the crisis, and did not contribute to or cause it. Stock prices have fallen across
the board, but most price declines have more to do with the challenges facing the
real economy, and the spillovers from the financial sector on companies in need of
new capital, and little to do with any general problem with corporate governance.
As a result, we have learned relatively little about many long-standing concerns and
debates surrounding the governance of publicly held corporations—and there are
few if any easy lessons that can be drawn from the crisis for corporate governance
generally.

I do not mean to minimize those concerns and debates, or suggest lawmakers
should remain passive in the field of corporate governance. To the contrary, the cri-
sis makes reform more important and urgent than ever, because well-governed com-
panies recover and adapt more readily than poorly governed firms. But the best re-
form path will need to attend to differences between governance across industries,
and ways that corporate governance interacts with industry-based regulation—and
in particular, financial industry regulation—if legal changes are not to make things
worse, rather than better. Governance flaws at Citigroup differed dramatically from
governance flaws at GM, and attempts to fix the problems at firms like GM through
laws directed at all public companies could make things worse at firms like
Citigroup.

4“Shareholder Approval of Executive Compensation of TARP Recipients,” Securities Exchange
Act Release No. 34-60218 (July 1, 2009).
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One important problem at financial firms was excessive risk-taking, stemming
from a so-called “bonus culture” of compensation practices strongly linked to share
prices. But the risks that financial firms took on were harmful for the Nation as
a whole because the financial firms were so important (and complex) and existing
resolution authority so weak and poorly designed that those financial firms could
not generally be allowed to fail. As a result, in economic terms, financial firms’ com-
pensation practices did not take into account the external effects on taxpayers in
the event of insolvency. In effect, financial firms were allowed to gamble with tax-
payer money. This would have been true even if managers of those firms had been
perfect stewards of shareholder wealth. The suggestion of my colleagues Holger
Spamann and Lucian Bebchuk (2009)—praised by the New York Times editors ear-
lier this week—that financial firms be required to link compensation to returns on
their bonds as well as their common stocks reflects this point. Shareholders are not
the only important corporate constituency to consider in setting corporate govern-
ance rules for banks.

At most public companies, the diagnosis has not been the same. If anything, the
conventional critique of the governance of nonfinancial companies is that boards and
managers have tended (from the shareholder perspective) to be excessively resistant
to change, and to have tied executive compensation too weakly with performance.
When commentators attempt to link compensation at firms like AIG and claims
about excessive executive compensation at public companies generally, they fail to
acknowledge that most shareholders do not mind if executives make an enormous
amount of money, as long as shareholders also gain. Efforts to increase shareholder
power to encourage managers more strongly to pursue shareholder wealth could—
at financial firms—undermine efforts by bank regulators to restrain risk-taking by
those same firms. The most important practical lesson of the financial crisis is, then,
this: whatever form general corporate governance reform takes, careful thought
should be given to exempting—or at least allowing relevant financial regulatory au-
thorities to exempt or override—financial firms from those reforms.

B. Evidence on Policy Options

Turning from the general lessons of the financial crisis to some of the specific gov-
ernance reforms that have been discussed or proposed in the last few years, it is
important to bear in mind that corporate governance is not rocket science—in fact,
it is much more complicated than rocket science. Corporations are in their simplest
sense large groups of people coordinating their activities for profit. Science has a
hard enough task tracking inert matter moving through space; it has a harder time
predicting the behavior of a single actual or typical human; and it has the hardest
time of all attempting to describe or predict how large groups of people will act—
if for no other reason than researchers cannot experiment on large groups of people
in realistic settings. As a result, there are few consensus views among researchers
about any nontrivial topic in corporate governance, and evidence tends to emerge
slowly, is rarely uncontested, and is subject to constant (and often dramatic reevalu-
ation). As a result, everything that you do in setting rules for corporate governance
should keep the fragility of the evidence in mind: set rules that can be changed by
delegating to regulatory agencies; direct those agencies to review and reassess their
own rules regularly; and provide “opt outs” and “sunsets” to governance mandates
that are expected to last indefinitely, as at many corporations.

As one example, to my knowledge, there is no reliable large-scale empirical evi-
dence—good or bad—on the effects of shareholder access to a company’s proxy state-
ment, along the lines proposed by the SEC and mandated by S. 1074, H.R. 3269
and H.R. 2861, because there has no been no significant observed variation in such
a governance system within any modern developed economy. This does not mean
that there is no information relevant to evaluating how such a system would operate
in practice, or that there is no basis on which such a system could be recommended
or adopted. Rather, the absence of observed variation means that there is no general
body of data that is capable of revealing whether such a system would consistently
have good or bad effects on shareholder welfare—and no such data will exist unless
and until a large number of companies voluntarily adopt such a system or are re-
quired to by law. That is generally true of many corporate governance proposals,
and to require such data before adopting rule changes would effectively freeze laws
governing corporate governance in place indefinitely, preventing further inquiry or
development of evidence.

Nonetheless, there are some corporate governance topics about which evidence is
better than others. Here I set out what is necessarily an abbreviated summary of
the evidence on three topics addressed in one or more bills pending in the current
Congress, including the Shareholder Bill of Rights Act of 2009 (S. 1074): (a) “say-
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on-pay,” (b) mandatory separation of the chairman and CEO positions, and (¢) man-
datory annual board elections.
a. Say-on-Pay

The proposed requirement that shareholders be given an advisory vote on execu-
tive pay has the advantage that it is very similar to a requirement adopted in an-
other jurisdiction (the United Kingdom (U.K.)) that has capital markets and laws
that are otherwise similar to those applicable in the United States.! This fact en-
ables a research approach that is otherwise unavailable: a before-and-after test of
board and shareholder responses, compensation practices, stock market reactions
and shareholder returns, and other items of interest surrounding the adoption of
“say-on-pay” in the U.K.. Different researchers have conducted several investiga-
tions of this kind and the results published at least informally. Those researchers
report that “say-on-pay’s” adoption in the U.K.:

e improved the link between executive pay and corporate performance (Ferri and
Maber 2007);

e led firms (both before and after relatively negative shareholder votes) to adopt
better pay practices (id.);

e led activist shareholders to target firms with weak pay-performance links and
those with higher-than-expected executive compensation levels (id.; Alissa
2009);

e did not reduce or slow the overall increase in executive compensation levels
(Ferri and Maber 2007; Gordon 2008).

Together, these findings suggest that “say-on-pay” legislation would have a positive
impact on corporate governance in the U.S. While the two legal contexts are not
identical, there is no evidence in the existing literature to suggest that the dif-
feréences would turn what would be a good idea in the U.K. into a bad one in the
U.S.

Researchers have also exploited the introduction of earlier “say-on-pay” legislation
in the U.S. to examine stock price reactions to the prospect of such a governance
reform. Consistent with the U.K. findings, they report that stock investors appear
to have viewed the proposed legislation as good for firms with higher-than-typical
executive compensation, firms with weak pay-performance links, and firms with
weak corporate governance measured in various ways (Cai and Walkling 2009). 2
They also report data showing that the market reacted positively at most sample
firms to the proposed legislation. The same researchers also report that shareholder-
sponsored efforts to introduce “say-on-pay” rules at individual firms—particularly
when sponsored by unions with low stock holdings in the targeted firms—were not
well-received by the stock market, in part because they were not directed at firms
with higher-than-typical executive compensation or firms with weak pay-perform-
ance links, but instead simply at companies that happen to be large. The research-
ers suggest that their findings show that one-size-fits-all “say-on-pay” legislation
may be harmful, but this implication does not in fact follow from their findings. If
anything, the U.K. evidence summarized above suggests that general “say-on-pay”
legislation will weaken the ability of special interest shareholder activists to exploit
executive compensation as an issue, and will lower the costs of the broad run of
shareholders to use their advisory votes on pay to target firms that are most in need
of pressure to improve pay practices.

b. Mandatory Separation of Chairman and CEO Positions

In comparison to research on “say-on-pay” rules, the evidence on the proposal to
mandate the separation of the chair and the CEO of public companies is more exten-
sive and considerably more mixed. At least 34 separate studies of the differences
in the performance of companies with split vs. unified chair/CEO positions have
been conducted over the last 20 years, including two “meta-studies.” Dalton et al.
(1998) (reviewing 31 studies of board leadership structure and finding “little evi-
dence of systematic governance structure/financial performance relationships”) and
Rhoades et al. (2001) (meta-analysis of 22 independent samples across 5,271 compa-
nies indicates that independent leadership structure has a significant impact on per-
formance, but this impact varies with context). The only clear lesson from these

1Say-on-Pay legislation has also been adopted in Australia, Norway, Sweden, and the Nether-
lands. Deane (2007).
2The authors report that firms with the very weakest corporate governance ratings did not
exhibit negative stock price reactions to steps toward to the passage of “say-on-pay” legislation,
f}nﬁi plausibly suggest that this may be because such firms may not respond to advisory share-
older votes.
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studies is that there has been no long-term trend or convergence on a split chair/
CEO structure, and that variation in board leadership structure has persisted for
decades, even in the U.K., where a split chair/CEO structure is the norm.

One study provides evidence consistent with one explanation of the overall lack
of strong findings: optimal board structures may vary by firm size, with smaller
firms benefiting from a unified chair/CEO position, with the clarity of leadership
that structure provides, and larger firms benefiting from the extra monitoring that
an independent chair may provide given the greater risk of “agency costs” at large
companies. Palmon et al. (2002) (finding positive stock price reactions for small
firms that switch from split to unified chair/CEO structure, and negative reactions
for large firms). If valid, this explanation would suggest that it would be a good idea
for any legislation on board leadership to (a) limit any mandate to the largest firms
and (b) permit even those firms to “opt out” of the requirement through periodic
shareholder votes (e.g., once every 5 years).

c¢. Mandatory Annual Board Elections

The evidence on the last legislative proposal I will address—mandatory annual
board elections (i.e., a ban on staggered boards)—is thinner and at first glance more
compelling than that on board leadership structure, but on close review is just as
mixed. There have been at least two studies that focus on the specific relationship
between annual board elections and firm value (Bebchuk and Cohen 2005; Faleye
2007), and a number of other papers that include annual board elections in studying
the relationship between broader governance indices and firm value more generally
(e.g., Gompers et al., 2003; Cremers and Ferrell 2009). Most (but not all 3) conclude
that annual board elections (either on their own or in combination with other gov-
ernance practices) are associated with higher firm value, as measured by the ratio
of firms’ stock prices to their book values.* The governance-valuation studies, how-
ever, generally suffer from a well-known “endogeneity” problem—that is, it is dif-
ficult (and given data limitations, sometimes impossible) to know whether annual
elections improve firm value, or firm value determines whether a company chooses
to hold annual elections. While there are statistical techniques that can address this
issue, none of the studies to date have presented compelling evidence that annual
elections lead to better performance, at least in the last 20 years, during which time
public companies rarely switched from annual to staggered elections. Moreover, the
longer a given study of this type has been available for others to attempt to rep-
licate, the more fragile the findings have appeared to be, suggesting that the bot-
tom-linﬁ conclusions of more recent studies may not hold up in the face of continued
research.

Evidence on annual elections is further complicated by the fact that companies
that “go public” for the first time continue to adopt staggered board elections at high
rates, as late as 2007.5 Since the evidence regarding the purported ability of stag-
gered boards to improve firm value has been known for some time, and since share-
holders have the ability to adjust the prices they pay for newly issued IPO shares
to reflect governance practices, the fact of continued adoption of staggered board
elections prior to IPOs suggests that there may be a social advantage to permitting
these structures, at least when adopted before a company goes public. Other re-
searchers have made a similar point about “dual class” capital structures, which
give low or no votes to public investors, while letting founders or their family mem-
bers retain high vote stock. SEC rules and stock exchange listing standards have
for a long time permitted such structures to be adopted in the U.S. only prior to
a company going public, and not once a company has gone public. Such structures,
as with staggered board elections, have long been thought to reduce firm value,
measured by reference to public stock prices. Yet, as with staggered boards, some
companies continue to adopt dual class structures—and some have done quite well
by their shareholders (e.g., Google Inc.—still up over 300 percent since its IPO de-
spite the recent market meltdown).

3 Ahn, Goyal, and Shrestha (2009) (finding that annual board elections reduces pay-perform-
ance sensitivity and investment efficiency in firms with low monitoring costs, while having the
opposite effects on firms with high monitoring costs).

4Some suggest that the difference in firm value follows from the fact that annual board elec-
tions make hostile takeovers easier. See Bebchuk, Cohen, and Ferrell 2009. See also Bebchuk,
Coates, and Subramanian 2001 (finding that staggered board elections reduce hostile bid com-
pletion rates, conditional on hostile bids being made).

5See data available at SharkRepellent.Net, which reported that despite general declines in
takeover defenses at public companies in the 2000s, defenses at firms going public continued
tco increase, with almost %s of newly public companies adopting staggered boards. See also

oates 2001.
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The best explanation offered by academic researchers to explain the continued use
of dual class structures and staggered board elections is that they provide founders
assurance of continued control, which they value more than the stock price of their
companies might reflect. Such private value may arise because of particular attach-
ments the founders have toward the companies they have helped build from scratch,
or because they hope to pass control of their companies to their children, or because
they have developed “firm-specific capital” that they would lose if the company were
acquired (and which would be hard to value by outsiders). Some evidence has been
developed consistent with these explanations (see Coates 2004, reviewing prior re-
search). This evidence is worth considering not only because dual class structures
are analogous to staggered board elections—and interfere with hostile takeovers and
shareholder voting rights even more than do staggered board elections—but also be-
cause any to mandate annual board elections would also require a ban on dual class
structures, or else it would simply push companies to adopt the more restrictive
dual class structure in lieu of staggered boards.

C. Recommendations

My recommendations flow from my review of the implications of the financial cri-
sis and my review of evidence above:

First, any corporate governance reform that attempts to shift power from boards
or managers to shareholders should either not include financial firms, or should in-
clude a clear delegation of authority to financial regulators to exempt financial firms
from these power shifts by regulation. Simply directing financial regulators to regu-
late the same governance practices (as in H.R. 3269) may not suffice to prevent
shareholder pressure from encouraging firms to craft ways around those regulations.
It would be better more generally to moderate the pressure of shareholders on fi-
nancial firms to maximize short-term profit at the potential expense of the financial
system and taxpayers.

Second, “say-on-pay” legislation is likely to be a good idea. By enabling share-
holders across the board to provide feedback in the form of advisory votes to boards
on executive compensation, such a requirement would be likely to increase board
scrutiny on one element of corporate governance that has the greatest potential for
improving incentives and firm performance in the long run. At the same time, it
should be recognized that “say-on-pay” is not likely to achieve general distributive
goals—wealthy CEOs will continue to earn outsize compensation, as long as their
shareholders benefit. If the goal of Congress is to reduce wealth or income dispari-
ties, “say-on-pay” is not the right mechanism, and executive compensation is only
a relatively minor part of the picture. For that reason, efforts to use corporate gov-
ernance practices—which after all only affect a subset of all U.S. companies, those
that have dispersed shareholders—to force a linkage between CEO and employee
pag seem to me misguided. It would be better to address pay disparities in the tax
code.

Third, while mandating a split between the chair and the CEO is not clearly a
good idea for all public companies, it may well be a good idea for larger companies.
Because shareholders of those same companies may find it difficult to initiate such
a change, given the difficulties of collective action, a legislative change requiring a
split leadership structure but permitting shareholder-approved opt outs may im-
prove governance for many companies while imposing relatively minor costs on com-
panies generally. Requiring that companies give shareholders a vote on such a
choice episodically (e.g., every 5 years) would also be a way to help solve share-
holders’ inevitable collective action problems without forcing a one-size-fits-all solu-
tion on companies generally.

Fourth, mandating that all public companies hold annual elections for all direc-
tors is not clearly supported by evidence or theory. It perhaps bears mentioning that
other important institutions (the SEC, the Fed, the Senate) permit staggered elec-
tions for good reason, and that any rule mandating annual elections would ride
roughshod over State law—in Massachusetts, for example, companies are required
to have staggered board elections unless they affirmatively opt out of the require-
ment. In prior writing, I have suggested it be left to the courts to review director
conduct with a more skeptical eye at companies that adopted staggered boards prior
to the development of the poison pill (Bebchuk, Coates, and Subramanian 2001),
and I have also suggested elsewhere reasons to consider “re-opening” corporate gov-
ernance practices put in place long ago (Coates 2004). Both approaches would be
better than an across-the-board annual election mandate, which would be likely to
lead new companies to adopt even more draconian governance practices without any
clear net benefit.

Finally, precisely because there is no good evidence on the potential effects of
shareholder proxy access, it would seem to be the best course to move cautiously
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in adopting rules permitting or requiring such access. For that reason, the most that
would seem warranted for a hard-to-change statute to achieve is to mandate that
the SEC adopt a rule providing for such access, and thereby to clarify the SEC’s
authority to do so. Any shareholder access rule will need to address not only the
length of the holding period and ownership threshold required to obtain such access,
the ability of shareholders to aggregate holdings to obtain eligibility, rules for inde-
pendence of nominees and shareholders using the rule, and the availability of the
rule to those seeking control or influence of a company. Efforts to specify rules for
such access at a greater level of detail will probably miss the mark, and be difficult
to correct if experience shows that the access has either provided too much or too
little access to accomplish the presumed goal of enhancing shareholder welfare.
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Chairman Reed, Ranking Member Bunning, and Members of the Subcommittee:
Good morning. I am Ann Yerger, Executive Director, of the Council of Institutional
Investors (Council). I am pleased to appear before you today on behalf of the Coun-
cil.

My testimony includes a brief overview of the Council followed by a discussion of
our views on the following issues that you informed me were the basis for this im-
portant and timely hearing:
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e What weaknesses has the financial crisis revealed about executive compensa-
tion, board composition, proxy rules, or other corporate governance issues?

e What key legislative and regulatory changes should be considered to ensure
shareholders are adequately protected and appropriate incentives exist for opti-
mal long-term performance at companies?

e What information exists about the potential impact of various approaches to im-
proving corporate governance regulation?

The Council

Founded in 1985 the Council is a nonpartisan, not-for-profit association of public,
labor and corporate employee benefit funds with assets exceeding $3 trillion. ! Today
the organization is a leading advocate for improving corporate governance standards
for U.S. companies and strengthening investor rights.

Council members are responsible for investing and safeguarding assets used to
fund retirement benefits of millions of participants and beneficiaries throughout the
U.S. They have a significant commitment to the U.S. capital markets, with the aver-
age Council member investing approximately 60 percent of its entire portfolio in
U.S. stocks and bonds. 2

They are also long-term, patient investors due to their investment horizons and
their heavy commitment to passive investment strategies. Because these passive
strategies restrict Council members from exercising the “Wall Street walk” and sell-
ing their shares when they are dissatisfied, corporate governance issues are of great
interest to our members.

Council members have been deeply impacted by the financial crisis. As a result,
they have a vested interest in ensuring that the gaps and shortcomings revealed by
the financial crisis are repaired.

What weaknesses has the financial crisis revealed about executive compensation,
board composition, proxy rules, or other corporate governance issues?

The Council believes the financial crisis has exposed some very significant weak-
nesses in the regulation and oversight of the U.S. capital markets. Gaps in regula-
tion, inadequate resources at existing regulators and failures of regulatory will were
key contributors. But so were failures in the corporate boardroom.

Council members, U.S. citizens, and investors around the globe, have paid the
price for these failures. Not only have they suffered trillions of dollars in invest-
ments losses, they have also lost confidence in the integrity of our markets and in
the effectiveness of board oversight of corporate management.

A comprehensive review and a meaningful restructuring of the U.S. financial reg-
ulatory model are necessary steps toward restoring investor confidence in our mar-
kets and protecting against a repeat of these failures. But regulatory reform alone
is insufficient, because vigorous securities regulation on its own cannot solve many
of the issues that led to the current crisis. The Council believes that many corporate
governance failures contributed to this financial crisis. And as a result, the Council
believes corporate governance improvements are a critical component of the nec-
essary package of reforms.

In some cases corporate boards failed shareowners. Some failed to adequately un-
derstand, monitor and oversee enterprise risk. Some failed to include directors with
the necessary blend of independence, competencies, and experiences to adequately
oversee management and corporate strategy. And far too many corporate boards
structured and approved executive compensation programs that motivated excessive
risk taking and yielded outsized rewards—with little to no downside risk—for short-
term results.

Current rules and regulations also failed shareowners. Today, shareowners
around the world—including in countries with far less developed capital markets
than the U.S.—enjoy basic rights that shareowners of U.S. companies are denied.
Rights such as requiring directors to be elected by majority vote, giving owners advi-
sory votes on executive pay, and providing owners modest vehicles to access man-
agement proxy cards to nominate directors are noticeably absent in much of cor-
porate America. Their nonexistence weakens the ability of shareowners to oversee
corporate directors—their elected representatives—and hold directors accountable.

The U.S. has long been recognized as a leader when it comes to investor protec-
tion, market transparency, and oversight. But the U.S. has fallen short when it
comes to corporate governance issues. The Council believes that corporate govern-

1See Attachment 1.
2Council of Institutional Investors, Asset Allocation Survey 2008 at 2, http:/ /www.cii.org/
UserFiles |/ file | resource%20center | publications | 2008%20Asset %20Allocation%20Survey.pdf.



52

ance enhancements are a long overdue and essential component of the bold reforms
required to restore confidence in the integrity of the U.S. capital markets.

What key legislative and regulatory changes should be considered to ensure share-
holders are adequately protected and appropriate incentives exist for optimal
long-term performance at companies?

The Council believes a number of key corporate governance reforms are essential
to providing meaningful investor oversight of management and boards and restoring
investor confidence in our markets. Such measures would address many of the prob-
lems that led to the current crisis, and more importantly, empower shareowners to
anticipate and address unforeseen future risks. These measures, rather than facili-
tating investors seeking short-term gains, are consistent with enhancing long-term
shareowner value.

More specifically, the governance improvements that the Council believes would
have the greatest impact and, therefore, should be contained in any financial mar-
kets regulatory reform legislation include:

e Majority Voting for Directors: Directors in uncontested elections should be elect-
ed by a majority of the votes cast.

o Shareowner Access to the Proxy: A long-term investor or group of long-term in-
vestors should have access to management proxy materials to nominate direc-
tors.

e Executive Compensation Reforms: Recommended reforms include advisory
shareowner vote on executive pay, independent compensation advisers, stronger
clawback provisions and enhanced disclosure requirements.

e Independent Board Chair: Corporate boards should be chaired by an inde-
pendent director. 3

Majority Voting for Directors

Directors are the cornerstone of the U.S. corporate governance model. And while
the primary powers of shareowners—aside from buying and selling their shares—
are to elect and remove directors, U.S. shareowners have few tools to exercise these
critical and most basic rights.

The Council believes the accountability of directors at most U.S. companies is
weakened by the fact that shareowners do not have a meaningful vote in director
elections. Under most State laws the default standard for uncontested director elec-
tions is a plurality vote, which means that a director is elected in an uncontested
situation even if a majority of the shares are withheld from the nominee.

The Council has long believed that a plurality standard for the election of direc-
tors is inherently unfair and undemocratic and that a majority vote standard is the
appropriate one. The concept of majority voting is difficult to contest—especially in
this country. And today majority voting is endorsed by all types of governance ex-
perts, including law firms advising companies and corporate boards.

Majority voting makes directors more accountable to shareowners by giving mean-
ing to the vote for directors and eliminating the current “rubber stamp” process. The
benefits of this change are many: it democratizes the corporate electoral process; it
puts real voting power in hands of investors; and it results in minimal disruption
to corporate affairs—it simply makes board’s representative of shareowners.

The corporate law community has taken some small steps toward majority voting.
In 2006 the ABA Committee on Corporate Laws approved amendments to the Model
Business Corporation Act to accommodate majority voting for directors, and law-
makers in Delaware, where most U.S. companies are incorporated, amended the
State’s corporation law to facilitate majority voting in director elections. But in both
cases they stopped short of switching the default standard from plurality to major-
ity.

Since 2006 some companies have volunteered to adopt majority voting standards,
but in many cases they have only done so when pressured by shareowners forced
to spend tremendous amounts of time and money on company-by-company cam-
paigns to advance majority voting.

To date, larger companies have been receptive to adopting majority voting stand-
ards. Plurality voting is the standard at less than a third of the companies in the
S&P 500. However, plurality voting is still very common among the smaller compa-
nies included in the Russell 1000 and 3000 indices. Over half (54.5 percent) of the
companies in the Russell 1000, and nearly three-quarters (74.9 percent) of the com-
panies in the Russell 3000, still use a straight plurality voting standard for director

3 See Attachments 2 and 3.
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elections. ¢ Statistics are not available for the thousands of additional companies not
included in these indices; however, the Council believes most do not have majority
voting standards.

Plurality voting is a fundamental flaw in the U.S. corporate governance system.
It is time to move the default standard to majority voting. Given the failure by the
States, particularly Delaware, to take the lead on this reform, the Council believes
the time has come for the U.S. Congress to legislate this important and very basic
shareowner right.

Shareowner Access to the Proxy

Nearly 70 years have passed since the Securities and Exchange Commission
(“SEC” or “Commission”) first considered whether shareowners should be able to in-
clude director candidates on management’s proxy card. This reform, which has been
studied and considered on and off for decades, is long overdue. Its adoption would
be one of the most significant and important investor reforms by any regulatory or
legislative body in decades. The Council applauds the SEC for its leadership on this
important issue.

The financial crisis highlighted a longstanding concern—some directors are not
doing the jobs expected by their employers, the shareowners. Compounding the
problem is the fact that in too many cases the director nomination process is flawed,
largely due to limitations imposed by companies and the securities laws.

Some boards are dominated by the CEO, who plays the key role in selecting and
nominating directors. All-independent nominating committees ostensibly address
this concern, but problems persist. Some companies don’t have nominating commit-
tees, others won’t accept shareowner nominations for directors, and Council mem-
bers’ sense is that shareowner-suggested candidates—whether or not submitted to
all-independent nominating committees—are rarely given serious consideration.

Shareowners can now only ensure that their candidates get full consideration by
launching an expensive and complicated proxy fight—an unworkable alternative for
most investors, particularly fiduciaries who must determine whether the very sig-
nificant costs of a proxy contest are in the best interests of plan participants and
beneficiaries. While companies can freely tap company coffers to fund their cam-
paigns for board-recommended candidates, shareowners must spend their own
money to finance their efforts. And companies often erect various obstacles, includ-
ing expensive litigation, to thwart investors running proxy fights for board seats.

The Council believes reasonable access to company proxy cards for long-term
shareowners would address some of these problems. We believe such access would
substantially contribute to the health of the U.S. corporate governance model and
U.S. corporations by making boards more responsive to shareowners, more thought-
ful about whom they nominate to serve as directors and more vigilant about their
oversight responsibilities.

As such, Council members approved the following policy endorsing shareowner ac-
cess to the proxy:

Companies should provide access to management proxy materials for a
long-term investor or group of long-term investors owning in aggregate at
least three percent of a company’s voting stock, to nominate less than a ma-
jority of the directors. Eligible investors must have owned the stock for at
least 2 years. Company proxy materials and related mailings should pro-
vide equal space and equal treatment of nominations by qualifying inves-
tors.

To allow for informed voting decisions, it is essential that investors have
full and accurate information about access mechanism users and their di-
rector nominees. Therefore, shareowners nominating director candidates
under an access mechanism should adhere to the same SEC rules governing
disclosure requirements and prohibitions on false and misleading state-
ments that currently apply to proxy contests for board seats. 5

The Council is in the process of submitting a comment letter to the SEC on the
Commission’s outstanding proposal, Facilitating Shareholder Director Nomina-
tions. ¢ While we have some suggested enhancements, the Council by and large is

4 Annalisa Barrett and Beth Young, “Majority Voting for Director Elections”, Directorship 1
(Dec. 16, 2008), http:/ | www.directorship.com / contentmgr [ showdetails.php /id /33732 | page/ 1.

5See Attachment 2, §3.2 Access to Proxy.

674 5;}(1. Reg. 29,024 (proposed June 18, 2009), http:/ | www.sec.gov [ rules/proposed /2009 /33-
9046.pdf.
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very supportive of the proposal. We firmly believe that a Federal approach is far
superior to a State-by-State system.

The Council believes Congress should support the SEC’s efforts by affirming the
Commission’s authority to promulgate rules allowing shareowners to place their
nominees for director on management’s card. The Council believes the SEC has the
authority to approve an access standard. However others disagree, and the Commis-
sion is likely to face unnecessary, costly and time-consuming litigation in response
to a Commission-approved access mechanism. To ensure that owners of U.S. compa-
nies face no needless delays over the effective date of this critical reform, the Coun-
cil recommends Congressional affirmation of the SEC’s authority.

Of note, the Council believes access to the proxy complements majority voting for
directors. Majority voting is a tool for shareowners to remove directors. Access is
a tool for shareowners to elect directors.

Executive Compensation Reforms

As long-term investors with a significant stake in the U.S. capital markets, Coun-
cil members have a vested interest in ensuring that U.S. companies attract, retain,
and motivate the highest performing employees and executives. They are supportive
of paying top executives well for superior performance.

However, the financial crisis has offered yet more examples of how investors are
harmed when poorly structured executive pay packages waste shareowners’ money,
excessively dilute their ownership in portfolio companies, and create inappropriate
incentives that reward poor performance or even damage a company’s long-term
performance. Inappropriate pay packages may also suggest a failure in the board-
room, since it is the job of the board of directors and the compensation committee
to ensure that executive compensation programs are effective, reasonable, and ra-
tional with respect to critical factors such as company performance and industry
considerations.

The Council believes executive compensation issues are best addressed by requir-
ing companies to provide full, plain English disclosure of key quantitative and quali-
tative elements of executive pay, by ensuring that corporate boards can be held ac-
countable for their executive pay decisions through majority voting and access mech-
anisms, by giving shareowners meaningful oversight of executive pay via nonbinding
votes on compensation and by requiring disgorgement of ill-gotten gains pocketed
by executives.

e Advisory Vote on Compensation: The Council believes an annual, advisory
shareowner vote on executive compensation would efficiently and effectively
provide boards with useful information about whether investors view the com-
pany’s compensation practices to be in shareowners’ best interests. Nonbinding
shareowner votes on pay would serve as a direct referendum on the decisions
of the compensation committee and would offer a more targeted way to signal
shareowner discontent than withholding votes from committee members. They
might also induce compensation committees to be more careful about doling out
rich rewards, to avoid the embarrassment of shareowner rejection at the ballot
box. In addition, compensation committees looking to actively rein in executive
compensation could use the results of advisory shareowner votes to stand up to
excessively demanding officers or compensation consultants. Of note, to ensure
meaningful voting results, Federal legislation should mandate that annual advi-
sory votes on compensation are a “nonroutine” matter for purposes of New York
Stock Exchange Rule 452.

o Independent Compensation Advisers: Compensation consultants play a key role
in the pay-setting process. The advice provided by these consultants may be bi-
ased as a result of conflicts of interest. Most firms that provide compensation
consulting services also provide other kinds of services, such as benefits admin-
istration, human resources consulting, and actuarial services. Conflicts of inter-
est contribute to a ratcheting up effect for executive pay and should thus be
minimized and disclosed.

o Stronger Clawback Provisions: The Council believes a tough clawback policy is
an essential element of a meaningful “pay for performance” philosophy. If ex-
ecutives are rewarded for “hitting their numbers”—and it turns out that they
failed to do so—they should not profit. While Section 304 of the Sarbanes-Oxley
Act gave additional authority to the SEC to recoup bonuses or other incentive-
based compensation in certain circumstances, some observers have suggested
this language is too narrow and perhaps unworkable. The Council does not ad-
vocate a reopening of the Sarbanes-Oxley Act, but it does recommend that Con-
gress consider ways to cover cases where performance-based compensation may
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be “unearned” in retrospect but not meet the high standard of “resulting from
misconduct” required by Section 304.

e Enhanced Disclosures: Of primary concern to the Council is full and clear disclo-
sure of executive pay. As U.S. Supreme Court Justice Louis Brandeis noted,
“sunlight is the best disinfectant.” Transparency of executive pay enables
shareowners to evaluate the performance of the compensation committee and
board in setting executive pay, to assess pay-for-performance links and to opti-
mize their role of overseeing executive compensation through such means as
proxy voting. The Council is very supportive of the SEC’s continued efforts to
enhance the disclosure of executive compensation, including its recent proposal
to require disclosures about (1) how overall pay policies create incentives that
can affect the company’s risk and management of risk; (2) the grant date fair
value of equity-based awards; and (3) remuneration to executive/director com-
pensation consultants. We believe the disclosure regime in the U.S. would be
substantially improved if companies would have to disclose the quantitative
measures used to determine incentive pay. Such disclosure—which could be pro-
vided at the time the measures are established or at a future date, such as
when the performance related to the award is measured—would eliminate a
major impediment to the market’s ability to analyze and understand executive
compensation programs and to appropriately respond.

As indicated earlier in my testimony, the Council believes that a federally im-
posed standard for majority voting for directors and a SEC-approved access mecha-
nism will be two of the most powerful tools for addressing executive pay excesses
and abuses. Their absence in the U.S. corporate governance model effectively insu-
lates directors from meaningful shareowner oversight. We believe enhancing direc-
tor accountability via both mechanisms would help rein in excessive or poorly struc-
tured executive pay packages.

Independent Board Chair

The issue of whether the chair and CEO roles should be separated has long been
debated in the U.S., where the roles are combined at most publicly traded compa-
nies. Interest in the issue renewed in recent years in the wake of Enron and other
corporate scandals and, most recently, in response to the financial crisis.

The U.S. approach to the issue differs from other countries, particularly the U.K.
and other European countries which have comply-or-disclose requirements regarding
the separation of the roles and/or recommend it via nationally recognized best prac-
tices. According to the Millstein Center for Corporate Governance and Performance
at the Yale School of Management:

Up until the early 2000s, the percentage of the S&P 500 companies with
combined roles remained barely unchanged in the previous 15 years, at 80
percent. Today, approximately 36 percent of S&P 500 companies have sepa-
rate chairs and CEOs; this is up from 22 percent in 2002. However, only
17 percent of S&P 1500 firms have chairs that can be qualified as inde-
pendent and the incidence of independent chairs is concentrated on small
and rr71idcap firms. This is in sharp contrast to the landscape of other coun-
tries.

At the heart of the issue is whether the leadership of the board should differ from
the leadership of the company. Clearly the roles are different, with management re-
sponsible for running the company and the board charged with overseeing manage-
ment. The chair of the board is responsible for, among other things, presiding over
and setting agendas for board meetings. The most significant concern over com-
bining the roles is that strong CEOs could exert a dominant influence on the board
and the board’s agenda and thus weaken the board’s oversight of management.

The Conference Board Commission on Public Trust and Private Enterprise dis-
cussed the issue in its post-Enron corporate governance report.8 The Commission
suggested three approaches—including naming an independent chair—for ensuring
the appropriate balance of power between board and CEO functions, and it rec-
ommended that “each corporation give careful consideration, based on its particular

7“Chairing the Board: The Case for Independent Leadership in Corporate North America” 17
(2009), http:/ | millstein.som.yale.edu [ 2009%2003%2030%20Chairing%20The%20Board.pdf
[hereinafter “Chairing”].

8The Conference Board, Commission on Public Trust and Private Enterprise 19 (Jan. 9,
2003),http:/ |www.conference-board.org /| pdf free/SR-03-04.pdf.
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circumstances, to separating the offices of the Chairman and Chief Executive Offi-
cer.”9

The Council believes separating the chair/CEO positions appropriately reflects the
differences in the roles, provides a better balance of power between the CEO and
the board—particularly when the CEO dominates the board, and facilitates strong,
independent board leadership/functioning.

What information exists about the potential impact of various approaches to improv-
ing corporate governance regulation?

Empirical evidence from companies in the U.S. and countries around the globe
support the reforms recommended by the Council.
Majority Voting for Directors

Majority voting for directors is not an alien concept. It is standard practice in the
United Kingdom, France, Germany, and other European nations. And as discussed,
it is also in place at some U.S. companies. The experiences in these countries and
in the U.S. indicate that majority voting is not harmful to the markets and does
not result in dramatic and frequent changes to corporate boards.
Shareowner Access to the Proxy

Shareowner access to the proxy is a common right in countries around the globe.
According to Glass Lewis, the shareowners of companies in the following countries
are provided an access mechanism (Country/Requirement):
Australia—Minimum of 5 percent
Canada—Minimum of 5 percent
China—Minimum of 1 percent
Finland—Minimum of 10 percent

Germany—Minimum of 5 percent of the issued share capital or shares rep-
resenting at least €500,000 of the company’s share capital

India—Deposit of INR 500, refundable if the nominee is elected
Italy—Minimum of 2.5 percent of the company’s share capital
Russia—Minimum of 2 percent of the voting stock

South Africa—Minimum of 5 percent

United Kingdom—Minimum of 5 percent or at least 100 shareowners each with
shares worth a minimum of £100

In addition, a handful of U.S. companies—including Apria Healthcare and
RiskMetrics—have voluntarily adopted access mechanisms. And Delaware recently
revised its corporation code to allow corporate bylaws to require that a company’s
proxy include shareowner nominees for director along with management candidates.
The experiences in these countries and in the U.S. indicate that proxy access is not
harmful to the markets. Indeed these mechanisms have rarely been used by owners
in these markets—powerful evidence that the existence of the mechanism may en-
hance board performance and board—shareowner communications.

Advisory Vote on Compensation

According to the CFA Institute Centre for Financial Market Integrity, the fol-

lowing countries have some form of shareowner vote on executive compensation:

e Australia

e France

e Germany (51 percent of companies researched provide such a vote)
e India

o Jtaly

e Poland

e Switzerland

e Taiwan

e United Kingdom 10

Again, the experiences in these markets suggest that advisory votes on compensa-
tion are not harmful to the markets. And the fact that few compensation schemes

9Id.
10 CFA Institute Centre for Financial Market Integrity, Shareowner Rights Across the Mar-
kets: A Manual for Investors (2009), hitp:/ | www.cfapubs.org /doi [/ pdf]/10.2469 [ ccb.v2009.n2.1.
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are voted down suggests that shareowners are careful stewards of their voting re-
sponsibilities and that advisory votes do not require dramatic “rearview mirror” ad-
justments to pay.

Independent Board Chair

Nonexecutive chairs are common in many countries outside the United States.
Some 79 percent of companies in the United Kingdom’s FTSE 350 index report that
they have independent chairs. 1! Splitting the role of chair and CEO is the norm
also in Australia, Belgium, Brazil, Canada, Germany, the Netherlands, Singapore,
and South Africa.12 Again, the experiences in these markets suggest that inde-
pendent board chairs are not harmful to the markets.

Conclusion

The Council is not the only group advocating corporate governance reforms. The
Investors’ Working Group, an independent task force cosponsored by the Council
and the CFA Institute Centre for Financial Market Integrity, issued July 15 a re-
port recommending a set of reforms to put the U.S. financial regulatory system on
sounder footing and make it more responsive to the needs of investors.13 Noting
that “investors need better tools to hold managers and directors accountable,” its
recommendations include six corporate governance reforms:

e In uncontested elections, directors should be elected by a majority of votes cast.

e Shareowners should have the right to place director nominees on the company’s
proxy.

e Boards of directors should be encouraged to separate the role of chair and CEO

or explain why they have adopted another method to assure independent lead-
ership of the board.

e Securities exchanges should adopt listing standards that require compensation
advisers to corporate boards to be independent of management.

e Companies should give shareowners an annual, advisory vote on executive com-
pensation.

. Fedgrlai clawback provisions on unearned executive pay should be strength-
ened.

The Administration, legislators, and regulators have also recognized the need for
corporate governance enhancements. The Council commends the SEC for its bold ef-
forts to date, and it applauds the Obama administration and leaders on Capitol Hill
for evaluating corporate governance issues and, in some cases, proposing formal re-
forms. Many of these proposals would address the key governance shortfalls identi-
fied by the Council.

Thank you, Mr. Chairman for inviting me to participate at this hearing. I look
forward to the opportunity to respond to any questions.

Attachments

1. Council of Institutional Investors (Council) General Members

2. Council Corporate Governance Policies

3. Council Corporate Governance Reform Advocacy Letter (December 2008)

4. U.S. Financial Regulatory Reform: The Investors’ Perspective, a Report by the In-
vestors’ Working Group

11 Chairing, supra note 7, at 17.
12 d

13 See Attachment 4.
14]d. at 22-23.
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Council of Institutional Investors

General Members'
Last Updated: July 2009
AFL-CIO Pension Plan
AFSCME
Agilent Technologies Benefit Plans

Alameda County Emplovees’ Retirement Association
American Federation of Teachers Pension Plan

Arkansas Public Employees Retirement System

BP America Master Trust for Employee Pension Plans
Bricklayers & Trowel Trades International Pension Fund
Building Trades United Pension Trust Fund Milwaukee and Vicinity
California Public Employvees’ Retirement System

Califormia State Teachers” Retirement System

Camphells Soup Company Retirement & Pension Plans
Casey Family Programs

Central Laborers’ Pension Fund

Central Pension Fund of the Operating Engineers

CERES Ine. Defined Contribution Retirement Plan & Tax Deferred Annuity
Chevron Muster Pension Trust

Coca-Cola Retirement Plan

Colgate-Palmolive Employees' Retirement Income Plan
Colorado Fire & Police Pension Association
Communications Workers of America Pension Fund
Connecticut Retirement Plans and Trust Funds

Contra Costa County Employees’ Retirement Association
CWAATU Megotinted Pension Plan

Delaware Public Employees' Retirement System

Detroit General Retirement System

District of Columbia Retirement Board

Eastern Illinois Uiniversity Foundation

EMC Corporation

Employees’ Retirement Fund of the City of Dallas
Evangelical Lutheran Church in Amenica Board of Pensions
Fairfax County Educational Employees’ Supplementary Retirement System
FedEx Corporation

Florida State Board of Administration

Gap Inc.

General Mills, Inc. Retirement Plan

“Grenernl membership in the Council 18 open 1o any employee benefit plan, state or local agency afficially
charged with the investment of plan assets, or non-profit endowment funds end non-prafil foundations.
Cieneral Members participate in all meetings and seminars sponsored by the Council and are the only voting
members of the Council. Anmual dues are 51,30 per S1 million in funsd assets, but no bess than 53,000 and
o e tham S30,000,

Attachment | —Page |
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Hartford Mumicipal Employees Retirement Fund
Hewlet-Packard Company Penston Plan

Houston Firelighters' Reliel & Retirement Fund

HSBC

1AM, National Pension Fund

Idaho Public Emplovee Retinement System

Hlinois State Board of Investment

linois Teachers' Retirement System

International Brotherhood of Electrical Workers' Pension Benefit Fund
International Union, UAW- Staff Retirement Income Plan
lowa Municipal Fire & Police Retirement System

lowa Public Employees' Retirement System

IUE-CWA Pension Fund

Jucksonville Police and Fire Pension Fund

Johnson & Johnson General Pension Trust

Kem County Emplovees’ Retirement Association

KeyCorp Cash Balance Pension Plan

Laborers National Pension Fund

LIUNA Staff and Affiliates Pension Fund

Los Angeles City Employees’ Retirement System

Los Angeles County Employees Retirement Association
Los Angeles Fire and Police Pension System

Los Angeles Water and Power Employees’ Retirement Plan
Lucent Technologies Pension Plan

Maine Public Emplovees Retirement System

Marin County Employees' Retirement Association
Massachusetts Bay Transportation Authority Retirement Fund
Mussachusetts Pension Reserves Investment Management Board
Microsoft Corporation Savings Plus 401(k) Plan
Milwaukee Employees’ Retirement System

Minnesota State Board of Investment

Missouri Public School & Public Education Employee Retirement Systems
Mizsoun State Employees' Retirement System
Montgomery County Emplovees” Retirement System
Municipal Employees Retirement System of Michigan
Mathan Cummings Foundation

National Educstion Association Employee Retirement Plan
Muvy-Marine Corps Relief Society

New Hampshire Retirement System

New Jersey Division of Investment

New York City Employees' Retirement System

MNew York City Pension Funds

MNew York City Teachers' Retirement System

MNew York State and Local Retirement System

New York State Teachers” Retirement System

Morth Carolina Retirement Systems

Ohio Police & Fire Pension Fund

Ohio Public Employees Retirement System

Orange County Employees Retirement System

Attwhment | —Page 2
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Oregon Public Employees” Retirement System
Pennsylvania Public School Employees’ Retirement System
Pennsylvania State Employees’ Retirement Svstem

Plizer Retirement Annuity Plan

Pitney Bowes Pension Plan

Plumbers & Pipefitters National Pension Fund

Prudential Employee Savings Plan

Public Employees' Retirement Association of Colorado
Sacramento County Employees' Retirement System

San Diego City Emplovees” Retirement System

San Franciseo City and County Employees’ Retirement System
Santa Barbara County Employees' Retirement System

Sara Lee Corporation Salaried Pension Plan
Schering-Plough Employees’ Savings Plan

School Employees Retirement System of Ohio

Sealed Air Corporation Retirement Plans

SEIU Pension Fund

Sheet Metal Workers' Local 19 Pension Plan

Sheet Metal Workers' National Pension Fund

Sonoma County Employees Retirement Association

South Carolina Retirement System

State of Wisconsin Investment Board

State Retirement and Pension System of Maryland

State Teachers' Retirement System of Ohio

State Universities Retirement Sysiem

Sunoco, Ine.

Turget Corporate Pension Plan

Teamster Affilintes Pension Plan

Texas Municipal Retirement System

Texas Teacher Retirement System

Union Laber Life Insurance Co,

UNITE HERE Laundry & Dry Cleaning Workers Pension Fund
UNITE HERE National Retirement Fund

United Brotherhood Carpenters, Local Umons & Councils Pension Fund
United Food and Commercial Workers International Uinion Stafl Trust Fund
United States Steel and Carnegie Pension Fund
UnitedHealth Group Incorporated Retirement Plans
Vermont Pension Investment Committee

Washington State Investment Board

West Virginia Investment Management Boand

Waorld Bank StofT Retirement Plan

Amnchment |—Page 3
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0’ Council of institutional Investors

The Council of Institutional [nvestors
Corporate Governance Policies

CONTENTS:

Introduction
The Board of Directors

r Yolin s

Shareowner Meetings
Executive Compensation
Direetor Compensation

1nd

Director Definition

. Introduction

Nuture und Purpose of the Council’s Corporate Governance Policies
Federal and State Law Compliance

Disclosed Governance Policies and Ethics Code

Accnumntability to Shareowners

Shareowner Participation

Business Practices and Corporate Citirenship

Governance Practices at Publie and Private Companies
Reincorporation

Nature and Purpose of the Council’s Corporate Governance Palicies: Council palicies ane
designed 1o provide gusdelings that the Council has found to be appropriate in most siluations,
They hind neither members nor corporations,

Federal and State Law Compliance: The Council expects that corporations will comply with all
applicable federnl and state laws and regulations and stock exchange lsting standards.

Dhisclosed Gavernance Policies and Ethics Code: The Council believes every company should
have wrinten, disclosed governance procedures and policies, an ethics code that applies 1o all
emplovees and directors, and provisions for its strict enforcensent. The Council posts its corporale
governance policics on its Wb site (www.cii.ong); it hopes corporate boards will meet or exeeed
these standards and adopt similarly appropriste additional palicies to best protect shareowners”
imenests.
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Accountability to Shareowners; Corporate governance structures and practices should prosect
and enhance o compuny's accoumability o its shareowners, and ensure that they are reated
equally. An oeticn should not be taken if its purpose is to redisce sccountability 1o shareowners,

Shareowner Participation: Shareowners should have meaningfisl ability to participate in the
miapor fundamental decisions that affect corporate viability, and meaningfil opporunitics to
suggest or nominate director candidates and 1o sugpest processes and criteria for director selection
and evaluation.

Business Pracfices and Corporate Citizenship;: The Council believes companies should adhere 1o
respansible business practives and practice good corporate citizenship. Promation, adoption and
effective implementation of guidelines for the responsible conduct of basiness and business
relationships are consistent with the fiduciary responsibility of protecting bong-term investment
inlerests.

Governance Fructices af Public and Private Companies: Publicly traded companies, privale
companics and companies in the process of going public should practice good governance.
Gieneral members of venture capital. buyout and other private equity funds should encourage
compames in which they imvest 1o adopt long-term corporate governance provisions that are
consistent with the Council's policies.

Relneorporation: LS. companies should not reincorporate to offshore locations where corporate
govemnanoe structunes are weaker, which reduces management sccountability 1o shareowners.

2. The Board of Directors

1
22
3
24
3
b
7
18
.8
L0
un
12
13

21

1

Annual Election of Directors

Director Elections

Independent Board

Independent Chalr/Lead Director
All-independent Board Committees
Board Accountahbility to Shareawners
Board/Mirector Succession Planning and Evaluation
CEO Succession Planning
“Continuing Directors™

Board Size and Service

Board Operations

Anditor Independence

Charitable and Palitical Contributions

Annual Election of Directars: All divectors should be elected annually, Boards should nit be
classified {staggered).

Director Elections: To the extent permitted under state Law, companics” charters and bylaws
should provide that directors in uncontested elections sre 10 be elected by 8 majosity of the voles
casl. In contested elections, plurality voting should apply. An election s contested when there mre
morne director candidates than there are available board seats. In addition, boards should adopt a

[
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policy asking all candidates for the board of directoes, including incumbent directors and
candidates nominated by shareowners, 1o tender conditional resignations in advance of any
election, 10 1ake effect in the event that they fsil 10 win majority suppart in uncontested elections,
Should an incumbent director ful to achieve a majority of the votes cast in an imcontested election,
the baurd sheuld promptly determine whether 1o sccept his or her resignation; if the board shoukd
decide not 1o accept the resignation, it should disclose that determination and the reasons for that
setaon o less than 90 days after the date of the election, The policy should also provide that an
incumbent director who fails to tender such a resignation will not be renominated for another term
after his or her current Lerm expares.

Independent Bawrd: At least two-thirds of the directors should be independens; their seat on the
hoard should be their only non-trivial professional, familial or financial connection to the
corporation, its chairman, CED or any other exceutive officer. The company should dischose
information necessary for shareowners to determine whether directors qualify as independent. This
mfirmition should include all of the company’s financial or business relationships with mnd
payments 1o directors and their families and all significant paymens 1o companies, non-profits,
foundations and other organizations where company directons serve as employees, officers or
directors (see Comneil deffnition of independent director, Section 7, below),

Independent Chair/Lead Director: The board should be chaired by an independent director. The
CEO and chair roles should only be combined in very limited circumstances; in these situations,
the board should provide o written statement in the proxy materials discussing why the combined
robe is in the best interests of shareowners, and it should name a lead independent director who
should have approval ever information flow to the board, meeting agendas and meeting schedules
I ensure & structure that provides an appropriate balance between the powers of the CEQ and those
of the independent directors,

Oiher roles of the lead independent direcior should include chairing meetings of non-management
directors and of independent directors, presiding over boand meetings in the abdence of the chair,
serving as the principle Haison between the independent directors and the chair and leading the
board'director evaluation process. (Given these additional responsibilities, the bead independem
director should expect to devote o greater amount of time to board service than the other directors.

All-independent Board Committees: Companies should have audit, nominating and
compensation committecs, and all members of these committees should be independent. The board
{not the CED) should appoint the committee chairs and members. Committees should be able o
sebect their own service providers, Some regularly scheduled commitiee mectings should be held
with only the commitiee members (and, if appropriate, the committee's independent consultnts)
present, The process by which comimitiee members and chairs are selected should be disclosed to
shareowners.

Board Accountability to Shareowners

Lén  Majority Sharcowner Votes: Boards should tke actions recommended in shareowner
proposals that receive o majonity of votes cast for and against. If shareowner approval is
required for the sction, the board should seck a hinding vote on the action st the nest
sharcowner meeting.

26b  Internction with Shareowners: Directors should respond e communications from
sharcowners and should seck shareowner views on important governance, management
and performance matters. To accomplish this goal, all companies should establish boaard-
shareowner communications policies. Such policies should disclose the ground rules by
which directors will meet with sharcowners, The policies should also nelude detailed
contact information for at keast one independent director (bt preferably for the
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imdlepenident board chair and/or the mdependent bead director and the mdependent chairs
of the audit, compensation and nominating commitiees). Companies should also éstablish
mechanisms by which shareowners with non-trivial concerns can communicate directly
with all directors. Policies nequiring that all director communication go through a member
of the management team should be wvoided unless they are for recond-keeping purposes,
In such cases, procedures documenting receipd and delivery of the reguest 10 the board and
its response mast be maintained and made available 1o shareowners upon request.
Directors shoubd have access to ull communications, Boards should determine whether
outside coumsel should be present nf meetings with shareowners to monitor compliance
with disclosure rules.

All dinectors should attend the snnual shareowners” meetings and be available, when
requested by the chair, 10 answer shareowner questions. During the annual general
meeting, shareowners should have the right 1o ask questions, both orally and in writing.
Directors should provide answers or discuss the matters raised, regordless of whether the
questions were submitted in advance. While reasonable rime limits for questions are
acceptable, the board should not ignore & question because it comes from a shansowner
who holds a smaller number of shares or who has not held these shares for o cenoin length
of lime,

Board/THrector Succession Planning and Evaluation

172 Board Succession Planning: The board should implement and disclose a board
succession plan that involves preparing for future board retirements, commitize
pssigniment rotations, commitiee chair nominations-and overall implementation of the
company”s bong-derm usiness plan, Boards should establish clear procedures 1o
encourxge and consider board nomination suggestions from long-term sharcowners. The
beard should respond positively 1o shaneowner requests secking to discuss incumbent and
potentinl directors.

LT Board Diversity: The Council suppons a diverse board, The Council believes a diverse
board has benefits that can enhance corpomte financial performance, particularly in
today's global market place. Nominating commitiee charters, or equivalent, oaght 1o
reflect that boards shoubd be diverse, including such considerations as background,
eaperience, nge, race, gender, ethnicity, and cultwre.

1Te  Evaluation of Directors: Boards should review their own performuince periodically.
That evaluation should include a review of the performance and qualifications of any
director wheo receved “agains™ voles from a significant number of shareowners or for
whom a significant member of shareowners withheld votes,

270 Board and Committee Meeting Attendance; Absent compelling and stuted reasons,
directors who attend fewer than 75 percent of board and board-commitiee meetings for
two consecutive years should wt be renominated. Companses should disclose individual
director attendance fgures for board and committee megtings, Disclosune should
distinguish between in-person and telephonic sttendance. Excused absences shoald not be
eategorized as atlendance.

CED Succession Planning: The board should approve and muntnin a detmled CEO succession
plan and publicly disclose the essential features, An integral facet of management succession
planning involves collaboration between the board and the current chiel executive to develop the
next generation of keaders from within the company’s ranks. Boards therefore should: (1) make
sure that broad leadership development programs are in place generally; and (2} carefully identify
multiple candidutes for the CEO role specifically, well befare the position needs 1o be filled,
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“Continuing Directors™ Corporstions shiuld not sdopt so-called “continuing director™
provisaons (also known as “dead-hand™ or “no-hand™ provisions, which are mest commanly seen in
connection with a potential change in control of the company | that allow board actions to be 1zken
only by: (1) those continuing directors who were also in office when a specified event 1ok place
o { 21 0 combination of continuing directors plus new directors who sre approved by such
continuing dircetons,

Baard Stre and Service: Absent compelling, unusual circumstances, a board should have no fewer
than five and no more than |5 members (not too smull o maintain the needed expertise and
indiependence, and not too large 1o fmction efcently). Shareowners should be allowed to vote on
any mijor change in board size.

Companies should establish and publish guidelines specifying on how many other boards thear
directors may serve. Ahsent umsual, specified circumstances, directors with full-time jobs should
o serve on more than two other boards, Currently serving CEOs should not serve as a director of
more than one cther company, and then only if the CEO's own company is in the top half of s
peer group, No other director shoubd serve on mre than five for-profit company boards.

Board Operations

Lila  Informed Directors: Directors should receive tmining from independent sources on their
fiduciary responsibilities and liabilities, Directors have an affirmative obligation 1o
become and remain independently familiar with company operations; they should not rely
exclusively on information provided 1o them by the CED 1o do their jobs. Directors
should be provided meaningful information in a timely manner prior to board meetings
and should be allowed reasonable acoess to management 10 discuss board issues.

1116 Director Rights Regarding Board Agenda: Any director should be allowed 1o place
items on the board's agenda.

Lile  Executive Sessions: The independent directors should hold regularly scheduled executive
sessions without any of the management team or its staff present.

Auditor Independence

L12e  Awdit Committee Responsibilities Regarding Outside Auditors: The audit commities
should have the responsibility to hire, oversee and, if necessary, fire the company ‘s
ouside auditar,

212bh  Competitive Bids: The auditn commitice should seek competitive bids for the external
pudit engagement ot least every five years,

Li2e  Non-audit Services: A company’s external auditor should not perform any non-audif
services for the company, except these, such s attest services, that are required by statute
of regulation 1o be performed by o company”s extemnal auditor,

L12d  Awndit Committee Charters: The proxy statement should include a copy of the audit
commitiee charter and o ststement by the audit committee that it has complied with the
dities outlined in the charter,

212e  Linbility of Outside Auditors: Companies should not agoee to fimit the Hability of
owtsibe auditors,
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L1 Shareowner YVides on the Board's Cholee of Outside Auditor: Audit committee
charters should provide for annual sharcowner votes on the board's choice of independent,
external awditor. Such provisions should state that if the board’s sebection fails to achicve
the support of 1 majority of the for-and-against votes cast, the zudit committee should; (1)
take the shareowners' views mito consideration and reconsider s chosce of auditor and (2)
solicit the views of major shareowners to determine why broad levels of shareowner
support wene nol achieved.

212g  Dischosure of Reasons Behind Auditor Changes; The audit committee should publicly
peovide to shareowners a plain-English explonation of the reasons for o change in the
company’s extemal auditors. At a minimam, this disclosime should be comtained in the
sume Securifics ond Exchange Commission (SEC) filing that companies are required 1o
submit within four days of an auditor change.

213 Charitable and Pelitical Contributions

2130 Board Monitoring, Assessment and Approval: The board of directors should moniior,
mssess and approve all charitable and political contributions (including trade association
contribations) made by the company, The board should only approve contributions that
are consistent with the interests of the company and its shareowners, The tesms and
cenditions of such contributions shoubd be clearly defined and approved by the board,

213p  Dischosure: The boand shoold develop and disclose publicly its guidelines for approving
charitable and political contributions. The board chould disclose on an annual basis the
amounts and recipients of all monetary and non-menetary contributions made by the
company during the prior fiscal vear. Any expenditunes enmarked for political or
charitnble activities that were provided 1o or through a thisd-pariy should be included in
the report.

3. Sharcowner Voting Rights

a1
32
33
34
35
A6
37
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iz

Right to Vote is Inviotate

Agcess to the Proxy

One Share, One Vote

Advance Notice, Holding Hequirements and Other Proviskons
Conflidential Voting

Voting Requirements

Broker Yotes

Bundled Vitlig

Right to Vote is Invinlate: A sharcowners” right 1o vote is inviolaie and should not be abridped.

Access to the Proxy: Companies should provide sceess to management proxy materials for a
lomg-term investor or group of Jong-term investors owning in aggregate at keast theee percent of a
eompany’s voting stock, to nominate less than a majority of the directors. Eligible investors must
have owned the stock for a1 least two years. Company proxy materials and related muilings should
provide equal space ond equal treatment of nominations by qualifving investors,
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To allow for informed voting decisions, 1 i essential that investors havie full and accurate
informatkon about access mechanism users and their director nominees. Therefore, shareowners
nominsting direclor candidates under an access mechanism should adhere to the same SEC rules
governing disclosure requirements and prohibitions on flse and misleading statements that
currently apply to proxy contests for hoard seats.

One Share, One Vote: Each share of common stock should have one vote. Corporations should
not kinve classes of common stock with disparate voting rights. Authorized, unisswed common
slares that luve voting rights 1o be set by the board should not be issued with unegual voting rights
without shareowner approval.

Advance Notice, Holding Requirements and Other Provisions: Advance notice bylaws, holding
requirements, disclosure rules and any other company imposed regulations on the ability of
shareowners to solicil proxies beyvond those required by law should not be so onerous s to deny
sufficient time or odherwizse make it impractical for sharetwiners to submit nomtinations or
propesals and distribate supparting prosy materials,

Confidential Votlng: All proxy voles should be confidential, with ballots counted by independent
tnbulators. Confidentiality should be automatic, permanent and apply to all ballot items. Rules and
proactices concerning the casting, cownting and verifving of shareowner votes should be clearly
disclosed.

Voting Requlrements: A majority vote of commaon shares outstanding should be sufficient 1o
nmend company bylaws or take other pction that requires or receives o shareowner vote,
Supermajority votes should nat be requined. A majority vote of commaon shares outstanding should
b required 1o approve:

s Major corporate decisions concemning the sale or pledge of corporate mssets that would have o
matersal effect on shareowner value. Such a transaction will automatically be deemed to have o
materinl effect il the value of the assets exceeds 10 percent of the assets of the company and its
subsidiaries on a consolidated basis;

o The corporution’s scquisition of five percent or more of its common shares 0 abave-market
prices odher than by tender offer 1o all shareowners:

o Paison pills;

+  Abridging or imiting the rights of common shares bo: (1) vote on the ehection or removal of
direetors or the timing or length of their term of office or (2) nominate directors or propose
other action 10 be voted on by shareowners or (3) call special meetings of shareowners or take
action by written consent of change the procedure for fising the recond date for such action;
ind

o [ssuing debt 10 a degree that would excessively leverage the company and imperil its long-term
viahility.

Broker Yotes: Uninstrocted broker vates and ahstentions should be courted only for purpeses of a
quorum.

Bundied Voting: Sharcowners should be allowed to vote on unrelated issues separately.
Individual voting issucs (particularly those pmending o company's charter), by laws or anti-
takeover provisions should not be bundled.
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4. Shareswner Meefings

41
42
43
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4.1

41
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4.7

4.8

Selection and Notification of Meeting Time and Location
Shareawner Rights to Call Special Meetings

Record Date and Ballot [tem Disclosure

Timely Disclosure of Voting Results

Election Prlls

Meeting Adjournment and Extension

Electronic Mectings

Director Attendance

Selection and Notification of Mecting Time and Location: Corporations should make
sharcowners” expense and convenience primary criteria when selecting the time and location of
shareowner meetings, Appropriate notice of shareowner meetings. including notice concerning any
change in meeting date, time, place or shareowner action, should be given to shareowners ina
manner and within time frames that will ensure that shareawners have a reasonable opportunity to
exercise their franchise.

Shareowner Rights to Call Specinl Meetings: Sharcowners should have the rghi 1o call special
meetings.

Record Date and Ballot Item Disclosure: To promode the ability of sharcowners 1o muke
informed decisions regarding whether to recall loaned shares: (1) shareowner meeting record dates
should be disclosed as far in advance of the recond date as possible, and (2) proxy statements
should be disclosed before the record date passes whenever possible,

Timely Disclosure of Yoting Resulis: A company should broadly and publicly disclose in a
timely manner the final results of votes cast al anmil and special meetings of shareowners. The
information should be available via Web sile announcement, press reélease or 8K filing as won as
results are tabulated and cerified. With the exception of extenuating circumstances, this should be
completed no later than one month afier the mesting. Whenever possible, a preliminary vote tally
should be announced at the annwal or special meeting of shareowners itself.

Election Polls; Folls should remain apen at shareowner meetings until all apenca items have been
discussed and shareowners have had an opportunity 10 ask and recedve answers to guestions
concerming them,

Mecting Adjournment and Extension: Companies should not adjourn a meeting for the purpose
of soliciting myore voles 10 enable management 10 prevail an o voring tem. A meeting should only
be extended for compelling reasons such as vote fraud, problems with the voting process or Inck of
B quorum.

Electronic Meetings: Companies should hold shaseowner meetings by remote communication
{so-called electronic or “cyber™ mectings) only s a supplement 1o traditional in-person shareowner
meetings, not a5 o substitute.

Director Attendance: As noted in Section 2, *The Board of Directors,™ all direetors should stiend
the anmual shareowners” meeting and be availnbbe, when requested by the chair, to respond directly
1o oral or written questions from sharcowners.
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5, Executive Compensation

5l
52
53
54
55
3.6
57
58
a4
s10
LA
12
513
514
515

51

Introduction

Advisory Shareowner Votes on Execative Pay

Girass-ups

Shareowner Approval of Equity-based Compensation Flans
Role of Compensation Commitiee

Salary

Anmual lncentive Compensation

Long-term Incentive Compensation

Dilution

Stack Option Awards

Stock AwnrdsUnits

Perquisites

Employment Contracts, Severance and Change-of-control Payments
HRetirement Arrangements

Stock Omnership

Introduction: The Coancil believes that executive compensation is o critical and visible aspect of o
company's governance. Pay decisions ane one of the most direct ways for shareowners fo assess
the performance of the board. And they have a botom line effect, not just in terms of dollar
s, but alse by formaliing performance goals for emplovess, signaling the markel and
affescting employves morale.

The Coancil endorses reasonable, appropriately stractuned pay-for-performance programs that
rewand executives for sustainable, superior perfomance over the long-term, consistent with 4
company s investment horizon, “Long-term” is generally considered 10 be five or more years for
mutre companies and ot least three vears for other companies. While the Council beligves that
exgcutives should be well paid for superior performance, it also believes that exccutives should nat
b excessively paid, It is the job of the board of dinectors and the compensstion committee
specifically 10 ensure that executive compensation programs are effective, reasenable and mtional
with respect to critical factors such &5 company performance, industry considerations and
compensstion paid to other employees.

115 nkso fhe job of the compensation committee 10 ensure that clements of compensation packages
are approgriately structured 1o enhance the company s short- and long-term strategic goals and o
retain und motivale executives W achieve those strategic poals. Compensstion programs should not
be driven by competitive surveys, which have become excessive and subject 1o abuse. 1Lis
sharegwners, nol executives, whose money is af risk,

Since executive compensation must be tailored to meet unigue company needs and ssuations,

compensation programs must abways be structured on a company-by-company hasis, However,
certain principles should apply to all companies.

Advisory Shoreowner Votes on Executive Fay: All companies should provide anmually for
nédvisory shareowner voles on the compensation of senior executives.

Gross-ups: Senior executives should not receive gross-ups bevond those provided to all the
company’s emplovees,
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54 Shareowner Approval of Equity-based Compensation Plans: Current listing standards require
shareowner approval of squaty-hased compensation plans and material amendments to plans (with
limited exceptions), The Council strongly supports this concept and advocates that companics
adopt conservative interpretations of approval requirements when confronted with choices, (For
exnmple, this may inclode moterial amendments 1o the plan.)

585

Role of Compensation Committee: The compensation committee is responsible for structuring
executive pay and evaheating executive performance within the context of the pay strscture of the
entine company, subject to approval of the boand of directors. To best handle this role,
compersation committees should adopt the following principles and practices;

&5

&5b
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Commitiee Compaosition: All members of the compensation committee should be
independent. Commitiee membership should rotate periodically among the board's
independent directors, Members should be or ke responsibility 1o become
knowledgesble shout compensation and related issues, They should exercise due
diligence and independent judgment in carrying vat their commitiee responsibilities.
They should répresent diverse backgrounds and professional experiences.

Execative Pay Philosophy: The compensation philosophy should be clearly disclosed 1o
shareowners in unnual proxy siatements. In developing, approving and monitoring the
executive pay philosophy, the compensation committee should consider the full mnge of
pay companents, inclading structure of programs, desired mix of cash and equity nwards,
woals for distribution of awards throughout the company, the relationship of executive pay
o the pay of other emplovess, use of employment contracts and policy regarding dilution,

Oversight: The compensation commitiee shoukd vigorously oversee all aspects of
executive compensation for o group composed of the CEO and other highly paid
executives, s required by law, and any other highly paid employees, including executives
of subsidinnies, special purpose entitics and other affiliates, as determined by the
compensation committee. The committee should ensure that the structure of emploves
compensation throughout the compary is fair, non-discriminatory and forward-looking,
and that it motivates, recraits and retains a wockforce capable of meeting the company's
strategic objectives. To perform ils oversight duties, the commitiee should approve,
comply with omd fully disclose a charter detailing its responsibilitics,

Pay lor Performance: Compenzation of the executive oversight group should be driven
predominantly by performance. The compensation committee should establish
performance measures for executive compensation that ane agreed to ghead of time and
publicly disclosed. Performance measures applicable to all performance-hased awards
{including annual and long-term incentive compensation) should reward superior
performance—based predominantly on measures that drive long-term valuse creation—at
minimum reasonable cost. Such measires should also reflect downside risk. The
compensation committes should ensure that key performance metrics cannol be
manipulated easily,

Annual Approval and Review: Each vear, the compensation commities should review
performanee of individuals in the oversight group and epprove sy bonus, severence,
equity-based sward or extroordinary pavment made to them. The committes should
understand all components of executive compensation and annually review toal
compensation potentially payvable to the oversight group under all possible scenarios,
including death/disability, retirement, voluntary termination, leemination with and without
cause and changes of control, The committee should also ensure that the structure of pay
at different levels (CEQ and others in the oversight group, other executives and non-
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enecutive employees) is fair and appropriate in the context of broader company policies
and goals and fully justified and explained,

Committee Accountability: In addition to attending all annual and special shareowner
meetings, committee members should be available 1o respond directly 10 questions about
executive compensation; the chair of the committee should take the lead. In addition, the
commitiee should regularly report on its activities to the independent directors of the
hoard, who should review and ratify committee decisions. Committee members should
take am active role in preparing the compensation committes report contained in the
pnnual proxy materizls, and be responsible for the contents of that report,

Outside Advice: The compensation committee sheuld retain and fire outside cxpens,
including consultanis, legal advisers and any other ndvisers when it deems approprinte,
including when negotiating contracts with executives. Individual compensation advisers
il their firms should be independent of the client company, its executives and directors
nd shoaild repont solely to the compensation commitiee, The compensation commitice
should develop and disclose a formal policy on compensation adviser independence. In
sddition, the committee should anmunlly disclose an assessment of its advisers'
independence, along with o description of the nature and dollar amounts of services
commissioned from the advisers and their firms by the client company’s management,
Companies should not agree 1o indemmify or limit the lisbility of compensation advisers or
the advisers” firms.

Clawbacks: The compensation committee should develop wnd disclose n policy for
reviewing unearned boms and incentive payments that were awarded o executive officers
owing to fraod, financial results that require restatement or some other cause. The policy
should reguire recovery or cancellation of any ungarned nwands 1o the extent that it is
feasible and practical to do so.

MNselosure Practices: The compensation committes is responsible for ensuring that all
aspects of executive compensation are clearly, comprehensively and promptly disclosed,
in plain English, in the annual proxy statement regardless of whether such disclosure is
required by current rules and regulations. The compensation committee should discloss
all information necessary for shareowners to undesstand how and how much execuives
are paid and how such pay fits within the overall pay structure of the company, 11 should
provide anmual proxy stutement disclosure of the committee’s compensation decisions
with respect to salary, short-term incentive compensation, long-term incentive
compensation and all edher aspects of exccutive compensation, including the relative
weights assigned to each component of total compensation.

The compensation committee should commit to provide full deseriptions of the gualitstive
and quantitative performance measares and benchmarks wsed to determine compensation,
including the weightings of each mgasure, At the beginning of a period, the compensation
committee shoubd calculate and disclose the maximum compensation payable if all
performunce-related targets are met. Al the end of the performance cyele, the
compensation committee should disclose actual trgets and details on final payouts.
Companies should provide forward-looking disclosure of performance targets whenever
possible. (ther recommended disclosures relevam to specific elements of exceutive
compensation are detailed below.

Benchmarking: Benchmarking at medion or higher levels is o primary contrbutor to
escalating executive compensation, Ahhough benchmirking can be a constirective tool for
formulating executive compensation packages, it should not be relied on exclusivelv. If
benchmarking is used, compensation commitiees should commit to annual disclosure of

1
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the compankes in peer groups used for benchmarking andor other comparisons. IF the
peer group used for compensation purposes differs from that used to compare overall
performance, such s the five-year stock return graph required in the annual proxy
materiaks, the compensation commitiee should describe the differences between the groups
and the mtbonale for choosing between them. In addition to disclosing names of
companies weed Tor benchmarking and comparisons, the compensation commities should
disclose targets for each compensation element relative to the peerbenchmarking group
and year-to-vear changes in companics composing peerbenchmark groups,

S6a  Salory Level: Since salary is one of the few components of executive compensation that
i not “at risk.” it should be set ot a level that vields the highesa value for the company o
lenst cost, In general, salary should be set to reflect responsibilitics, tenure and past
performance, and to be tax efficient—meaning no more than $1 million,

&6b  Above-median Salary: The compensation commitiee should publicly disclose its
rationale for paying salaries above the median of the peer group.

Annunl Incentive Compensation: Cash incentive compensation plans should be structured 1o
align executive intenests with company goals ond objectives. They should also reasonably reward
superior performance that meets or exceeds well-defined and clearly disclosed performance targets
that reinforce long-term strategic goals that were written and approved by the board in advance of
the performance cyche.

&7 Formols Mans: The compensation committee shodild approve formulae bonus plans
containing specific qualitative and quantittive performance-hased operational measures
designed to reward executives for superior performance related 10
operational‘strategic/other goals set by the board. Such awurds should be cupped ata
reasonable maximum level. These caps should not be caleulated as percentages of
nccoumting or other financial measunes (such as revenue, operating mcome or nel profit),
since these figures may change dramatically due to mergers, acquisitions and other non-
performance-related strategic or socounting decisions,

£7b  Targets; When setting performance goals for “targer” bonuses, the compensation
commitiee should set performance levels helow which no bonuses would be paid and
nbove which bonuses would be capped.

87¢  Changing Targets: Except m extrordinary sintions, the compensation comminice
should not “lower the bar” by changing performance targets in the middle of bonus cyeles.
If the committee decides that changes in performance targets are warranted i the middle
of a performance cyele, it should disclose the reasons for the change and detnils of the

initial targess and adjusted targets,

Long-term Incentive Compensation: Long-term incentive compensation, generally in the form of
equity-hased awards, can be structured 1o achieve a variety of long-term objectives, including
retnining exceutives, aligning executives” financinl interests with the interests of sharcowners and
rewarding the schievement of long-term specified strategic goals of the company andfor the
superior performance of company stock.

But poorly structured awards permit excessive of abusive pay that is detrimental to the company
und 1o shareowners. To maximize effectiveness and efficiency, compensation commitices should
carefully evalunte the costs and benefits of long-term incentive compensation, ensure that long-
term compensation is appropristely structured and consider whether performance and incentive

12
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objectives would be enhanced i swards were distnbuted throughout the company, not simply 1o
top executives.

Companics may rely on o myriad of long-term incentive vehicles to achieve o vanety of long-term
objectives, including performance-hased restricted stock/units, phantom shares, stock units and
stock options. While the technical underpinnings of bong-term meentive awards may differ, the
following principles and practices apply to all Jong=term incentive compensation awards. And, as
detailed below, certain policies ans relevant to specific tvpes of long-term incentive wwards,

5.8a

5.8
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Size of Awards: Compensation commitiees should set appropriate limits on the size of
lomg-1erm imcentive awards pranted 10 exceutives. So-called “mega-awands™ or eutsized
awards shoald be avoided, except in extraordinary cincumstances, because they can be
disproportionate to performance.

Vesting Requirements: All long-term incentive swards should have meaningful
performance periods and/or cliff vesting requirements that are consistent with the
company s investment horizon but not less than three years, followed by pro rata vesting
over al beast two subsequent vears for senior executives.

Cirant Timing: Except in extraordinary circumstances, such as a pesmanent chunge in
perfomunce cyches, long-term incentive awards should be granted at the same tme each
year. Companies should not coordinate stock awand grants with the release of material
non-public information. The gramts shoukd occur whether recently publicized information
is positive or negative, and stock options should never be backdaed.

Hedging: Compensation commitiees should prohibit exceutives and directors from
hedging (by buying puts and selling calls or employing other risk-minimizing techniques)
equity-based nwards granted as long-term incentive compensation or other stock holdings
in the company, And they should strongly discourage other employees from hedging their
holdings in company stock.

I'hilosaphy Strategy: Compensation commitiees should have o well-aniculated
philosophy and strategy for long-lerm incentive compensation that is fully and clearly
disclosed in the annual proxy statement.

Award Specifics: Compensation committees should disclnse the size, distnibution, vesting
requirements, sdher performance criterin and grant timing of each tvpe of kong-term
incentive award gramted to the executive oversight group. Compensation committees also
should explain how each component comributes to the company s long-term performance
objectives,

{hwnership Targets: Compensation committees should disclose whether and how long-
term incentive compensation may be wsed to satisfy meaningful stock ownership
requirements, Disclosure should include any post-exercise holding periods or other
requiremients to ensure that long-temm incentive compensation is used appropriately 1o
meet ownership trgets.

Expiration Dutes: Compensation plans should have expiration dates and not be
structured as “evergreen,” rolling plans.

Dilution: Dilution measures how much the additional Bsuance of stock may reduce existing
sharcowners' stake in a company, [Hhstion s particularly rebevani for long-term incentive
compensation plans sinoe these programs essentially sswe stock a1 below-market prices to the
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recipients. The potential dilution represented by long-term incentive compensation plans is a direct
cost v sharegwners.

Dilution from long-term moentive compensation plans may be evalusted usimg a vanety of
techniques imcluding the reduction in eamings per share and voting power resuliing from the
increase in outstanding shares.

5% Philesophy/Strategy; Compensation commitiees should develop and disclose the
philosophy regarding dilution including definition(s) of dilwtion, peer group comparisens
and specific targets for annual awards and total potential dilistion represented by equity
compensation programs for the current vear and expected for the subscquent four years.

586 Stock Repurchase Programs: Stock buvhack decisions are a capital allocation decision
and should not be driven solely Tor the purpose of minimizing dilution from equity-hased
compensation plans, The compensation commitiee should provide imformation about
stock repurchase programs and the extent to which such programs are used to minimize
the dilution of equity-hased compensation plans,

589¢  Tabular Disclosure: The anmial proxy staternent should include a table detailing the
overhung represented by unexercised options and shares svailable for aword and &
discussion of the impact of the awards on eamings per share,

Stock Option Awards: Siock oplions give holders the right, but pol the obligation, to buy steck
the finture. Options may be structured in o variety of ways. Some structures and policies are
preferable because they mose effectively ensure that executives are compensated for supetior
performance. Other structures and policies are inappropriate and should be prohibited,

Slin  Performance Options: Stock options should be: (1) indexed to peer groups or (2)
prembum-priced and'or {3) vest on achievement of specific performance targets that are
hased on challenging quantitative poals,

S10b  Dividend Equivalents: To ensure that executives are neutral between dividends and
stock price apprecistion, dividend equivalents should be granted with stock options, bt
distribunted only upon exercise of the option.

510c  Discount Options: Dhacount options showld no be awarded.
S10d  Reload Options: Reload options should be prohibited.

510 Option Repricing: “Underwater” options should not be repriced or replaced feither with
new options of other equity awards), unless approved by shareowners. Repricing
programs, with shareowner approval, should exclude directors and executives, restart
vesting periods and mandate value-for-value exchanges in which options are exchanged
for 8 number of equivalently valued options/shares,

Stock Awards/Units: Stock awardsunits and similar equity-hased vehicles generally jgrant
holders stock hased on the attainment of performance goals and‘or tenure requirements. These
types of awards are more expensive (o the company than options, since hobders generally are not
required Lo pay 1o receive the underlying stock, and therefore should be limited in size.

Stock awards should be linked 1o the atiinment of specified performance goals and in some cases
1o ndditional time-vesting requirements. Stock awards should not be pavable based solely on the
attainment of lemre requinements.
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Perquisites: Company perquisites blur the line between personal and business expenses.
Execatives, not companies, should be responsible for paying personal expenses—panicularly those
that avernge emplovess routinely shoulder, soch as family and personal travel, financial planning,
¢lub memberships amid other dues. The compensation commitiee shoull ensure that any perguisites
are warranded and have o legitimate business parpose, and it should consider capping all perquisites
it & ode mrimimis level. Total perquisites should be described, disclosed and valued.

Employment Contracts, Severance and Change-of-control Payments: Various armangements
may be negotinted bo putking terms and conditbons for emplovment and 10 provide special payments
following certain evems, such as o tesmination of employment with/'without canse andior 1 change
in comtrol. The Council believes that these armngements shoald be used on a limited hasis,

5130 Employment Contructs: Companies should only provide employment comrcts to
execulives in limated circumstances, such as to provide modest, short-temm emplovment
security toa newly hired or recemly promoted executive. Such contracts should have a
specified termination date {not to exceed three years); contracts shauld nat be “rolling” on
an open-ended basis.

513b  Severance Payments: Executives should not be entitled 10 severance payments in the
event of termination for poor performance, resignation under pressure o failure to renew
an employment contret. Company payments swarded upon death or disability should be
limited to compensation already eamed or vested.

513c  Change-in-control Payments: Any provisions providing for compensation following o
change-in-controd event should be “double-triggered.” That i+, such provisions should
stipalste that compensation is payable oaly: (1) afler a control change actually takes place
nel (2 if o covered expoutive’s job is terminated because of the control change.

513 Trunsparency: The compensation committes shoubd fully and clearly describe the terms
and conditions of employavent contracts and any other agreements/arrangements covering
the executive oversight group and reasons why the compensation commitice belicves the
agreements are in the best interests of shareowners,

S13e  Timely Disclosure: New executive empluyment contracts or amendments to existing
contracts should be immediately disclosed in 8-K filings and prompily dischosed in
subsequent 10

513 Shareowner Ratification: Shareowners shoubd rutify all employment contracts, side
letters or other agreements prividing Tor severance, change-in-control or ather special
pavments to executives exceeding 2.9 times averape annual satary plus annual bonas for
the previous three years,

Retirement Arrangements: Deferred compensation plans, supplementa] executive retirement
plans, retirement packages and other retirement amangements for highly paid executives can result
in hidden and excessive benefits. Special retirement arrangements—inclisding those structured 10
permit emplovees whose compensation exceeds Inemal Revenue Service (IRS) limits to fully
participate in similar plans covering other emplovees—should be consistent with programs ofTered
1o the general workforee, and they should be reasonable.

5.14n  Sopplemental Executive Retirement Plans (SERPs); Supplemental plans should be an
extension of the retirement program covering other employees. They should ot inclnde
special provisions that are iof offered under plans covering other emplayees, such as
above-market infenest rates and excess service credits. Payments such as stock and s1ock

15
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options, anmual/leng-term bonuses und other compensation not awarded to other
employees and'or not conskdered in the determination of retirement benefits payahbe to
other employvees should not be considered in caleulating benefits payable under SERPs.

Deferred Compensation Plans: [nvestment altematives offered under deferred
compensation plans for executives should mirror those offered 1o emplovees in broad-
based deferral plans. Above-market returms should not be applied 1o executive defermls,
nor should excoutives receive “sweeleners” for deferring cash payments into company
stock

Post-retirement Exercise Periods: Exceutives should be limited 1o three-year post-
retirement exercise perinds for stock option grants.,

Retlrement Benelits: Executives should not be entitled to special perquisites—such s
apartments, aufomahiles, use of corporate aircruft, secarity, financial planning—and other
benefits upon refiremsent. Executives are highly compensated emplovees who should be
maee than abbe to cover the costs of their retirement.

Stock Ownership

815

5150
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Ownership Requirements: Executives and directors should own, afler o reasonshle
period of time, a meaningul position in the company’s common gock. Executives should
be required 1o own stock—exchiding unexercised options and unvested stock awards—
edqual 10 a multiple of salary, The multiple shoubd be scaled based on position, such as
twis timees salary for lower-level executives and wp 1o six times salary for the CEC).

Stock Sales: Executives should be required 1o sell stock throwgh pee-announced 1 0hS-]
program sales or by providing 8 minimum 30-day advance natice of any stock sales,
10b5-| program adoptions, amendments, terminations and transactions should be
disclosed immedintely, and boards of companies using 10b5-1 plans should: (1) adopt
policies covering plan practices, (2) periodically monitor plan transactions and (3) enswure
that company policies discuss plan wse in the context of guidelines or requirements on
equily hedgingt, holding and cwnership,

Past-retirement Holdings:  Exccutives should be required 1o continue 1o satisfy the
minkmum stock holding reguirements for at keast six months after beaving the company.

Transparency: Companies should disclose stock ownership requinements and whether
any members of the executive oversight group are not in compliance.

6. Director Compensation
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Repricing and Exchange Programs
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Emplayment Contracts, Severance and Change-of-control Payments
Retirement Arrangements

610 Disgorgement

.1

6.2

Introduction: Given the vital imponance of their respondabilities, non-employee directors shoald
expect to devole significant time 1o their boardroom duties.

Policy issues related to director compensation are (undamentally diffesem from executive

ion, Director compensation policies should sccomplish the following goabs (1) attract
highly qualified candudates, (2} retain highly quakified darectors, {3) align directors” mterests with
thase of the long-term owners of the corporation and (4) provide complete disclosure fo
sharcowners regarding nll components of director compensation including the philosophy behind
the program and all forms of compensation.

To aecomplish these goals, director compensation should consist solely of o combination of cash
retainer and equity-based compensation, The comerstone of director compensation programs
should be alignment of interests through the attainment of significant equity holdings in the
company meaningfil to each individual director. The Council befieves that equity obtained with an
individual’s own capital provides the best alignment of idenests with other sharcowners. However,
compensation plans cin provide supplemental means of obwining Jong-term equity holdings
through equity compensation, long-term holding requirements and ownership requirements.

Companies should have flexibility wathin certain broad policy parameters 10 design and imiplement
director compensation plans that suif their unique circumsiances. To suppon this flexibility,
iviesors must have complete and clear disclosure of both the phikesophy behind the compensation
plan a5 well a3 the sciual compensation awarded under the plan. Without full disclosure, it is
difficult 1o cam investors’ confidence and support for director and executive compensation plans.

Although non-emplovee director compensation is generally immaterial 1 @ company™s bottom line
and small relative to executive pay, director compensation is an important piece of a company’s
governance. Because director pay is set by the board and has inherent conflicts of interest, care
st be taken 10 ensure there i no appearance of impropeiety. Companies should pay particular
aftention la managing these conflicts.

Role of the Compensation Committee in Director Compensation: The compensation commiftee
{or alternative committee comprised solely of independent ditectors) is responsible for structuring
director pay, subject 1o approval of all the independent directors, so that it is aligned with the long-
term interests of sharcowners. Because directors set their own compensation, the following
practices shoubd be emphasized:

6.2a  Total Compensation Review: The compensation commitice should understand and value
ecach component of director compensation and annually review total compensation
potentially pavable to each director.

626 Duiside Advice: Committees chould have the ability 1o hire s compensation consiltan
for asaistance on direcior compensation plans, In cases where the compensation
committee does use 3 consultant, it should always retain un independent compensation
corsultant or other advisers it deems approprinte to assist with the evaluation of the
structure and value of director compensation. A summary of the pay consuliant’s advice
shoubd be provided in the anmual proxy statement in plain English. The compensation
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commitiee should disclose all instunces where the consultant is also retained by the
commities to provide advice on executive compensation.

Compensation Committee Report: The anmual direcior compensation disclosune
included in the proxy materials should include a discussion of the philosaphy for director
pay and the processes for setting director pay levels. Reasons for changes in director pay
programs should be expluined in plain English. Peer groupls) used 1o compare director
pay packages should be fully disclosad, along with differences, if any, from the peer
groupds) used for evecutive pay purposes. While peer analysis can be valuable, peer-
relative justification should not dominate the ratienale for (higherh pay levels, Rather,
compensation programs should be appropriate for the circumstances of the company. The
report shoald disclose how many commitlee mestings nvolved discussions of director
pay.

63 Retainer

6.4

6.3a

Amaunt of Annual Retalner: The annual retainer should be the sole form of cash
compensation paid to non-employee directors. [deally, it should reflect an amount
approprinte for a direcior’s expected duties, including anending meetings, preparing for
meetings/discussions and performing due diligence on sites'operations (which should
melude routine communkcations with a broad growp of employeesh. Insome combination,
the netainer and the equity component albso reflect the director’s contribiion from
experience and leadership, Retainer may he differentinted to recognize that
centain non-emploves directors—possibly including independem board chairs,
independent lead directons, committes chairs or members of certain commitiees—are
expected to spend mose lime on boand dutics than other directors.

Meeting Attendance Fees: Directors should not receive amy meeting attendance fees
since sttending meetings is the mast basic duty of 2 non-employee director,

Director Attendance Policy: The board should kave a clearly defined attendance policy.
IT the committee impeeses financinl consequences (loss of a portion of the retainer or
equity} for missing meetings as part of the director compensation program, this shoubd be
fully disclosed, Financial consequences for poor attepdance, whibe perhaps appropriate in
some circumstances, should not be considered in liew of examining the attendance recond,
commitment {time spent on director duties) and contribution in any review of director
performance and i re-nomination decisions.

Equity-based Compensation: Equity-hased compensation can be an imporiam component of

director compensation. These tools are perhaps best suited to instill optimal lang-term perspective
and alignment of interests with shareosmers. To necomplish this objective, director compensation
should contain an ownership requirement or incentive and minimum holding period requinements.

6.4

Vesting of Equity-bused Awards: To complement the annual retainer and align director-
sharcowner inlerests, non-employee directors should receive stock awards or stock-related
awards such as phantom stock or share wnits, Equity-based compensation (o non-
emploves directors should be fully vested on the grant date. This point is a marked
difference to the Council’s policy on executive compensation, which calls for
performance-hased vesting of equity-based awards, While views on this topic are mixed,
the Council belicves that the benefits of immedinte vesting outweigh the complications.,
The miin benefits are the immediate alignment of inmerests with shareowners and the
fostering of independence and objectivity for the director.
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64b  Ownership Requirements: Ownership requirements should be st least three to five times
annual compensation. However, some qualified director candidates may not have
financial means 10 meet immediste ownership thresholds. For this reason, companies may
set either a minimem threshold for ownership or offer an incentive to build swnership.
This concegt should be an inflegral component of the committee”s disclosure related to the
philosophy of director pay, 1t is appropriate to provide a rensonable period of time for
directors 1o meet ownership requirements or guidelines,

64 Holding Perlods: Separate from awnership requirements, the Council believes
companies should pdopt holding requirements for a significant majority of equity-based
grants, Direotors shoukd be required 1o retnin a significant portion (such as 80 percent ) of
equity grants until after they retire from the boand. These policies should atso prohibat the
wse of any transactions or arrangements that mitigse the risk or benefit of ownership to
the director. Such transactions and arrangements inhibit the alignment of interests that
equity compensation and ownership requirements provide.

6.4d  Mix of Cash and Equity-based Compensation: Companies should have the Nexibility
b set and adjust the split between equity-hased and cash compensation as appropriate for
their circumstances. The rationale for the ratio used is an important ¢lement of disclosurss
refated 1o the overall philosophy of director compensation and shoubd be disclosed,

fde  Transparency: The present value of equity awards paid to cach director during the
previous vear and the philosophy and process wsed in determining director pay should be
fially disclosed in the proxy statement.

64 Shareowner Approval: Current listing standards require shareowner approval of equity-
hased compensation plans and material amendments to plans (with limited exceptions),
Companies should adopt conservative interpretations of approval requirements when
confronted with choices,

Performance-based Compensation: While the Couneil 15 o strong sdvocate of performance-
hased concepts in execitive compensation, we do not suppaort performance measures in director
compensation. Performance-hased compensation for directors creates potentin] conflicts with the
director’s primary role as an independent representative of shireowners,

Perguisites: Directors should not receive perquisites other than those that are mesting-relaed,
such as air-fare, hotel sccommodations and madest travel/sccident insurance. Health, life and other
forms of insurunce; matching grants to charities; financial planning; autemobile allowances and
other similar perquisites cross the tine as benefits offerad to employees. Charitable awards
programs ane an unnecessary benefit; directors interested in posthumous donations can do so on
their own vin estate planning. Infrequent 1oken gifts of midest value ane not consideraid
perguisites.

Repricing and Exchange Programs: Under no circumstances should directors participate in or be
elligible for repricing or exchange programs.

Employment Contracts, Severance and Change-of-contral Pavments: Non-employes directors
should not be eligible to receive any change-in-control pavments or severance srrangements.

Retirement Arrangements

6.9 Retirement Benefits: Since non-employee directors are elected represemtatives of
sharcowners and not company employees, they should not be offered retirement benefits,
such as defined benel plans or deferred stock awards, nor should they be entitled to
special post-retirement penguisites.
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690 Deferred Compensation Plans: Directors may defer cash pay via a deferred
compensation plan for directors. However, such investment ahlernatives offered under
deferred compensation plans for directors should mirmoe those offered to emplovees in
broad-hased deferm] plans. Non-eniplovee directors shoubd not receive “sweeteners™ for
deferring cash payments into company stock.

6.10 Disgorgement: Directors shoald be required to repay compensation to the company in the event of

mulfeasance or a breach of fiduciary duty invelving the director.

7. Independent Mrector Pefinition

71
72
73

A |
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Introduction
Rasic Definition of an Independent Director
Cuidelines for Assessing Director Independence

latroduction: A narrowly drawn definition of m independent director (coupled with 4 policy
specifiing that af beast two-thirds of board nsembers and all n‘lnmh-rsul'lh::wlﬂ.mpmsﬂm
and nominating committees should meet this standand) is in the corporation’s and shareowners’
financial inferest because:

*  [nsfependence is critical to o properly functioning board,
«  Certam clearly definable relanonships pose a threat 1o o director's ungualified imdependence;

s Theeffect of a conflict of interest on an individual director is likely 10 be almost impossible
1o detect, either by shareowners. or other board members; and

*  While an across-the-board application of any definition 10 a Large number of people will
inevitably miscategorize o few of them, this risk is sufficiently small and is far outweighed
b the sgnificant benefits.

Independent direciors do not invariably share a single st of quatities that are not shared by noa-
independent directors. Consequently no clear rule can unerringly describe and distinguish
independent directors.  However, the independence of the director depends on all relationships the
director has, including relationships betwieen dinectors, that may compromise the director’s
objectivity and loyaly to shareowners. Directors have an obligation to consider all relevant facts
and eircumstances (o detenmine whether a director should be considered independent.

Basic Definition of an Independent Director: An independent director is someone whose only
nontrivial professional, familial or financial connection to the corporation, its chaimman, CEO or
any other execitive officer is his or her directorship. Siaed mos simply, an independent director
is i person whose directorship constitutes his or her only connection 1o the corporation.

Guidelines for Assessing Director Independence: The notes that fallow are supplied i give
added clarity and guidance in interpreting the specified relationships. A director will not be
considered independent if be or she:
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Is, or in the past five vears has been, or whose relative is, or in the past five years has
been, emploved by the corporation or employed by or a director of an affiliote:

NOTES: An “affiliate” relationship is established if one entity either alone or pursuant o
an arrangement with one or more other persons, owns or has the pewer o vobe more than
20 percent of the equity interest in onother, unless some other person, either alone or
pursuint 1o an amrangement with one or mone other persons, owns or his the power to vole
a greater percentage of the equity interest. For these purposes, joint venture parners and
general purtners meet the definition of an affiliate, and officers and employees of joint
venture enterprises and general partners are considered affiliaved. A subsidiory is an
affiliate 170 is a1 least 20 percent owned by the corporation.

Affilintes include predecessor companics. A “predecessor” is an entity that within the lase
fivie years wos party (o o “merger of equals™ with the corpermtion or represented maore than
50 percent of the corporation’s sales or assets when such predecessor became part of the
corporation.

“Relatives™ mclude spouses, parents, children, step-children, siblings, mothers and
fathers-in-law, sons and daughters-in-fow, brothers and sisters-in-law, aunts, uncles,
nieces, nephews and first cousins, and anvone sharing the director’s home,

Is. ar in the past five years has been, or whose relative is, or in the past five years has
been, an employee, director or greater-than-20-percent owner of & firm that is one of the
corporation’s o its affiliate’s paid advisers or consultonts or that receives revenue of o
least $50,000) for being a paid adviser or consultant to an executive officer of the
corporation;

NOTES: Advisers or consultants inclede, but are not limited to, low firms, audstors,
pecountunts, insurance companies and commercialinvestment banks. For purposes of this
definition, an individual serving ol counsel™ 1o a firm will be considered an employee of
that firm.

The term “executive officer” includes the chiel executive, operanng, financial, legal and
secounting officers of a company, This inchedes the president, treasurer, secretary,
controlber and any vice-president who is in charge of a principal business unit, division or
function {such as sales, administration or finance ) or performs a major policymaking
function for the corporation.

Is, or in the past five vears has been, or whose relative is, or in the past five vears has
been, employed by or has had a five percent or grester ownership interest in a third-party
thot provides payments 1o or receives payments from the corpomtion and either: (i) such
paymints account for one percent of the third-party”s or one percent of the corporation”s
consolidnted gross revenues in any single fiscal vear; or (i) if the third-party is a debtor or
creditor of the corporation and the amount owed exceeds one percent of the corporation”s
or third party’s sssets. Ownership means beneficial or recond ownership, not custodial
ownership;

Has, or in the past five years has lad, or whose relative has paid or received more than
S50,000 in the past five vears under, o personal contract with the corporation, an exccutive
officer or any affiliste of the corporation;

NOTES: Council members believe that even small personal contracts, no matter how
formulated, can threaten a director's complete independence, This includes any

21
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arrangement under which the director borrows or lends money to the corporstion o rates
hetter { for the director) than those available to normal customers—even il no other
services from the director are specified in connection with this relationship;

T3¢ Is or inthe past five years has been, or whose relative is, or in the past five years has
been, an emplovee or director of a foundation, university or other non-profit organization
that receives significant grants or endowments from the corporation, one of its affiliates or
its exccutive officers or has been a direcr beneficiary of oy donations 1o such an
organization;

NOTES: A “significant grant or endowment”™ is the lesser of S100,000 or one percent of
total annual donations received by the organimation.

T30 Is, or in the past five years has been, or whose relutive is, of in the past five years has
been, part of an interlocking directorate in which the CED or ather emplovee of the
corporation serves on the board ol a third-party entity { for-profit or not-for-profit)
employing the director or such relative;

T3g  Hasarelative who i, or in the past five vears has been, an emplovee, a director or a five
percent or greater owner of a third-party entity that is a significant competitor of the
corporation; or

T3h  Isa party 10 voding trust, agreement or proxy giving histher decision making power as a
director 1o management except fo the extent there is a fully disclosed and narmow voting
prrangement such as those which are customary between venture capitalists and
monagement regarding the venture capitalists” board seats.

The foregoing describes relationships between directors and the corporation. The Coungil also
believes that it is important 1o discuss relationships between directors om the same board which may
threaten either director’s independence. A director’s objectivity as (o the best intenests of the
sharcowners is of utmast importance and connections between directors outside the corporation
may threaten such objectivity and promate inappropriste voting blocks, As a result, directors must
evaluate all of their relationships with each other 1o determine whether the director is deemed
independent. The board of directors shall investigme and evalunte such relationships using the
cure, skill, prudence and diligence that a prudent person acting in & like copacity would use,

{updated May 1, 2009}
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COUNCIL OF INSTITUTIONAL INVESTORS
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December 2, 2008

Tive Honorable Jack Reed

Commiittee on Banking, Housing, and Urban A ffairs

534 Dirksen Senate Office Building

Washington, DXC 20510

Re: Financial Markets Regulatory Reform Legislation
Dear Senator Reed:

O behalf of the Council of Instiutional Investors and the undersigned member funds, | am
writing fo urge you fo consider 2 number of key corporate govemance improvements for
inclusion in any financial markets regulatory reform legislation that may be pursued by the 111*
Congress.

The Council is a nonprofit association of public, union and corporate pension funds with
combined assets that exceed 83 nllion. Member funds are major leng-term shareowners with a
duty to protect the retirement assets of millions of American workers. The Council strives 1o
educate its members and the public about good corporate governance, sharcowner rights and
related investment issues, and to advocate on our members” behall,

As significant long-term investors, Council member fumds have a deep, abiding interest in
ensuring that the capital markets are on a sound footing. The global financial cnsis has
unmasked weaknesses in US regulation of the capital markets and has badly shaken trust in those
markets, Simply put, the current crisis represents a massive failure of oversight. In order to
restore trust and ensure that such a erisis never happens again, regulators and invesiors must be
given the tools necessary to guarantee robust oversight and meaningful accountability of
corporate managers and directors.

As Congress evaluates potential reforms, certain principles should be paramount: Oversight
must include an independent and reliable regulator with a mandate of investor profection; and
required disclosures of the issuers of securities must be robust, timely and meaningful. Above
all, investor protection and enforcement of the rules must be vigorous.

Vigorous regulation focusing on investor protection cannot alone solve many of the issues that
led to the current crisis, however, While crucial, such regulatory oversight is no replacement for
shareowner driven market discipling, Only through the combination of effective regulation and
strong investor oversight will trust be restored and future crises avoided. Investors need stronger
tools to hold managers and boards accountable.
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December 2, 2008
Page 2 of 7

In our view, a number of key corporate governance reforms are essential 1o providing
meaningfil investor oversight of monagement and boards, Such measures would address many
of the problems that led 1o the curment crisis, und more importantly, empower shareowners o
anticipate and nddress unforeseen future rsks, Governance reforms must thus be pant of any
broader legislative effort to improve the effectiveness of the rezulation of our financial markets.

Mare specifically, the governance improvements that the Council believes would have the
greatest impact and, therefore, should be contained in any financial markets regulatory reform
legaslation include:

.

Mujarity Voting for Directors: Directors in uncontested elections should be elected by
o majority of the voles cost.

. Sharcowner Access to the Proxy: A long-term investor or groap of long-term investors

should have aceess 1o management proxy materials to nominate directors.

. Broker Voting Restrictions: Broker non-votes and abstentions should be counted only

fior purposes of o quorum.
Independent Board Chair: The board should be chaired by an independent director,

Independent Compensation Advisers: Compensation pdvisers and their firms should
be independent of the client company, its executives and directors, and should repon
solely to the compensation commiitee.

Advisory Shareowner Vate on Executive Pay: All companics should provide annually
fior advisery shareowner voles on the compensation of senfor execulives,

Stronger Clawback Provisions: At n mimimum, senior executives should be reguined to
return unearned bonus and incentive payments that were awarded due to fraudulent
activity or ingorrectly stated financial results.

Severance Pay Limitations: Executives should not be entitled to severance payments in
the event of termination for poor performance,

We look forward to working with you on this eritical issue of reforming the regulation of the
financial markets, To continue the dinlogue, we plan on contacting yvour office in the near future
to arrange for a muteally convenient date and fime to meet with you and your stafl in person to
share views and discuss these matters in more detail. In the meantime, if you have any
questions, please feel free 1o contact me ot (202) 261-7081 or feficiong, or Council amalyst
Jonathan Urick at (202) 261-709% or jonathan(iciiorg.

Simeerely,
,'7’1’ HE'EJm-:, -

Jeft Mahoney
General Counse]
Council of Institutional Investors
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Bill Lockyer
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Executive Director
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Exccutive Director
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Director
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Commissioner
Los Angeles City Employees” Retirement System



Diecember 2, 2008
Page 5 of 7

Giregp Rademicher

Chief Executive Officer

Los Angeles County Employees Retirement
Association

Michael A. Peres
Greneral Muanager
Los Angeles Fine and Police Pensions

o=

R. Dean Kenderdine
Executive Director
Maryland State Retirement Agency

1 M )
[Wpdha ﬁ!m}'{ iy
Michael Travaglini
Executive Director

Massachusetts Pension Reserves Investment
Management Board

B §. biassacr

Oirin 5. Kramer
Chair
New Jersey State Investment Couneil

v

Sangeetn Bhatin
Retirement Plon Manager
Los Angeles Department of Water and Power

Peter M. Leslie
Chair, Board of Trustees
Maine Public Employees Retirement System

Now_,_, R. Xopp

Nancy K. Kopp
Maryland State Treasurer

{lion 0 OHE

William G. Clark
Director
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Richard H. Moore
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ABOUT THE INVESTORS WORKING GROUP

uring the summer of 2008, the CFA Institute Cantre for Financlal Market Integrity and

Council of Institutional Investors began exploring the idea of commissioning a study on

financial regulatory reform, Both organizations were concerned that investor views wera
missing in the engoing national debate about overhauling the U.5. system of financial regulation.
The U.5. Treasury Department s -Bluepeint for a Modernized Financial Regulatory Structure,”
released in March 2008, largely ignared investor considerations, focusing instead on making LS,
markets more globally -competitive™ by reducing costs for public companies and financial
|nstitutions.

The result was the launch in February 2008 of the Investors Working Group (IWG), This
independent, non-partisan panel was formed to provide an investor perspective on ways to
improve the regulation of U.5. financial markets. The IWG worked collaboratively to seek
agreement on the recommendations. This report fairly reflects the consensus views of the group
on myrizd reforms, However, not all IWG members agreed with every recommendation in the
report.

Our report could not be more timely, Over the past year, the worst financial crisls since the Great
Depression has brought markets ta the brink of collapse, toppled iconic financial institutions and
forced repeated government bailouts. The debacle has wiped out retirement savings for millions of
Americans and crippled the economy, It also has changed fundamentally the terms of the debate
about regulation. Calls to unshackle Wall Street and let markets police themselves no lenger
dominate. Instead, the focus of the discussion now [s on making the .S, system of regulation more
comprehensive, effective and responsive to the needs of investors, consumers and the broader
financial system.

This report offers an essential roadmap to that destination. It suggests practical, nearterm
improvements and longerd erm, aspirational reforms, some of which may require further study.
But all of our recommendations are guided by a profound commitmiant to restoring confidence in
pur markets by ensuring that regulation serves the needs of investors. Strong investor safeguards
are 3 prerequisite for market stability and integrity and a vibrant U.5. financial system,

o L

Willlam H, Donaldson, CFA Arthur Levitt, Ir.
Co-Lhair, CoLhair,
Investors Warking Group Imvestors Working Group
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MEMBERS OF THE INVESTORS WORKING GROUP
-_————

Co-Chairs:

William H. Danaldson, CFA, Chair, Donaldson Enterprises and former Chair, U.5, Securities and
Exchange Commission

Arthur Levitt Jr., Senior Advisor, The Carlyle Group and former Chair, U.S. Securities and Exchange
Commission

Members:

Mark Anson, CFA, President and Executive Director of Investment Services, Nuveen Imvestmants

Brooksley Born, Retired Partner, Arnold & Porter and former Chair, U.5, Commaodity Futures Trading
Commission

loe Dear, Chief Investment Officer, CalPERS and Chair, Council of Institutional Investors

David Fisher, Chair, The Capital Group International

Harvey |, Gotdschmid, Dwight Professor of Law, Columbia Law Schoal and former Commissioner,
LLS, Securities and Exchange Commission

leremny Grantham, Co-Founder and Chair, GMO, LLC

William R. Hambrecht, Founder, Chair and CEQ, WR Hambrecht + Company

John D, Markese, President, American Association of Individual Investors

Bill Miller, CFA, Chair and Chief Investment Officer, Legg Mason Capital Management, Inc.

Ira Millstein, Senlor Partner, Weil, Gotshal & Manges LLP and Senlor Associate Dean for Corporate
Governance, Yale School of Management

Mell Minow, Editor and Co-Founder, The Corparate Library

Pater Mantagnan, Chair, International Corporate Governance Network and Director of Investment
Affairs, Association of British Insurers

lane Bryant Cuinn, Director and Personal Finance Colummist, Bloomberg LP

Barbara Roper, Director of Investor Protection, Consumer Federation of America

Kurt Schiacht, CFA, Managing Director, CFA Institute Centre for Financial Market Integrity

Elien Seidman, Senior Fellow, New America Foundation, Executive Vice President, ShoreBank
Corporation and former Director, Office of Thrift Supervision

*Note; Affiliations are for identification purposes only, WG members participated as individuals;
the report reflects their own views and not those of organizations with which they are affiliated,



98

ACKNOWLEDGEMENTS

The Investors Working Group wishes to acknowledge and express its great appreciation to the
many cutside contributors who helped produce this report. Our deepest thanks go to

Professor Lawrence A Cunningham, Henry St. George Tucker |1l Research Professor of Law at
the George Washington University School of Law, and Professor Donald C. Langevoort, Thomas
Aquinas Reynolds Professor of Law at Georgetown University Law Center. Professor Cunningham
was instrumental in helping the IWG organize its initial thoughts regarding financial regulatory
reform. Professor Langevoort provided technical advice and assistance during the report s
development and final drafting. The IWG is also grateful to Susan Trammell for her assistance in
framing the initial draft report and Paul Beswick, John Brinkley, Peter R Fisher, Steve Harris, Bob
Herz, Gene Ludwig, Mark Radke, Marc A. Siegel, David F. Swensen and Lynn Turner for their
contributions.

The IWG also would like to thank the staff of the CFA Institute Centre for Financial Market Integrity
{CF& Centre) and the Council of Institutional Investors (ClI) for their assistance in keeping the
project moving. The IWG would fike to especially thank Don Mariais (Cll) and Linda Rittenhouse
(CFA Centre] for their hard work and dedication in managing this project. Other staffers who
contributed to the report included Amy Borrus, Marie Brodmerkel, Justin Levis, leff Mahoney,
Jonathan Urick and Ann Yerger at Cll and Jim Allen, Patrick Finnegan, Debra Palmaore and Kathy
Valentine at CFA Centre,



99

U8, Financial Regulatery Reform: The Investors” Perspective

OVERVIEW

The credit crisks has exposed the faulty underpinnings of the U.S. financial services sector, The
fundamental flaws are glaring: gaps In oversight that let purveyors of abusive mortgages,
complex over-the-counter [OTC) derivatives and convoluted securitized products run amek;
woefully underfunded regulatory agencies; and super-sized financial institutions that are both too
big to fail- and too labyrinthine to regulate or manage effectively. Too often, the complexities of
the regulatory system and the institutions it is supposed to pofice benefit institutions, dealers and
traders at the expense of investors and consumers.

Designing a mare raticnal financial services sector will take time, thoughtful analysis and political
will. The findings of the Financial Crisis Inquiry Commission, which is to report to the U.S, Congress
on the origing of the market meltdown and measures to ensure that such catastrophes do not
happen again, are critical to that effort. What is at stake—the integrity of the U.5. financial
system—Iis too important to rush the review,

In the near term, there are critical, practical steps that the federal government can take to put the
1.5, financial reguiatory system on a sounder footing and make it more responsive to the needs of
Investors, The Obama Administration's regulatory reform plan, announced on June 17, 2009, s a
start. The Investors’ Working Group (IWG) supports many of these recammendations but
advocates a bolder set of near-term measures to strengthen investor and consumer protections and
chieck systemic risks that threaten the health of the financial system.

The IWG believes that the U.S. needs a process for dealing with threats to the broader financial
system, but we also belleve that bolstering investor and consumer protection is paramount. The
lack of sufficient authority, resources and will on the part of regulators helped fuel the financial
meftdown at least as much as the absence of systemic-risk oversight.

To address these shortcomings, reform in the near term should focus on:

Strengthening and reinvigorating existing federal agencies responsible for policing financial
Institutions and markets and protecting investors and consumers. To achieve this goal, the will to
regulate must be restored. Light-touch federal regulation has met with disastrous results, as has
starving agencies of needed resources, For example, the U.S. Securities and Exchange
Commission’s (SEC) funding has not kept pace with the explosive growth of the securities markets
over the past two decades. Today, the agency monitors 30,000 entities, inchuding more than 11,000
investment advisers, up 32 percent in only the last four years. Even so, in the three years from
2005 to 2007, the SEC's budgets were flat or declining.
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Filling the gaps in the regulatory architecture and in authority over certain investment firms,
institutions and products. For example, OTC derivatives contracts should be subject to
comprehensive regulation; credit rating agencies should be subject to mare meaningful oversight
and greater accountability for their ratings; investment managers, including managers of hedge
funds and private equity, should be required to register with the SEC; originators of asset”backed
securities (ABS) should have some  skin in the game®; and regulators should be ghven resolution
autharity, analogous to the Federal Deposit Insurance Corporation’s (FDIC) authority for failed
banks, to wind down or restructure troubled systemically significant non”banks.

lmﬂumwm.ﬁeﬂnmdﬂuh&mammnlnmﬂm
at many levels, including at corporate boards. Investors need better toels to hold directors
accountable so they will be motivated to challenge executives who pursue excessively risky
strategies. Measures to make it easier for shareowners to nominate and elect directors are a good
place to start.

Since the financial crisis erupted, fear that the failure of large financial institutions couwld have
devastating repercussions throughout the U.S. financial system has prompted unprecedented
government intervention in the markets and the private sector. Consequently, much of the debate
about financial reform has focused on the need to monitor and address future systemic rlsks. The
0.5 regulatory framework was not designed to monitor and respond to risks to the entire financial
system posed by large, complex and interconnected institutions, practices and products.

The IWG believes that the appropriate way to address this immediate need is for Congress and the
Administration to authorize the creation of an independent Systemic Risk Oversight Board {SROB).
Ideally, the SROB would have the authority and highly skilled staff to 1) collect and analyze financial
institutions’ expasures, practices and products that could threaten the stability of the financial
systemn and 2) recommend steps that existing regulators should take to reduce those risks.

This approach represents a middle ground between the systemic risk regulator advocated by the
Administration and the college of cardinals” moded of oversight by the heads of existing federal
regulators that some leading lawmakers propose, The IWG views both approaches with skepticism,
& council of regulators would have blurred lines of authority—ultimately no one would be in charge
or accountable—and could be hamstrung by the usual jurisdictional disputes. The Administration’s
approach, which envisions the U.5. Federal Reserve Board as systemic risk regulator, has more
sertous drawbacks. The Fed has other, potentially competing responsibilities—from guiding
monetary policy to managing the vast ULS. payments system. Its credibility has been tarnished by
the easy credit palicies it pursued and the lax regulatory oversight that let institutions ratchet
higher their balance sheet leverage and amass huge concentrations of risky, complex securitized
products. Other serious concerns stem from the Fed's regulatory failures—its refusal to police
mortgage underwriting or to impose suitability standards on mortgage lenders—and the heavy
influence that banks have on the Fed's governance.
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The Systemic Risk Oversight Board 5 coflection and analysis of data, with an eye on emerging
systemic risks, would be informed by the Financial Crisis Inquiry Commission s parallel efforts to
understand the root causes of the current crisis. The tandem investigations would help guide
paolicymakers as they consider overall regulation of the financial services sector, including the
eventual bocus, scope and powers of a systemic risk regulator, Until then, the oversight board
wiould monitor systemic threats and refer appropriate steps to existing regulatory agencies-the
Treasury, the Fed and Congress,

While our report focuses on near-term needs, we recognize that there (s a larger, long-term agenda.
Restructuring the hodge-podge of financial regulators and key financial Institutions is clearly an
imperative, regardiess of how politically arduous the task, Policymakers nead to map out a path
toward a more rational, less conflicted financial system. Steps they should consider include:

Designating a systemic risk regulator, with appropriate scope and powers. One option would be
for the Systemic Risk Oversight Board to evolve into a full-fledged regulator.

Adopting new regulations for financial services that will prevent the sector from becoming
dominated by a few glant and unwieldy institutions. New rules are needed to address and balance
concerns about concentration and competitiveness.

suwwmmmmmwwwm Too many financial
Imstitutions have weak capital underpinnings and excessive leverage.

Imposing careful constraints on proprietary trading at depasitary institutions and their holding
companies, Proprietary trading creates potentially hazardous exposures and conflicts of interest,
espacially at institutions that operate with explicit or implicit government guarantees. Ultimately,
banks should focus on their primary purposes, taking deposits and making loans.

Consolidating federal bank regulators and market regulators. Regulation of banks and other
depositary institutions may be streamlined through the apgropriate consalidation of peudential
regulators. Similarly, efficiencies may be obtained through the merger of the SEC and the
Commodity Futures Trading Commission (CFTC)

Studying a federal role in the oversight of insurance companies. The current state-based
regulation makes for patchwork supervision that has proven inadequate to the task.

The IWG believes that the goal of the longer-term effort should be a simpler yet more
comprehensive regulatory net, stronger overseers and manageable, better-governed financial
institutions that will not pese "too big to fail” threats. The new financial order that emerges must
ensure appropriate safeguards for investors, Investors, in turn, must focus on sustainable, risk-
adjusted performance, recognizing that pressing investment advisers and executives of partfolio
companies for quick returns can spur out-on-a-limb behavior in pursuit of fast but often ephemeral
profits.
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The regulatory overhaul should not stop at the water s edge. Financial markets are increasingly
global. U5, financial institutions generate a growing share of their revenues and assets aversaas,
Washington policymakers must lead a fresh effort to forge international consensus on key elements
of the regulation of global markets, players and products. U5, leaders should also press for greater
sharing of information among national regulators and harmonization of rules and practices, In
contrast to other recent ghobal initiatives, however, the focus should be on raising standards, not
weakening them,

This report is intended to ensure that policymakers fully consider and reflect on making regulatory
changes that serve Investors, consumers and the broader financial system. A balance is needed
among many interests. In particular, bullding a U.5. financial system that correctly balances
efficiency, global competitiveness, and investor and consumear protection is enormausly
challenging. It is alse an oppartunity, however, to put the U.5. financial system on a firmer, more
rational footing and ensure that it serves the needs of investors. Strong investor protections are
integral to restoring trust, stability and vibrancy to LS. financial markets. The IWG believes this
plan of action is the best way forward toward that goal,
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OUTLINE OF RECOMMENDATIONS
.|

1. INVESTOR AND CONSUMER PROTECTIONS

A Strengthening Existing Federal Regulators

» Congress and the Administration should nurture and protect regulators commitment to
fully exercising thair authority.
+ Regulators should have enhanced independence through stable, long-term funding that
meets their needs.
* Regulators should acquire deeper knowledge and expertisa,
B Closing the Gaps for Products, Players and Gatekeepers
OTC Derivatives
+ Standardized derivatives should trade on regulated exchanges and clear centrally.
& OTC trading in derivatives should be stricthy imited and subject to robust federal regulation.
» The Financial Accounting Standards Board [FASB) and the international Accounting
Standards Board (IASB) should improve accounting for derivatives.
s The SEC and the CFTC should have primary regulatory responsibility for derivatives trading.

¢ The United States should lead a global effort to strengthen and harmonize derivatives
regulation.

Securitized Products

*  New accounting standards for off-balance-sheet transactions and securitizations should be
Implemented without delay and efforts to weaken the accounting in those areas showld be
resisted.

s Sponsors should fully disclose their maximum patential loss arising from their continuing
exposure 1o off-balance-sheet asset-backed securities,

¢  The SEC should require sponsors of asset-backed securities to improve the timeliness and
quality of disclosures to investors in these instruments and other structured products,

+ ABS sponsors should be required to retain a meaningful residual interest in their securitized
products.

Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers
¢ Allinvestment managers of funds available to U.S. investors should be required to register
with the SEC as imvestrment advisers and be subject to oversight.
«  Existing investment management regulations should be reviewed to ensure they are
appropriate for the variety of funds and advisers subject to their jurisdiction.
s Investrent managers should have to make regular disclosures to regulators on a
real-time basks, and to their investors and the market on a delayed basis.
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Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers [cont]

s Investment advisers and brokers who provide investment advice to customers shoukd
adhere to fiduciary standards. Their compensation practices should be reformed, and thelr
disclpsures should be improved.

»  Institutional investors  including pension funds, hedge funds and private equity firms
should make timely, public dischosures about their proxy voting guidelines, prooy votes cast,
Investment guidelines, and members of their governing bodies and report annually on
holdings and performance.

Non-Bank Financial Institutions
= Congress should give regulators resolution authority, analogous to the Federal Depaosit
Insurance Corporation’s authority for failed banks, to wind down or restructure troubled,
systemically significant non'banks.

Mortgage Originators

= Congress should create a new agency to regulate consumer financial products, including
MOortgages.

»  Banks and other mortgage originators should comply with minimum underwriting
standards, including documentation and verification requirements.

s Mortgage regulators should develop suitability standards and require lenders to comply
with them.

= Morgage originators should be required to retain a meaningful residual interest in all loans
and outstanding credit lines.

Nationally Recognized Statistical Rating Organizations [NRSROs)

= Congress and the Administration should consider ways to encourage alternatives to the
predominant issuer'pays NRSRO business model.

s Congress and the Administration should bolster the SEC's pasition as a strong, independent
overseer of NRSROs.

»  MRSROs should be required to manage and disclese conflicts of interest.
NRSRDs should be held to a higher standard of accountability.

« Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory
amendments, Market participants should reduce their dependence on ratings in making
investment decisions.

L. Corporate Governance

s |Inuncontested elections, directors should be elected by a majority of votes cast.
Shareowners should have the right to place director nominees on the company’s proxy.
Boards of directors should be encouraged to separate the role of chair and CED or explain
why they have adopted anather method to assure independent leadership of the board,

= Spcurities exchanges should adopt listing standards that require compensation advisers to
corpofate boards to be independent of management.

Companies should give shareowners an annual, advisory vote on executive compensation,
Federal clawback provisions on unearmed executive pay should be strengthened.
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1L SysTEMIC Risk OVERSIGHT BOARD

s Congress should create an independent governmental Systemic Risk Oversight Board,

# The board s budget should ensure its independence from the firms it examines,

* Al board members should be full"time and independent of government agencies and
financial institutions.

s  The board should have a dedicated, highly skifled staff.

¢ The board should have the authaority to gather all information it deems relevant to systemic
risk.

s The board should report to regulators any findings that require prompt actien to relieve
systemic pressures and should make periodic reports to Congress and the public on the
status of systemic risks.

* The board should strive to offer regulators unbiased, substantive recommendations on
appropriate action.

» Regulators should have latitude to implement the oversight board 5 recommendations on a
"comply or explain” basis.
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L. INVESTOR AND CONSUMER PROTECTIONS

The Investors Working Group befieves that strengthening existing regulatory agencies, closing
gaps in the regulatory structure, enhancing consumer and imvestor protections and improving
corporate governance are the most important steps Congress and the Obama Admindstration can
take to restore the integrity of the financial system and the stability of financial markets.

Background

When the financial meltdown began, regulators for the most part had enough information and
should have recognized the signs but did not, or could not, stop the dowmward spiral. One reason is
thaat regulators lacked the requisite will, resources and expertise. Anather is that the web of
regulatory supervision that covers the U.5. financial services industry is riddled with holes. Some
are intentional. For example, the OTC derivatives market has been exprassiy exempted from
wirtually all federal oversight. But even in regulated parts of the markets, the oversight fabric is not
knit tighthy enough.

Whllethe WG acknowledges that regulatory failures were a major contributing cause of
the financial debacle, we believe that the right solution is to reinforce, rather than

abandon, the existing regulatory framework.

Above all, regulators must be committed to promoting policies that are good for consumers,
imvestors and the financial markets. Although the will to regulate cannot be legisiated, Congress
can encourage vigorous regulation through general oversight and its specific role in providing advice
and consent regasding nominees to lead fimancial regulatory agencles. Structural and financial
changes can also help strengthen regulatory agencies by making them more independent of the
industries they supervise and allowing them to hire staff with deep knowledge of complex products
and rapid financial innovation, Consolidating agencies as appropriate can help bolster and
streamline financial regulation so long as mergers are crafted with a keen understanding of the
differences between existing regulators and the markets and institutions they supervise.

Background

Since 1980, a dramatic shift in the financial regudatory system has occurred, Vigorous governmental
oversight was abandoned as regulators placed their faith in the ability of markets to self-police and
self-correct. Even as the credit crisis unfolded in early 2008, the prevailing view in the industry and
among many agency chiefs and government leaders was that too much regulation, rather than too
[ittle, was eroding the competitiveness of U.5. markets,
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The IWG believes that this view is misguided, The financial crisis has revealed that insufficient and
Ineffective oversight, not over-regulation, paved the way to financlal turmail.

Beyond a mispleced faith in markets, regulators lacked the will, knowledge and resources to flexibly
respond to rapid financial innovation and market expansion, Poor funding and a lack of
Independence allowed an anti-regulatory ideclogy to permeate regulatory agencies, The
Congressional appropriations process helped to undermine robust oversight. Fearful of palitical
budgetary retaliation, agencies grew reluctant to exercise their authority fully in certain areas. It is
no coincidence that these pockets of poor oversight proved to be sources of great risk,

Specific Recommendations

1. Congress and the Administration should nurture and protect regulators commitment to fully
exercising their authority. Congress and the Administration should amend statutory language
establishing various financlal regulators to prominently include provisions requiring that the
President consider potential appointees determination to exercise vigorous oversight and their
commitment to the regulatory mission. Congress should be vigilant in exercising its general
sugervisory authority and thoughtfully casry out its obligation to provide advice and consent ta
ensure that nominees possess the resolve to regulate effectively,

The President, Congress and agency leaders must work to foster a culture of regulatory
professionalism that rewards high-guality work and instills a community of purpose. Such a culture
is rooted in steadfast devotion to vigorous oversight and enforcement. Regulators should be
encouraged to exercise the greatest supervision where the need is greatest, inciuding over the most
cemplex and rapidly expanding institutions, products and markets, Resistance to regulation in
these often highly lucrative areas is Hkely to be intense. Staff should be rewarded for asking tough
questions, pursuing difficult cases and thinking outside the bounds of conventional wisdom. A
heakthy tension and skepticism between regulators and those they oversee should be promoted as
@ hallmark of exemplary regulation.

2. Regulators should have enhanced independence through stable, long-term funding that meets
thelr needs. All federal financial regulators should have the resources and independence to fulfill
thelr mission effectively without political interference or dependence on the firms they oversee.
Thie IWG encourages Congress and the Administration to consider ways to develop mechanisms for
stable, long-term funding. To ensure that funding keeps pace with rapid market changes and
financial innavaticn, Congress, the Administration and regulators should periadically reevaluate the
resolrces each agency neads to fulfill its mission, To the extent possible, agencies should have
funding flexibility to respond to these changes on their own,




108

U8, Financial Regulatery Reform: The Investors” Perspective

3. Regulators should acquire deeper knowledge and expertise. The speed with which financial
products and services have prafiferated and grown more compiex has outpaced regulators. ability
ta monitor the financial waterfront. Staffing levels failed to keep pace with the growing work load,
and many agencies lack staff with the necessary expertise to grapple with emerging issues. Palitical
appointees and senior civil service staff should have & wide range of financial backgrounds.
Compensation should be sufficient to attract top-notch talent. In addition, continuing education
and training should be dramatically expanded and officially mandated to help regulators keep pace
with innovation. Although we recognize that the -revolving door” between regulatory agencies and
the private sector can lead to abuse, we believe that both the public sector and the private sector
can benafit from people with experience in both. In particular, agencies should explore ways of
recrulting individuals from the private sector to improve the regulators ability to understand and
keep up with complex financial and market innovations. And those who have served in regulatory
agencies can assist market players in understanding the perspective of regulators and the need for
regulations.

Tne nation s regulatory umbrella should be comprehensive. Specifically, it should be
broadened to cover important financial products, players and gatekeepers that lack
meaningful oversight. Critical gaps that urgently need attention include OTC derivatives, securitized
products, investment managers, mortgage finance companies and credit rating agencies,

OTC Derivatives

Al‘i standardized (and standardizable) derivative contracts currently traded over the counter
should be required to be traded on regulated exchanges and cleared through regulated
clearinghouses, Any continuing OTC derivatives trading should be limited strictly to truly
customized contracts between highly sophisticated parties, at least one of which reguires a
customized contract in order to hedge business risk. What remains of the OTC derivatives market
should be subject to a robust federal regulatory regime, including reparting, capital and margin
requirements.

Backgroumd

OTC derivatives generally are bilateral contracts between sophisticated parties. They include
interest rate swaps, foreign exchange contracts, equity swaps, commodity swaps and the now-
Infamous credit default swaps (CDS), along with other types of swaps, contracts and options. Itis
widely acknowledged that OTC derivatives contracts, and particularly CD5, played a significant role
Ini the current financial crisis. For December 2008, the Bank for International Settlements reported
a notional amount outstanding of 5592 trillion and a gross market value outstanding of 534 trillion
for global OTC derivatives. This enormous financial market was exempted from virtually all federal
oversight and regulation by the Commodity Futures Modernization Act of 2000 (CFMA),

‘lﬂj

—
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Although OTC derivatives have been justified as vehicles for managing financial risk, they have alsa
spread and multiplied risk throughout the economy in the current crisis, cawsing great financial
harm. Warren Buffett has dubbed them financial weapons of mass destruction,” Problems
plaguing the market include lack of transparency and price discovery, excessive leverage, rampant
speculation and lack of adequate prudential controls.

Specific Recommendations

1. Standardized derivatives should trade on regulated exchanges and clear centrally, Congress
and the Administration should enact legislation overturning the exemptive prowisions of the CFMA
and requiring standardized (and standardizable} derivatives contracts to be traded on regulated
derlvatives exchanges and cleared through regulated derivatives clearing operations. Legal
requirements based on thase established in the Commadity Exchange Act for designated contract
markets and derivatives clearing operations should apply to such trading and clearing. These
requiraments would allow effective government oversight and enforcement efforts, ensure price
discovery, openness and transparency, reduce leverage and speculation and limit countarparty risk.
Although requiring central clearing alone would mitigate counterparty risk, it would not provide the
essential price discovery, transparency and regulatory oversight provided by exchange trading,

2. OTC trading in derivatives should be strictly limited and subject to robust federal regulation.
An OTC market s necessarily much less transparent and much more difficult to regulate than an
exchange market. If trading OTC derivatives is peemitted to continue, such trading should be strictly
limited to truly customized contracts between highly sophisticated parties, at heast one of which
requires such a customized contract in order to hedge business risk. Congress and the
Administration should enact leghlation limiting the eligibility requirement for OTC derivatives
trades to highly sophisticated and knowledgeable parties and requiring that at [east one party to
each OTE contract should certify and be prepared to demonstrate that it s entering into the
contract to hedge an actual business risk, This imitation to trading on the OTC market would
permit entities to continue to hedge actual business risks but would reduce the current pervasive
speculation in the market.

A federal regulatory regime is needed Tor any continuing OTC market. OTC derivatives dealers
should be required to register, malntain records and report transaction prices and valumes to the
federal regulator, They should be subject to adeguate capital requirements and business conduct
standards, including requirements to disclose contract terms and risks to their customers. All OTC
trades should be subject to federally imposed margin requirements, and all large market
participants should be subject to capital requirements. |n addition, transaction prices and valumes
of OTC desivatives should be publicly reported on a timety basis.

All market participants should be subject to federal fraud and manipulation prohibitions,
recordkeeping and reporting requirements, and position limits if imposed by the federal regulator,
The regulator should have broad powers to oversee the market and all its participants, including
powers to require additional reporting and inspection of records and to order positions to be
eliminated or reduced. Federal legal prohibitions should be enacted to prohibit the use of OTC
derivatives to misrepresent financial condition or to avoid federal laws.

1
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3. The FASB and IASB should improve accounting for derivatives, A thorough 2nd comprehensive
review of accounting rules related to derivative Instruments is needed. The goals of this review
should be to ensure consistent reporting about these instruments and to ensure full disclosure for
the benefit of investors, counterparties and regulators. To make informed decisions, Investors and
those entering into counterparty relationships need information about these positions.

4. The SEC and the CFTC should have primary regulatary responsibility for derivatives trading.
Currently, the SEC and the CFTC each have regulatory responsibilities for certain portions of
desivatives trading, depending on the nature of the derivatives product and/or the type of exchange
an which It |s traded. Those agencies have the experience and sophistication to oversee derfvatives
markets and should act as the primary regulators of both exchange trading and any continuing OTC
market. It isimportant that federal standards for derivatives trading be comprehensive and
consistent and that agency jurisdiction over such trading be clearly delineated, For this reason, the
SEC and the CFTC must agree on appropriate regutatory standards and on their respective
regulatory responsibilities, and the terms of such agreement should be enacted into law.

5. The United States should lead a global effort to strengthen and harmonize derivatives
regulation. Because the OTC derivatives market is global, U.S, financial regulators should work with
foreign authorities to strengthen and harmonize standards for derivatives regulation Internationally
#nd to enhance international cooperation in enforcement and information sharing.

Securitized Products

mviestors have had a difficult time understanding securitized instruments because of the lack of

information about them and the confusing manner in which this information is reported, both to
the sharegwners of the issuing company (or sponsor), and to investors in these often complex
products, This opacity stems in part from securitized products absence from sponsors balance
sheets, Moreover, securitized products are sold before investors have access to a comprehensive
and accurate prospectus.

The IWG believes that accounting standards setters should improve the quality, appropristensss
and transparency of reporting related to off-balance-sheet transactions and securitizations by
spansoring Institutions. The SEC should develop new rules for the sale of asset backed securities
that give investors in these products a reasonable opportunity to review disclosures before making
a decision to invest. Sponsors of ABS and structured products should have to retain a meaningful
Interest in the underlying assets they securitize. Lastly, while the status of government-sponsored
enterprises [GSEs) is currently in limbo, the IWG believes the G5Es or their successor anterprises
should be subject to the same securities regulations that apply to all other sponsors when they
Issue ABS.

Background
Beginning in the 12805, banks and other lenders began repackaging mortgage loans and other

predictable cash flows into asset-backed securities. Some 33 trillion were outstanding by year-end
2008,

1
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Both investors in these securities and the shareowners of their sponsoring organizations lack crucial
Infarmation needed to judge their true risk, The off-balance-sheet accounting treatment of
securitizations masks from shareowners of the sponsoring company the potential costs of
deterioration in the quality of the assets underlying the instruments. Conseguently, shareowners of
a 5ponsoring company may not appreciate the impact on the company of deterioration in the
quality of the underlying loans, In addition, the off-balance-sheet treatment allows the sponsor to
reduce the amount of capital supporting the underiying loans by as much as 90 percent. Significant
capital shortfalls can thus occur when a sponsor chooses to support these securitizations {whether
according to or beyond the terms of thie securitization) by bringing them back anto ts balance
sheet.

Beyond poor accounting and disclosures by the sponsors of securitized products, institutions that
imvest directhy in these securities have been iil-served by existing disclosures. |n particular, investors
often have to decide whether to invest in an ABS issuance based not upon a detailed prospectus but
rather on a basic term sheet with limited information. Although these investors could choose not
to invest under such terms, doing so would lock them out of many ABS transactions. Institutions
feared that this lockout would be inconsistent with their Aduciary duty to find the best investments
for their clients. Investing before reviewing a prospectus, however, limits the ability of investors to
perform adequate due diligence,

Accounting and disclosure problems were even more severe at the GSEs. As povernment-chartered
corparations, the G5Es were able to operate as major sponsors of mortgage-backed securities, even
though they were not subject to the same regulations as other participants. As recent events have
shown, an implicit government guarantes does not protect investors from systemic fallure,
Cansequently, investors need to have refevant information that will help them review, analyze and
make reasoned and informed investment decisions about securities and firms that might be
affected by the financial performance and condition of GSEs. Although the G5Es future ks uncertain
at this time, the IWG believes that they or their successors should have to adhere to the same
regulations as other securities issuers.

Motwithstanding the serious lack of crucial information about securitized products, the IWG
recognizes that investors need to be more diligent. Some investors effectively outsourced their
imvestment due diligence to third parties, such as credit rating agencies, without fully understanding
the nature of the collateral underiying the bonds, the purpose of the rating or the rating agency s
conflicts of interest that may have colored its ratings. Investoss must pay more attention to these
detalls, which are critical to understanding the risks and opportunities of ABS investments.

Specific Recommendations

1. New accounting standards for off-balance-sheet transactions and securitizations should be
implemented without delay and efforts to weaken the accounting In these areas should be
resisted. The IWG applauds the recent action by the FASE finalizing accounting standards that limit
emmmrﬂwmmmmandmuhmwm about
securitization transactions. Eﬂwummmduwnwdﬂwﬂthnﬁmmﬂmummm
requirements should be vigorously resisted,
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2. Sponsors should fully disclose their maximum potential loss arising from their continuing
exposure to off-balance-sheet asset-backed securities. Sponsoring companies with off-balance-
sheet exposure to ABS that they sponsored and/or are servicing should be required to provide ful
disclosure about how these exposures could affect shareowners if the firm returns the related
assets and liabilities to their balance sheets. Mare transparent dischosure would permit investors to
better understand the amount and type of loans that sponsars are originating and the amount of
leverage they could create. The disclosure would also provide investors with information about
ongoing changes in loan quality and underwriting standards and the potential risks those changes
may create in the future. In particular, such disclosure alsa should describe how those actions
could affect the sponsaring firm s capital and liguidity positions, earnings and future business
prospects if the firm repurchases the Inans onto |ts balance sheet.

3, The SEC should require sponsors of asset-backed securities to improve the timeliness and
quality of disclosures to Investors in these instruments and other structured products. Current
rules allowing sponsors to issue asset-backed securities via shelf registration provide for woetully
inadequate disclosures to potential investors in these products. Because each ABS offering involves
a neew and unigue security, the IWG does not believe the SEC should allow such issuances to be
eligible for its normal shelf-registration procedures. Instead, the SEC should develop a regulatory
regime for such asset-backed securities that would require issuérs to make prospectuses available
for potential investors in advance of their purchasing decisions, These prospectuses should disclose
important information about the securities, including the terms of the offering, information about
the spansor, the suer and the trust, and details about the collateral supparting the securities.
Such naw rules would give investors eritical information they need to perform due diligence on
offerings prior to investing. It would also create better opportunities for due diligence by the
underwriters of such securities, thus adding addltional levels of oversight of the quality and
appropriateness of structured offerings.

4, ABS sponsors should be required to retain a meaningful residual interest in their securitized
products. Having -skin in the game” would make sponsors more thoughtful about the quality of
the assets they securitize. Sponsors should have to retaln a meaningful residual interest in ABS
offerings. Hedging tivese retained exposures should be prohibited.

Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers

AH investment managers of funds available to U.S. investors should be required to register
with the SEC as investment advisers so that they are subject to federal scruting. All
registered fund managers should have to make periodic disclosures to regulators about the current
positions of their funds, and should make regular, delayed public disclosures of their funds
positions to help thelr investors and other market participants understand the associated risks,
Regulators should conduct a full review of rules governing investment managers and their funds to
ensure that they adequately address the different types of investment vehicles and practices
subject vo those rules. In order to improve the quality of advice provided to retail investors and to
protect them from abusive practices, the SEC should be empowered to reform compensation
practices that create unacceptable conflicts of interest, improve pre-sale disclosures, and subject all
those who provide personalized investment advice, including broker-dealers, to a fiduciary duty,

()
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Regulators should also be empowered 1o oversee new participants and products as they emerge
and have adequate resources for timely and careful examinations.

Background

Many hedge funds, funds of hedge funds and private equity funds operate within the shadow”
financial system of unregulated mon"bank financial entities. These funds ard thelr managers have
been exempt from regulation because of a combination of factors related to the number and
redative sophistication of investors they serve and the size of assets under management.

Unencumbered by leverage limits, compliance examinations or full disclosure réquirements, many
hedge funds and private equity funds operate under the radar. Their ability to take on enormous
leverage, in particular, enables them to hold huge positions that can imperil the broader market,
market trends move against 3 hedge fund or a private equity fund and it is forced to liquidate at
fire"sale prices, prime brokers, banks and other counterparties could be subject to significant losses.
Even market participants who have no direct dealings with the fund could be battered by the
resulting plunge in asset prices and lguidity squeere. Reglstration would afford a degree of
transparency and oversight for these systemically important market players. It would at least
ensure disclosure of basic information about the managers and funds and make them eligible for
examination by the SEC.

Owersight of the intermediaries that investors rely on in making investment decisions has failed to
keep pace with dramatic changes in the industry. These changes include the development and
rapid growth of the financial planning profession and changes in the full”service brokerage business
model to ane that is, or is portrayed as being, largely advisory in nature. Nevertheless, a series of
decisions by regulators over the years allowed brokerages to call their sales representatives

financial advisers,” offer extensive personalized investment advice and market their services based
on the advice offered, all without regulating them as adwvisers,

A% a result, investors are forced to choose among financial intermediaries who offer services that
appear the same to unsophisticated eyes, but who are subject to very differant standards of
conduct 2nd legal obligations to the client, Mast significantly, investment advisers are required to
act in their clients’ best interest and distlose all material information, including information about
conflicts of interest, whereas brokers are subject to the less rigorous suitability standard and do not
have to provide the same extensive disclosures.

Meanmwhile, although investors are encouraged to place their trust in - financial advisers,”
compensation practices in the industry are riddled with confiicts of interest that may encourage
sales of products that are not in clients’ best interests. The disclosures that investors are supposed
ta rely on in making investment decisions are often inadequate and overly complex and typlcally
arrive after the sale-long past the point when they could have been useful to investors in analyzing
their investment aptions.
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As innovation produces new institutions, products and practices, federal regulators must be able to
bring them under their jurisdiction, too. One important lesson of the recent crisis s that as financial
products and services proliferate and become more complex, they often fall through the regulatory
cracks. Extending the scope of examinations will require additional funding for regulators and
uitimately result in more effective regulation,

Specific Recommendations

1. Allinvestment managers of funds available to U.S. investors should be required to register
with the SEC as investment advisers and be subject to oversight. All investment advisers and
brokers offering investment advice should have to meet uniform registration requirements,
regardless of the amount of assets under management, the type of product they offer or the
sophistication of investors they serve, Exemptions from registration should not be permitted,
although smaller advisory firms should continue to be overseen by state regulators.

2, Existing investment management regulations should be reviewed to ensure they are
appropriate for the varlety of funds and advisers sublect to their jurisdiction, The frequency and
extent of regulatory examinations should be determined by the nature and size of the firm. The
exam process should be augmented by independent third-party reviews and reporting. Regulators
should be empowered to extend their jurisdictional reach to cover emerging participants and
products,

3. Investment managers should have to make regular disclosures to regulators on a real-time
basis and to their investors and the market on a delayed basis. Because of the potential systemic
mhmmmmmmmmdmwmmmm
impartant financial institutions, the |WG believes that all investment managers should have to
disclose their posithons to regulators on a confidential but real-time basis. This would allow
regulators to recognize large and growing exposures and take steps to fimit their impact.

The IWG also believes that hedge funds and ather private pools of capital should make regular but
delayed public disclosures about their pasitions, Detayed disclosure would provide investors a
window on the fund manager & investment strateghes while preventing ather investors from - front-
running” those game plans. It would also give the market at large an understanding of the degree
of risk inherent in the investment strategies. In light of new trading techniques and products
available; regulators should reexamine how often investment companies are required to report
their holdings to investors and the market.

4, Investment advisers and brokers who provide investment advice to customers should have to
adhere to fiduciary standards. Their compansation practices should be reformed and their
disclosures improved. All investment professionals, including broker-dealers who provide
personalized investment advice, should be subject to a fiduciary duty to act in their clients best
interests and to disclose material information. Compensation practices that encourage investment
professtonals to make recommendations that are not in their clients: best interests should be
reformed, Disclosures should also be improved to ensure that investors receive pre-engagement
disclosure to aid them in selecting an investment professional and clear, plain English, pre-sale
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disclosure of key information about recommended imestments. This would provide an added feval
of pratection to both retail and institutional chients.

5. Institutional investors  including pension funds, hedga funds and private equity firms  should
make timely public disclosures about their proxy voting guidelines, proxy votes cast, investment
guidelines, and members of their governing bodies and report annually on holdings and
performance. Investors who champion best disclosure practices at portfolio companies have 3
responsibility to play by similar rules. Best disclosure practices for institutional investors would
foster transparency and accountability thraughout the capital markets, thus enhancing confidence
In the markets. They would alsa strengthen fiduciary ties between fund beneficiaries and trustees
and guard against misuse of fund assets and abuses of the power inherent in large pools of capital.
Specifically, instituticnal investors should make timely, public disclosures about thekr proxy voting
puidelines, proxy votes cast, investment guidelines, members of their governing bodies and report
annually on haldings and perfarmance.

Non-Bank Financial Institutions

ongress should enact legislation granting appropriate regulators resolution authority for

faltering non-bank financial institutions. Such authority should include explicit powers to

selze, wind down and restructure troubled institutions deemed too big to fall.- The IWG
generally supports the Administration’s proposal for this new authosity but does not take a position
on where it should be vested and how It should be implemented.

Backgrownd

In the 1930s, chaotic and castly bank failures motivated Congress and President Roosevelt to
empawer federal regulators to seize and wind down, in an orderty fashion, illiquid and insalvent
banks. The financial crisis of 2008 included, in particular, a run on several large firms operating in
the non-bank financial system. No mechanism existed, however, to deal with the failure of large,
complex, interconnected non-bank institutions, such as Bear Stearns, Lehman Brothers or American
International Group (A1G), As a result, federal bailouts were ad hoc and inconsistent, fueling further
market chaos that threatened the entire financial system.

Specific Recommendation

Congress should give regulators resolution authority, analogous to the FDIC-s authority for failed
banks, to wind down or restructure troubled, systemically significant non-banks. Banks are no
langer the primary systemically significant players in our financial system. The disorderly failure of
large, Interconnected investment banks, Insurers and other institutions could also trigger cascading
failures throughout the financial system. A carefully designed resolution regime for large non-banks
would provide much needed market stability by ensuring that the essential functions of failed
institutions continue relatively uninterrupted. Consideration also should be given to expanded use
of the Bankruptcy Code. An orderly liquidation or restructuring would also help minimize the cost
ta taxpayers over the long run. '
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Mortgage Originators

AH banks and other mortgage lenders should be required to meet minimum underwriting
standards, They should also adhere to basefine standards for documenting and verifying a
borrower s ability to repay and for ensuring that loans and credit lines they issue are appropriate
for particular borrowers, A new consumer product oversight agency could help ensure that
martgage lenders adhere to such standards and requirements. Mortgage lenders should be
required to retain a meaningful residual interest in all loans and credit lines they originate.

Background

Ower the past 20 years, the link between mortgage underwriting and origination and retention of
the risk of repayment has become increasingly attenuated. Although mortgage bankers and
brokers, as well as some bank foan officers, have always been paid on the basis of the size of the
loan and its characteristics, it has become commaon for brokers and others to be paid more for loans
with higher interest rates or other characteristics [such as prepayment penalties) that in fact make
it harder for borrowers to repay. The practice encouraged steering barrowers to loans for which
they were not gualified and falsifying income and other data so borrowers could get loans they
could not afford, Lenders that quickly sold loans to packagers of securitized products had little or
na Interest in the borrowers ability to repay. Ultimately, imvestors who purchased mortgage-
backed securities shouldered the credit risk.

The lack of meaningful federal oversight of consumer credit product providers exacerbated the off-
loading of risk to investors, Without minimum standards and oversight applied consistenthy to all
martigage lenders, many of the largest mortgage originators -regulated”™ themselves—and
competition drove down standards. The conseguences were disastrous for borrowers, lenders,
communities and the economy as a whale.

Specific Recommendations

1. Congress should create a new agency to regulate consumer financlal products, including
martgages. The financial crisis has demonstrated that martgage originators cannot exercise
necessary market self-discipline and that current regulatory structures, where they exist, have
failed to provide appropriate protection for both consumers and investors. The IWG supports the
Administration s call for a new federal agency to regulate consumer financial products and payment
systems. The agency should have broad rulemaking, oversight and enforcement autharity,

2. Banks and other mortgage originators should comply with minimum underwriting standards,
including documentation and verification requirements. Mortgage originators will make more
responsible lending decisions if they face minimum underwriting standards that are subject to
review by federal and state regulators. These standards should be based on a realistic appraisal of
the borrower s ability to repay the debt, taking into account any features that would increase the
payments in the future. Such standards should also require mortgage ariginators to obtain and
werify key financial information from all borrowers and to obtain and retain evidence that the
borrower has seen and agreed with this information before a loan is closed, Federal and state

()
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regulators should monitor all mortgage originators for compliance with these practices. These
changes should reduce the race to the bottom™ that characterized the last decade.

3, Mortgage regulators should develop suitability standards and require lenders to comply with

them. This will help ensure that mortgage companies consider carefully whether a particular credit
product Is appropriate for a particular borrower. Innovative features in mortgage products can help
certain borrowers. But these should be tallored to each borrower’s needs and ability to repay, and
ariginators should be required to offer consumers the best possible mortgage rates, fees and termis
for which they qualify.

4, Mertgage eriginators should be required te retaln a meaningful residual interest in all loans
and outstanding credit lines. Having skin in the game™ would make lenders more thoughtful
about the credit worthiness of potential borrowers. Mortgage lenders should be required to retain
@ meaningful interest in all loans and outstanding credit lines they generate, Federal and state
regulators should be empowered to determine the minimum holding period and related terms and
conditions. Lenders should be prohibited from hedging these exposures.

Nationally Recognized Statistical Rating Organizations

Thefailunz of Nationally Recognized Statistical Ratings Qrganizations to alert investors to the
risks of many structured products underscores the need for significant change in the
regulation of credit rating agencies. Congress should grant the SEC greater authority to scrutinize
NRSROs. Congress and the Administration should consider steps to encourage alternatives to the
predominant, issuer"pays NRSRO business model, Congress also should eliminate the safe harbor in
Section 11 of the Securities Act of 1933 that shields rating agencies from liability for due diligence
failures. And to deter investors from relying too heavily on rating agencies, lawmakers and
regulators should remove or diminish provisions in laws and regulations that designate minimum
NRSRO ratings for specific kinds of investments.

Background

Credit ratings issued by NRSROs are widely embedded in federal and state laws, regulations and
private contracts. Ratings determine the net capital requirements of financial institutions globally
under the Basel || capital accords. They also dictate the primary types of investment securities that
maney market funds and pension funds may hold, Partly as a result, many institutional investors
have come to rely on credit rating agencies as a basic Investment screen, a problem that is
exacerbated by the lack of adequate disclosures in the sale of asset"backed securities.

Despite the semi"official status of NRSROs as financial gatekeepers, the rating agencies face minimal
federal scrutiny, The Credit Rating Agency Reform Act of 2006 did not much alter that light Youch”
oversight. Although it standardized the process for NRSRO registration and gave the SEC new
oversight powers, those powers were limited. It aluo expressly ruled out any private right of action
against an NRSRO.
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The central role that rating agencies played in the financial crisis makes such limited oversight
untenable. The leading NRSROs  Fitch Ratings, Moody's Investors Service and Standard & Poor's
Ratings Services maintained high investment’grade ratings on many troubled financial institutions
until they were on the brink of failure or collapse. And well into the credit crisis, NRSROs
maintained triple’A ratings on complex structured financial instruments despite the poor and
deteriorating the quality of the sub’prime assets underlying those securities,

The conflicted issuer’ pays model of many NRSROs contributed to their poor track record. Most
NRSROs are paid by companies and securitizers whose debt they rate. With their profitability
dependent on the rapidly growing business of rating strectured finance products, rating agencies
appear to have been all too willing to assign the high ratings that originators and underwriters
demanded. Questions about the quality of their ratings continued to rise in recent years even as
they rated more and more complicated instruments.

But credit rating agencies” statutory exemption from liability also keeps NRSROs from having to
answer for their shoddy performance and poorly managed conflicts of interest. Credit rating
apencies have long maintained that their ratings are merely opinions that should be afforded the
same protection as the opinions of newspapers and ather publishers. Judicial rwlings have tended
to support thedr claim to protected status.

To be sure, some investors refied too heavily on NRSRO ratings, Ignoring warning signs such as the
rating agencies’ notarious failure to downgrade ratings on Enron and ather troubled companies
until they were on the brink of bankruptey, And some investors ignored or falled to comprehend
the fundamental differences between ratings on structured securities and ratings on traditional
debt instruments.

Statutory and regulatory reliance on ratings encourages investors to put more faith in the rating
agencies than they should, If the rating agencies cannot dramatically improve their rating
performance, they should be weaned from such official seals of approval. At the very least, legal
referances to ratings should make clear that reliance on them does not satisfy the requirement that
invastors parform appropriate due diligence to determine the appropriateness of the investments,
Im other wards, ratings should be seen not as a seal of approval for certain investments but as
defining the investments that should not be considered for a particular purpose.

The IWG recognizes that it is not practical to abodish the concept of NRSROs and erase references to
WRSRO ratings in laws and regulations, at least not with one stroke, Mandates to use ratings are
embedded in many financial rules. The more practical course for the near term s to reform credit
rating agency regulation and to work toward reducing or removing references to credit ratings in
laws and regulations.

—
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Specific Recommendations

1. Congriss and the Administration should consider ways to encourage alternatives to the
predominant issuer-pays NRSRO business model. In addition, the fees earned by the NRSROs
should vest over a period of time equal to the average duration of the bands, Fees should vest
based on the performance of the original ratings and changes to those ratings over time relative to
the credit performance of the bonds. Credit rating agencies that continue to operate under the
issuer-pays model should be subject to the strictest regulation.

2. Congress and the Admintstration should bolster the SEC s position as a strong, independent
overseer of NRSROs, The SEC s authority to regulate rating agency practices, disclosures and
canflicts of interest should be expanded and strengthened, The SEC should also be empowered to
coordinate the reduction of reliance on ratings,

3. NRSROs should be required to manage and disclose conflicts of interest. As an immediate step,
MNRSROs should be required to create an executive-level compliance officer position. More
complete, prominent and consistent disclosures of conflicts of interest are also needed, And credit
raters should disclose the name of any client that generates more than 10 percent of the firm s
revenues.

4, NRSROs should be held to a higher standard of accountability. Congress should eliminate the
effective exemption fram liability provided to credit rating agencies under Section 11 of the
Securities Act of 1933 for ratings paid for by the issuer or offering participants. This change would
make rating agenches more diligent about the ratings process and, ultimately, more accountable far
sloppy performance.

MRSROs should not rate products for which they lack sufficient information and expertise to assess.
Credit rating agencies shoubd only rate instruments for which they have adequate information and
should be legally vulnerable if they do otherwise. This would effectively limit their abifity to offer
ratings for certain products. For example, rating agencies should be restricted from rating any
product that has a structure dependent on market peicing: They should not be permitted to rate
any product mmﬂwmm_tmsdmmmﬂmumm assets. Credit rating
agencies should be restricted from taking the metrics and methodology for one class of investment
to rate another class without compelling evidence of comparability.

5. Refiance on NRSRO ratings should be greatly reduced by statutory and regulatory amendments,
Market participants should reduce their dependence on ratings in making investment decisions.
Many statutes and rules that require certain investors to hold only securities with specific ratings
encouraged some investors to rely too heavily on credit ratings. Eliminating these safe harbors over
time, or clarifying that reliance on the rating does not satisfy due diligence obligations, would force
Investors to seek additional and alternative assessments of credit risk. :




120

U8, Financial Regulatery Reform: The Investors” Perspective

L. Corporate Governance

I nvestors need better tools to hold managers and directors acoountable for their actions,
Improved corporate governance requirements would also help restore trust in the integrity of
11,5, financial markets. In particular, shareowners ability to hold an advisory vote on the
compensation of senfor executives, as well as their ability to nominate and elect directors, must be
enhanced, Board independence should also be strengthened,

Backgroitmd

The global financial crisis represents a massive faiure of oversight. Vigorous regulation alone
cannot address all of the abuses that paved the way to financial disaster. Shareowner“driven
market discipline Is also critical. Too many CEQs pursued excessively risky strategles or Investments
that bankrupted thelr companies or weakened them financially for vears to come. Boards were
often complacent, failing to challenge or rein in reckless senior executives who threw caution to the
wind. And too many boards approved executive compensation plans that rewarded excessive risk”

taking.

But shareowners currently have few ways to hold directors {eet to the fire, The primary role of
shareowners is to elect and remowve directors, but major roadblocks bar the way. Federal proxy
rules prahibit shareowners from placing the names of thelr own director candidates on proxy cards.
Shareowners who want to run their own candidates for board seats must mount costly full"blown
election contests. Another wrinkle in the proxy voting system s that relatively few ULS. companies
have adopted majority voting for directors. Most elect directors using the plurality standard, by
which shareowners may vote for, but not against, a nominee. If they oppose a particular nominee,
they may only withhald their votes. As a consequence, a nominee only needs one " lor” vote to be
elected and unseating a director is virtually impossible,

Poorly structured pay plans that rewarded short “term but unsustainable performance encouraged
CEDs to pursue risky strategies that hobbled one financial institution after anather and tarnished
the credibifity of U.S. financial markets. To remedy this situation, stronger gavernance checks on
runaway pay are needed.

Specific Recommendations

1. In uncontested elections, directors should be elected by a majority of votes cast. At many LS,
public companies, directors in uncontested elections are elected by a plurality of votes cast. An
uncontested election occurs when the number of director candidates equals the number of
available board seats. Plurallty voting in uncontested situations results in “ubber stamp” elections.
Majority voting in uncantested elections ensures that shareowners votes count and makes
directors more accountable to shareawners. Plurality voting for contested elections should be
allowed because imvestors have a more meaningful choice in these elections.
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2. Shareowners should have the right to place director nominees on the company § proxy, In the
United States, uniike most of Europe, the anly way that shareowniers can run thelr own candidates
I:hfmgfrglful-ﬂmlhcﬂunmmmpmlhalndmllﬂngmlkmpmwudim
shareowners. For most investors, that is enerous and prohibitively expensive. A measured right of
access would invigorate board elections and make boards more responsive to shareowners, more
thoughtful about whom they nominate to serve as directors and maore vigilant in their oversight of
companies, Federal securities laws should be amended to affirm the SEC s authority to promulgate
rules allowing shareawners to place their nominees for directors on the company 5 promy card.

1. Boards of directors should determine whether the chair and CEO roles should be separated or
whether some ather mathod, such as lead director, should be used to provide independent board
oversight or leadership when required. Boards of directors should be encouraged to séparate the
robes of chiir and CEO or explain why they have adopted another methed to assure independent
leadership of the board.

4, Exchanges should adopt listing standards that require compensation advisers to corporate
boards to be independent of management. Compensation consultants play a key role in the pay-
seiting process. But conflicts of interest may lead them to offer biased advice. Most firms that
provide compensation consuiting services to boards also provide other kinds of services to
management, such as benefits administration, human resources consulting and actuarial services.
These other services can be far more lucrative than advising compensation committess. Conflicts of
interest contribute to a ratcheting-up effect for executive pay. They should be minimized and
disclosed.

5, Companies should give shareowners an annual advisory vote on executive compensation.
Monbinding shareowner votes on pay would make board compensation committees more careful
about doling out rich rewards to underperfarming CEOs, and thus would avoid the embarrassment
of shareowner refection at the ballot box. So-called - say on pay” votes would open up dizlogue
between boards and shareowners about pay concerns.

&, Federal clawback provisions on unearned executive pay should be strengthened. Clawback
policies discourage executives from taking questionable actions that temporarily lift share prices
but ultimately result in financial restatements. Senior executives should be required to return
unearned bonus and incentive payments that were awarded as a result of fraudulent activity,
incorrecthy stated financial results or some other cause. The Sarbanes-Oxley Act of 2002 required
baards to go after unearned CEQ income, but the Act s language is toa narrow. It applies only in
cases where misconduct is proven—which occurs rarely because most cases result In settlements
where charges are nelther admitted nor denied—and only covers CEQ and CFO compensatian.
Many courts, moreover, have refused to allow this provision to be enforced via private rights of
action,
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11, SYSTEMIC RISK OVERSIGHT BOARD

The Investors Working Group believes there is an immediate need to monitor and respond to
risks to the entire financial system posed by large, complex, interconnected institutions,
practices and products and supports the creation of an independent Systemic Risk Oversight Board
to supplement, not supplant, the functions of existing federal financial regulators. The mission of
the board should include collecting and analyzing the risk exposure of bank and non-bank financial
Institutions, as well as those institutions practices and products that could threaten the stability of
the financial system and the broader LL.5. economy; reporting on those risks and any other systemic
vulnerabilities; and recommending steps regulators should take to reduce those risks.

The Systemic Risk Cversight Board would §ill an immediate void on systemic issues, and its future
would be shaped by the findings of the Financial Crisis Inquiry Commission.

Rackground

The current U.5. systern of financial regulation was not designed to monitor and respond to risks to
the entire financial system posed by the interconnectedness of complex institutions, practices and
products, To properly address the range of significant threats to the broader financial system, we
need better and more coordinated information about a wide range of exposures. Mechanisms to
identify and assess information on rapidly expanding markets and products also are critical.

Many factors contributed to the financial crisis, including excessive leverage, lax mortgage
underwriting standards and a weak understanding of the risk profiles of complex securitized
products. Just as devastating, however, was the absence of any oversight mechanism to track and
sound early warnings about the extent to which financial institutions had taken on excessive
leverage or held dangerously large concentrations of specific securities.

Individual exposures and the interconnections between nstitutions with significant expesures were
misunderstood or not recognized and, in many cases, hidden from view. AlG was widely recognized
a5 the king of credit-default swaps, But few appreciated that AIG s activities in the COS market
could not just produce catastrophic losses for the company; they imperiled dozens of 81G s
counterparties too. The failure to count and connect the dots applied to highly regulated entities as
well as those, such as hedge funds and private equity firms, which were lightly or not at all
supervised. Even now, regulators world-wide are still sorting out the number and interrelations of
many structured financial instruments,

One clear lesson of the financial crisis s the need for an ongoing effort to aggregate and analyze
relevant risk exposure information across firms, securities instruments and markets. This oversight
must keep up with financial innovation and be able to coordinate with regulators outside the
United States, And it must suggest corrective steps before particular risks grow big or concentrated
enough to threaten entire markets or economic sectors.

u |}
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By taking a panoramic view, a Systemic Risk Oversight Board would be quicker to recognize
emerging threats than would regulators that tend to focus more narrowly on the safety and
soundniess of individual institutions or on conduct that harms consumers and Investors. In
particular, the board would be able to identify practices designed to escape regulatory attention
and other efforts by firms or individuals to exploit the cracks between various agencies
jurisdictions,

Much of the discussion surrounding systemic risk oversight has focused on two alternative
approaches. One is to set up a strong systemic regulator in the more traditional sense: an agency
with statutory authority that permits it to analyze and take direct action to contain or defuse
emerging systemic risks before they wreak havoe, The other approach envisions a hybrid advisory
council that would be a research- and information-sharing body with formal regulatory powers to
address systemic imbalances, This-college of cardinals,” as Senator Mark Warner (D-VA) has
dubbed it, would have regulatory and enforcement authority and perhaps consist of the heads of
key financial regulators,

The IWG believes both of these approaches have major drawbacks, First, the Administration and
others in favor of a macro regulator with expansive, plenary authority over systemic risk regulation
envision the Federal Reserve playing that role. But that would vest far too much autharity in an
agency whose credibility has been damaged by its own part in the financial cataclysm, The Feds
easy credit policies, pursued with the aim of stimulating the economy, enabled financial firms to
lever up to sky-high levels and amass large concentrations of risky complex securitized products.
The potential for conflict between monetary policy, the Fed 5 primary responsibility, and systemic
oversight also argues against making the Fed the systemic risk regulator.

The Federal Reserve s existing duties are daunting encugh. Besides crafting monetary policy, the
Fed also supervises bank holding companies and the U.S. activities of foreign-owned banks and
manages the vast LS. payments system, Regulating systemic risk would heap too much
responsibifity on the Fed s already-full plate. Finally, the Federal Reserve s tendency to favor
secrecy over public disclosure could undermine transparency and crucial consumer and investor
protections,

The IWG also is concerned about systemic oversight via a coordinating council of existing financial
regulators. Such a council would add a layer of regulatory bureaucracy without closing the gaps
that regulators currently have in skills, experience and authority needed to track systemic risk
comprehensively,

The IWG befigves that a Systernic Risk Oversight Board would strike an appropriate balance
between the two models, We advocate immediate creation of an independent board vested with
broad powers to examine infarmation from both bank and non-bank financial institutions and their
regulators, The board would also have the authority to make recommendations to the appropriate
regulators about how to address potential systemic threats. Regulators would either have to
comply or justify an alternative course of action. In this way, existing regulators would still have the
primary role In addressing systemic risk but could not ignore the board s findings or advice.
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The long-term approach to systemic risk issues and the role of the Systemic Risk Oversight Board
should hinge on the resuits of the Financial Crisks Inquiry Commission, One option would be for the
Systemic Risk Oversight Board to evolve into a full-fliedged regulatos, if that |5 what policymakers
determing is best.

Specific Recommendations

1. Congress should create an independent governmental Systemic Risk Oversight Board. To
function efficiently, the beard should consist of a chair and no more than four other members. All
should be presidential appointees confirmed by the L.5. Senate. The board would be accountable

primarily to Congress,

2. The board s budget should ensure its independence from the firms it examines. Funding should
be adequate and sustainable to attract and retain highly competent board members and staff,
Appropriate funding options Include an industry assessment fee similar to that of the Public
Company Accounting Oversight Board (PCADS).

3, All board mambers should be full-time and independent of government agencies and financial
institutions. Members should possess broad finandial market knowledge and expertisa.
Collectivaly, the members should have backgrounds in investment practice, risk management and
modeling, market operations, financial engineering and structured products, investment analysis,
counterparty matters and forensic accounting.

4. The board should have a dedicated, highly skilled staff. Staffers should have a range of key skills
and experiences and work exclusively for the board. They should be experts wha understand the
components and complexities of systemic risk and how to fully examine critical Interconnections
betwaen firms and markets. To attract and retain top-notch individuals, staff and board member
salaries should be commensurate with those of the PCADB,

5. The board should have the authority to gather all information it deems relevant to systemic
risk. The IWG believes that federal regulators do not currently have the full scope and depth of
infarmatian they need to understand systemic risks in the LS. financial system, much lass the
behavior of those risks in the context of global markets. For the Systemic Risk Oversight Board to
have that capability, it should develop a timely way to identify a broad range of threats emanating
from institutions, markets, practices, financial instruments and emerging products. Therefore, the
board should have the legal autharity to gather all the financial information it deems necessary to
assess systemic vulnerabilities.

Defining such threats is not a static process. Systemic risks do not lurk only in systemically
significant institutions. Highly concentrated market segments or critical financial instruments can
threaten the health of the financial system, Risk may be baked into regulation in ways that are not
well understood. For example, the financial crisis has revealed the danger to the markets of rules
that make credit rating agencies gatekeepers for issuing debt without ensuring that they are
independent and accountable for the accuracy of their ratings.
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The beard would need to develop appropriate procedures for determining which entities to:
gxaming and what information to review. It would need a degree of flexibility so that its focis and
examinations could adjust to shifts in market conditions. The board and staff should be abie to use
their professional judgment to determine the scope of analysis for financial institutions, products or
practices. The board should also have the autharity to hire consultants and other experts as
needed.

6. The board should report to regulators any findings that require prompt action to relieve
systemic pressures and should make periodic reports to Congress and the public on the status of
systemic risks. If appropriate, the board would also report its findings to specific companies and
other institutions. The board should take steps to mitigate any severe market reactions or
disruptions that could occur as a result of its reparts. How the board reports its activities and
findings should take into consideration the confidential nature of much of the infarmation it will
gather and the patential for market mayhem If information ks not dealt with property,

The board should aiso provide comprehensive, periodic reports on the state of systemic risks to all
relevant regulators and Congress or committees designated by Congress as well as the public. As
#ppropriate, the board should consult with systemic risk overseers outside the United States. The
board should consult with regulators and Congress about the nature of any information it releases
publicly.

7. The board should strive to offer regulators unbiased, substantive recommendations on
appropriate action. As an Independent monitor, the board should identify firms and markets that
are at risk before significant damage is done. This might entail identifying exposures, modeling
patential solutions and communicating those recommendations fully and dlearly to regulators.
Regulators should determine whether and how to implement the board s recommendations,
Where appropriate, the board should coordinate its recommendations with those of overseas
systemic risk overseers.

8. Regulators should have latitude to implemeant the oversight board s recommendations on a
“comply or explain® basis, Regulators are generally better positioned to understand the
operational and practical implications of a proposed regulatory action, and a regulator may believe
that it would ba appropriate to refine or modify a recommendation of the board. For this reason,
the IWG does not believe that the Systemic Risk Oversight Board should have regulatory autharity
or other powers to force a regulator to implement a recommendation.

instead, the recommendations would shift the onus of systemic risk mitigation onto regulators, by
requiring them efther to 1) adopt and implement the recommendation(s) as suggested, 2) refine
and maodify the recommendations as they deem nacessary, or 3] reject them and take no further
action or follow another course. In the case of options 2 or 3 above, the regulator would provide
the board a detailed explanation of its response, This should include a discussion of any alternative
approach to address the systemic risk the board [dentified. The regulator should alsa address any
concerns or issues that could emerge if its alternative approach is not consistent with the
coordinated response of other regulators. If the board is not satisfied with the regulator s
response, it should communicate its concerns to the President and appropriate Congressional
authorities.
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About the CFA Institute Centre for Financial Market Integrity

The CFA Institute Centre for Financial Market Integrity develops timely, practical solutions to global
capital market issues, while advancing investors interests by promoting the highest standards of
ethics and profiessionalism within the investment community worldwide, 1t builds upon the 40-year
history of standards and advocacy work of CFA Institute, especially its Code of Ethics and Standards
of Professional Conduct for the investment profession, which were first established in the 1960s. In
2007, the CFA Institute Centre published Self Reguiation tn Today's Securites Markets: Outdated
System or Work in Progress?, a report that explored the fallure of the current system of seif-
regulation to keep pace with the dramatic evolution of the global economy.

About the Council of Institutional Investors

The Council of Institutional Investors is a nonprofit association of public, union and corporate
pension funds with combined assets exceeding 53 trillion, Member funds are major long-term
shareowners with a duty to protect the retirement assets of millions of American workers, The
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Introduction

Business Roundtable (www.businessroundtable.org) is an association of chief exec-
utive officers of leading U.S. companies with more than $5 trillion in annual reve-
nues and nearly 10 million employees. Member companies comprise nearly a third
of the total value of the U.S. stock markets and pay nearly half of all corporate in-
come taxes paid to the Federal Government. Annually, they return $133 billion in
dividends to shareholders and the economy. Business Roundtable companies give
more than $7 billion a year in combined charitable contributions, representing near-
ly 60 percent of total corporate giving. They are technology innovation leaders, with
$70 billion in annual research and development spending—more than a third of the
total private R&D spending in the United States.

We appreciate the opportunity to participate in this hearing on “Protecting Share-
holders and Restoring Public Confidence by Improving Corporate Governance.”
Business Roundtable has long been at the forefront of efforts to improve corporate
governance. We have been issuing “best practices” statements in this area for three
decades, including Principles of Corporate Governance (November 2005), The Nomi-
nating Process and Corporate Governance Committees: Principles and Commentary
(April 2004), Guidelines for Shareholder—Director Communications (May 2005), and
Executive Compensation: Principles and Commentary (January 2007) (attached as
Exhibits I through IV). More recently, Business Roundtable became a signatory to
Long-Term Value Creation: Guiding Principles for Corporations and Investors, also
known as The Aspen Principles, a set of principles drafted in response to concerns
about the corrosiveness that short-term pressures exert on companies. The signato-
ries to The Aspen Principles are a group of business organizations, institutional in-
vestors and labor unions, including the AFL-CIO, Council of Institutional Investors,
and TIAA-CREF, who are committed to encouraging and implementing best cor-
porate governance practices and long-term management and value-creation strate-
gies. In addition, Business Roundtable recently published its Principles for Respond-
ing to the Financial Markets Crisis (2009) (attached as Exhibit V), and many of our
suggestions have been reflected in the Administration’s proposal to reform the finan-
cial regulatory system.

At the outset, we must respectfully take issue with the premise that corporate
governance was a significant cause of the current financial crisis. ! It likely stemmed
from a variety of complex financial factors, including major failures of a regulatory
system, over-leveraged financial markets and a real estate bubble.2 But even ex-
perts disagree about the crisis’s origins.3 Notably, with the support of Business
Roundtable, Congress recently established the Financial Crisis Inquiry Commission
to investigate the causes of the crisis. 4

Because the recently established Financial Crisis Inquiry Commission is just
starting its work, any attempt to make policy in response to those purported causes
would seem premature. In fact, a legitimate concern is that many of the proposals
currently being suggested could even exacerbate factors that may have contributed
to the crisis. For example, commentators have asserted that the emphasis of certain
institutional investors on short-term gains at the expense of long-term, sustainable
growth played a role in the crisis.5 Some of the current corporate governance pro-
posals, including a universal “say-on-pay” right and the Securities and Exchange
Commission’s recent proposal for a mandatory process access regime, may actually
exacerbate the emphasis on short-term gains. One large institutional investor, the
New Jersey State Investment Council, recently expressed this concern, stating that,
“we do not want a regime where the primary effect is to empower corporate raiders

1See Lawrence Mitchell, “Protect Industry From Predatory Speculators”, Financial Times,
July 8, 2009. Professor Mitchell, a George Washington University law professor, argues that it
is “hyperbolic” to suggest that inattentive boards had anything significant to do with the current
recession.

2See Robert G. Wilmers, “Where the Crisis Came From”, The Washington Post, July 27, 2009.

3Ben S. Bernanke, “Four Questions About the Financial Crisis” (Apr. 14, 2009), available at
http:| |www.federalreserve.gov | newsevents | speech | bernanke20090414a.htm.

4Stephen Labton, “A Panel Is Named To Examine Causes of the Economic Crisis”, N.Y.
Times, July 16, 2009, at B3.

5See Lawrence Mitchell, “Protect Industry From Predatory Speculators”, Financial Times,
July 8, 2009.
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with a short-term focus.”® Thus, we must be cautious that in our zeal to address
the financial crisis, we do not jeopardize companies’ ability to create the jobs, prod-
ucts, services and benefits that improve the economic well-being of all Americans.

Moreover, the problems giving rise to the financial crisis occurred at a specific
group of companies in the financial services industry. Having the Federal Govern-
ment impose a universal one-size-fits-all corporate governance regime on all public
companies based on the experience at a small subset of companies could undermine
the stability of boards of directors and place corporations under even greater pres-
sure for short-term performance.

We also cannot ignore the sweeping transformation in corporate governance prac-
tices in the past 6 years, many of which have been adopted voluntarily by corpora-
tions, sometimes in response to shareholder requests. Similarly, State corporate law
has been the bedrock upon which the modern business corporation has been created
and it remains the appropriate and most effective source for law as it applies to cor-
porate governance. It has been responsive to developments in corporate governance,
most recently to majority voting for directors, proxy access, and proxy contest reim-
bursement. Further, the SEC plays an active role in seeing that shareholders re-
ceive the information they need to make informed voting decisions, and, in this re-
gard, recently has issued a number of proposals designed to provide shareholders
with additional corporate governance information.

Recent Developments in Corporate Governance

The past few years have seen a sea change in corporate governance through a
combination of legislation, rule making by the SEC and the securities markets and
voluntary action by companies. As long-time advocates for improved corporate gov-
ernance, Business Roundtable has supported and helped effect many of these
changes while simultaneously working to ensure that they provide necessary oper-
ational flexibility and avoid unintended negative consequences.

Board Independence

In the past several years, public companies have taken a number of steps to en-
hance board independence. First, there has been a significant increase in the num-
ber of independent directors serving on boards. A 2008 Business Roundtable Survey
of member companies (attached as Exhibit VI) indicated that at least 90 percent of
our member companies’ boards are at least 80 percent independent. According to the
RiskMetrics Group 2009 Board Practices, average board independence at S&P 1,500
companies increased from 69 percent in 2003 to 78 percent in 2008. According to
the same study, in 2008, 85 percent of S&P 1,500 companies, and 91 percent of S&P
500 companies, had boards that were at least two-thirds independent.

Second, directors increasingly meet in regular “executive sessions” outside the
presence of management and 75 percent of our member companies hold executive
sessions at every meeting, compared to 55 percent in 2003. Moreover, the NYSE list-
ing standards require a nonmanagement director to preside over these executive
sessions and require companies to disclose in their proxy materials how interested
parties may communicate directly with the presiding director or the nonmanage-
ment directors as a group.

Third, there has been a steady increase in the number of companies that have
appointed a separate chairman of the board. According to the RiskMetrics Group
2009 Board Practices survey, from 2003 to 2008, the number of S&P 1,500 compa-
nies with separate chairmen of the board increased from 30 percent to 46 percent.
Moreover, many companies without an independent chair have appointed a lead or
presiding director in order to provide for independent board leadership. A 2007
Business Roundtable survey of member companies indicated that 91 percent of com-
panies have an independent chairman or an independent lead or presiding director,
up from 55 percent in 2003. According to the 2008 Spencer Stuart Board Index, by
mid-2008, 95 percent of S&P 500 companies had a lead or presiding director, up
from 36 percent in 2003. Lead directors’ duties are often similar to those of an inde-
pendent chairman and include: presiding at all meetings of the board at which the
chairman is not present, including executive sessions of the independent directors;
serving as liaison between the chairman and independent directors; approving infor-
mation sent to the board; approving meeting agendas for the board; approving meet-
ing schedules to assure that there is sufficient time for discussion of all agenda
items; having authority to call meetings of the independent directors; being avail-
able for consultation and direct communication with major shareholders; and serv-
ing as interim leadership in the event of an emergency succession situation. Many

6 Letter from Orin S. Kramer, Chair, New Jersey State Investment Council to Mary Schapiro,
Chairman, Securities and Exchange Commission re: comments on File S7-10-09 (July 9, 2009).
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companies provide information about their board leadership structures in their cor-
porate governance guidelines, their proxy statements or both, and the SEC recently
has proposed to require disclosure about a company’s leadership structure and why
that structure is appropriate for the company.

Finally, various organizations are focusing on voluntary steps that companies can
take to enhance independent board leadership. In the spring of 2009, the National
Association of Corporate Directors, with the support of Business Roundtable, issued
a set of Key Agreed Principles To Strengthen Corporate Governance for U.S. Pub-
licly Traded Companies. One “key agreed principle” states that boards should have
independent leadership, either through an independent chairman or a lead/presiding
director, as determined by the independent directors. The principles further rec-
ommend that boards evaluate their independent leadership annually. In March
2009, the Chairman’s Forum, an organization of nonexecutive chairmen of U.S. and
Canadian public companies, 1ssued a policy briefing calling on companies to appoint
an independent chairman upon the succession of any combined chairman/CEO. The
policy briefing recognizes, however, that particular circumstances may warrant a
different leadership structure and recommends, in these instances, that companies
explain to shareholders why combining the positions of chairman and CEO rep-
resents a superior approach.

Majority Voting and Annual Elections

Companies also have taken steps to enhance accountability through the adoption
of majority voting standards for the election of directors and the establishment of
annual elections for directors. Historically, most U.S. public companies have used
a plurality voting standard in director elections. Under plurality voting, the director
nominees for available board seats who receive the highest number of “For” votes
are elected. In a typical annual election, the number of nominees equals the number
of available Board seats, so if at least one share is voted “For” the election or reelec-
tion of a nominee, the nominee will gain or retain a seat on the Board. Accordingly,
director nominees in uncontested elections are assured election. Under a majority
voting regime, a candidate must receive a majority of votes cast in order to retain
his or her board seat. Majority voting thus increases shareholder influence and en-
courages greater board accountability.

In 2004, several labor unions and other shareholder groups began to broadly advo-
cate that companies adopt a majority vote standard in uncontested director elec-
tions, in order to demonstrate directors’ accountability to shareholders. Companies
and shareholders alike recognized the merits of a majority voting standard and this
corporate governance enhancement was quickly adopted by many companies. Ac-
cording to our 2008 Survey of Corporate Governance Trends, 75 percent of our mem-
ber companies have adopted some form of majority voting for directors. According
to the leading study on majority voting, as of October 2008, more than 70 percent
of S&P 500 companies had adopted some form of majority voting, as compared with
only 16 percent in 2006,7 and mid- and small-cap companies increasingly are adopt-
ing majority voting as well. 8

A growing number of companies have moved to annual director elections too. Ac-
cording to the RiskMetrics Group 2009 Board Practices survey, 64 percent of S&P
500 companies held annual director elections in 2008 as compared to only 44 per-
cent in 2004. Likewise, 50 percent of S&P 1,500 companies held annual director
elections in 2008, and the number of S&P 1,500 companies with classified boards
had decreased to 50 percent in 2008 from 61 percent in 2004. The decrease in the
prevalence of classified boards is reflected across mid- and small-cap companies as
well. ® However, as discussed below, there are reasons why some companies believe
it is in the best interests of their shareholders to retain their classified boards.

One Size Does Not Fit All

While Business Roundtable consistently has worked toward enhancing corporate
governance practices, we strongly believe that with respect to many of these prac-
tices a “one-size-fits-all” approach simply will not work. Companies vary tremen-
dously in their size, shareholder base, centralization and other factors that can
change over time. Attempting to shoehorn all companies, whether it is a Fortune
50 company or a small company with a single significant shareholder, into the same

7Melissa Klein Aguilar, “Shareholder Voice Getting Louder, Stronger”, Compliance Week (Oct.
21, 2008) available at http:/ /www.complianceweek.com /article /5113 | shareholder-voices-getting-
louder-stronger (quoting Claudia Allen, author of Study of Majority Voting in Director Elections).

8 See Claudia H. Allen, Study of Majority Voting in Director Elections (Feb. 5, 2007) available
at htip:/ /www.ngelaw.com/files | upload | majoritystudy111207.pdf.

9 See RiskMetrics Group, Board Practices: The Structure of Boards of Directors at S&P 1,500
Companies (2008).
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corporate governance regime deprives companies and their shareholders of choices
about the practices that will enable them to operate their businesses in a way that
most effectively creates the jobs, products, services, and benefits that improve the
economic well-being of all Americans. In this regard, corporate governance initia-
tives intended to improve corporate functioning and protect shareholders can actu-
ally end up harming companies and the interests of the shareholders they were
meant to protect. This realization has been echoed by others including the New Jer-
sey Investment Council, which oversees the New Jersey $63 billion public pension
system. The Council recently stated in a letter to SEC Chairman Mary Schapiro
that it is “troubled by the proliferation of rigid prescriptive responses. which are
costly, time-consuming, unresponsive to the individual fact settings surrounding
specific companies and industries, and which may correlate only randomly with the
creation of shareholder value.” 10

For instance, despite the increasing trend of annual director elections, some com-
panies have concluded that it is in the best interest of their shareholders to retain
a classified board. In this regard, some economic studies have found that a classified
board can enhance a board’s ability to negotiate the best results for shareholders
in a potential takeover situation by giving the incumbent directors additional oppor-
tunity to evaluate the adequacy and fairness of any takeover proposal, negotiate on
behalf of all shareholders and weigh alternative methods of maximizing shareholder
value. 1! In addition, classified boards can have other advantages, including greater
continuity, institutional memory and stability, thereby permitting directors to take
a longer-term view with respect to corporate strategy and shareholder value. Some
recent proposed legislation, however, would deprive boards of directors and share-
holders of this choice. 12

Likewise, Business Roundtable believes that it is critical for boards of directors
to have independent board leadership, but a single method of providing that leader-
ship is not appropriate for all companies at all times. While some companies have
separated the position of chairman of the board and chief executive officer, others
have voluntarily established lead independent or presiding directors. This illustrates
the need for, and advantages of, an individualized approach and demonstrates that
a universally mandated approach is neither necessary nor desirable. 13 It would, in
fact, deprive boards of directors, and indeed shareholders, of the flexibility to estab-
lish the leadership structure that they believe will best equip their companies to
govern themselves most effectively for long-term growth and value creation.

State Law Is the Bedrock for Effective Corporate Governance

Historically, for more than 200 years, State corporations statutes have been the
primary source of corporate law and have enabled thoughtful and effective corporate
governance policies and practices to be developed. In large part, this stems from the
flexibility and responsiveness of State corporate law in responding to evolving cir-
cumstances. In this regard, State corporate law is described as “enabling” because
it generally gives corporations flexibility to structure their governance operations in
a manner appropriate to the conduct of their business. It also preserves a role for
private ordering and shareholder choice by permitting shareholder proposed bylaws
to address corporate governance issues.

Where a corporation and its shareholders determine that a particular governance
structure—such as a majority voting regime—is appropriate, enabling statutes per-
mit, but do not mandate, its adoption. And when changes in State corporate law
are determined to be necessary, such as to facilitate changes to a majority voting
standard, States responded by amending their statutes. For example, Delaware
amended its corporate law to provide that, if shareholders approve a bylaw amend-
ment providing for a majority vote standard in the election of directors, a company’s
board of directors may not amend or repeal the shareholder-approved bylaw. 14
Other States have also amended their corporations statutes to address majority vot-

10Letter from Orin S. Kramer, Chair, New Jersey State Investment Council to Mary
Schapiro, Chairman, Securities and Exchange Commission re: comments on File S7-10-09 (July
9, 2009).

11 See,, e.g., M Sman Goktan, et al., “Corporate Governance and Takeover Gains” (Working
Paper 08) available at http: | [www.fma.org [ Texas | Papers |
corpgovitakeovergams  fma2008.pdf; Lucian A. Bebchuk, et al., “The Powerful Antitakeover
Force of Staggered Boards: Theory”, Evidence and Policy, 54 Stanford L. Rev. 887-951 (2002).

12 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. 83 (2009).

13 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. 85 (2009) and Shareholder
Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009).

14 Delaware General Corporations Law 8216 (2009).
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ing as well, including California, Nevada, North Dakota, Ohio, Utah, and others. 15
In addition, the American Bar Association approved amendments to the Model Busi-
ness Corporation Act, which 30 States have adopted, permitting a company’s board
or shareholders to adopt majority voting in director elections through bylaw amend-
ments rather than through a more cumbersome process. 16

Most recently, in April of this year, Delaware amended its corporate law to clarify
the ability of companies and their shareholders to adopt proxy access bylaws, as
well as bylaws providing for the reimbursement of expenses incurred by a share-
holder in connection with the solicitation of proxies for the election of directors. 17
New Section 112 of the Delaware General Corporation Law permits a company to
amend its bylaws to provide that shareholders may include in the company’s proxy
materials shareholder nominees for director positions. The bylaws may condition the
obligation to include shareholder nominees on the satisfaction of eligibility require-
ments and/or compliance with procedures set forth in the bylaws. New Section 113
permits shareholders to adopt bylaws that require the company to reimburse ex-
penses incurred by a shareholder in connection with the solicitation of proxies for
the election of directors. The American Bar Association is considering similar
amendments to the Model Business Corporation Act.1® Like the majority voting en-
abling legislation described above, these reforms will allow companies and their
shareholders to determine whether the costs of proxy access and proxy reimburse-
ment outweigh the benefits for a particular company.

In contrast to the enabling approach of State corporate law, some recently pro-
posed Federal legislation in response to the financial crisis, the Shareholder Bill of
Rights Act of 2009 19 and the Shareholder Empowerment Act of 2009, 20 would man-
date specific board structures. Such Federal Government intrusion into corporate
governance matters would be largely unprecedented as the Federal Government’s
role in corporate governance traditionally has been limited. The Sarbanes-Oxley Act
of 2002 did not change the role of the States as the primary source of corporate law;
rather, it was a rare instance of Federal action in the area of corporate governance.

Shareholders Have Effective Means of Influencing Corporate Governance

Under the existing corporate governance framework, shareholders have the ability
to make their views known to the companies in which they invest through a variety
of methods. First, many companies provide means for shareholders to communicate
with the board about various matters, including recommendations for director can-
didates and the director election process in general. In this regard, in 2003 the SEC
adopted rules requiring enhanced disclosure about companies’ procedures for share-
holder communication with the board and for shareholders’ recommendations of di-
rector candidates. 2! In addition, companies listed on the New York Stock Exchange
must have publicized mechanisms for interested parties, including shareholders, to
make their concerns known to the company’s nonmanagement directors.22 The
SEC’s 2008 rules regarding electronic shareholder forums also provided additional
mechanisms for communications between the board and shareholders.23 According
to a 2008 survey, board members or members of management of nearly 45 percent
of surveyed S&P 500 companies reached out to shareholders proactively. 24

Second, shareholders can submit proposals to be included in company proxy mate-
rials. These proposals have been an avenue for shareholders to express their views
with respect to various corporate governance matters. For example, the CEO of
Bank of America stepped down as chairman of the board this year after a majority
of shareholders approved a binding bylaw amendment requiring an independent

15See California Corporations Code 8§708.5 (2009); Nevada General Corporation Law 8330
(2009); North Dakota Century Code 8§10-35-09 (2009); Ohio General Corporation Law §1701.55
(2009); and Utah Revised Business Corporation Act §728 (2009).

16 Model Business Corporation Act §10.22 (2006).

17Delaware General Corporation Law 88112 and 113.

18 See Press Release, American Bar Association Section of Business Law, “Corporate Laws
Committee to Address Current Corporate Governance Issues” (Apr. 29, 2009).

19 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. 85 (2009).

20 See Shareholder Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009).

21 Disclosure Regarding Nominating Committee Functions and Communications Between Se-
curity Holders and Boards of Directors, Release No. 33-8340, 68 Fed. Reg. 69,204 (Dec. 11,
2003).

22NYSE Listed Company Manual §303A.03.

23 Electronic Shareholder Forums, Release No. 34-57172, 73 Fed. Reg. 4450 (Jan. 25, 2008).
See also Jaclyn Jaeger, “The Rise of Online Shareholder Activism”, Compliance Week (Mar. 11,
2008), available at http:/ /www.complianceweek.com | article | 4007 | the-rise-of-online-shareholder-
activism (providing examples of successful online shareholder activism).

24 Spencer Stuart Board Index at 28 (2008), available at http://content.spencerstuart.com /
sswebsite [ pdf/lib /| SSBI-2006.pdf.
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chair for the company’s board.2% In addition, predatory shareholder proposals can
engender dialogue between companies and shareholder proponents about corporate
governance issues. 26 In this regard, an advisory vote on compensation has been im-
plemented at several companies that received shareholder proposals on this topic. 27
Moreover, as advocates of such votes have suggested that it is a way to enhance
communication between shareholders and their companies about executive com-
pensation, many companies have responded by employing other methods to accom-
plish this goal. These include holding meetings with their large shareholders to dis-
cuss governance issues, as well as using surveys, blogs, webcasts and other forms
of electronic communication for the same purpose. 28

Third, the proliferation of “vote no” campaigns in recent years has provided share-
holders with another method of making their views known and effecting change in
board composition. In these low-cost, organized campaigns, shareholder activists en-
courage other shareholders to withhold votes from or vote against certain directors.
Although “vote no” campaigns do not have a legally binding effect where the tar-
geted company uses a plurality voting regime in an uncontested election, evidence
indicates that such campaigns are nonetheless successful in producing corporate
governance reform.29 For example, following a 2008 “vote no” campaign at Wash-
ington Mutual in which several shareholder groups called for shareholders to with-
hold votes from certain directors, the finance committee chairman stepped down
upon receiving 49.9 percent withheld votes.39 In addition, a recent study of “vote
no” campaigns found that targeted companies experienced improved post-campaign
operating performance and increased rates of forced CEO turnover, suggesting that
“vote no” campaigns are effective. 3! At companies that have adopted majority voting
in director elections, “vote no” campaigns are likely to have an even greater impact.

Fourth, the existing framework allows shareholders to make their views known
through nominating their own director candidates and engaging in election contests.
In fact, they have done so recently at companies including Yahoo! Inc. and Target
Corporation. “Short slate” proxy contests in which dissidents seek board representa-
tion but not full board control, have been very successful in recent years. According
to a recent study conducted by the Investor Responsibility Research Center Insti-
tute, during a 4-year period, short slate proxy contest dissidents were able to gain
representation at approximately 75 percent of the companies they targeted.32 Sig-
nificantly, in the majority of these cases, dissidents found it unnecessary to pursue
the contest to a shareholder vote; instead, they gained board seats through settle-
ment agreements with the target companies. 33 Clearly the threat of proxy contests,
to say nothing of the contests themselves, is an effective mechanism for shareholder
nomination of directors. Moreover, the SEC adopted “e-proxy” rules in 2007 that
permit companies and others soliciting proxies from shareholders to deliver proxy
materials electronically, which has streamlined the proxy solicitation process and

25 Dan Fitzpatrick and Marshall Eckblad, “Lewis Ousted as BofA Chairman”, Wall St. J., Apr.
30, 2009, at A1.

26 Edward Iwata, “Boardrooms Open Up to Investors’ Input”, USA Today, Sept. 7, 2009, avail-
able at hAttp:/ /www.usatoday.com | money /companies/ management /2007-09-06- shareholders-
fight N.htm.

27Thus far, in 2009, shareholders have submitted shareholder proposals to over 100 indi-
vidual compames requestlng an advisory vote on executive compensation. In response to pre-
vious years’ shareholder proposals, many companies are providing shareholders with such a
vote, including Aflac Incorporated, H&R Block, Inc., Jackson Hewitt Tax Service, Inc., Littlefield
Corporation, RiskMetrics Group, Inc. and Zale Corporation. At least 25 other companies includ-
ing Intel Corporation, Motorola, Inc. and Verizon Communications, Inc. have agreed to hold an
annual advisory vote voluntarily or in response to their shareholders’ concerns.

28 A 2007 Business Roundtable survey of member companies indicated that in 2007, board
members of 28 percent of companies met with shareholders. Another survey indicates that in
2008, board members or members of management of nearly 45 percent of S&P 500 companies
reached out to shareholders proactively. Other companies have established e-mail links on their
Web site for investors to provide feedback to the compensation committee. And in April 2009,
Schering-Plough Corp. submitted a survey to its shareholders to obtain their views on a variety
of compensation issues.

29 See Joseph A. Grundfest, “‘Just Vote No A Minimalist Strategy for Dealing With Barbar-
ians Inside the Gates”, 45 Stan. L. Rev. 857 (1993).

30 RiskMetrics Group 2008 Post-Season Report, at 10 (October 2008).

31Diane Del Guercio, et al., “Do Boards Pay Attention When Institutional Investor Activists
‘Just Vote No’?”, Journal of Financial Economics, Oct. 2008.

32Chris Cernich, et al., “Investor Responsibility Research Center Institute, Effectiveness of
Hybrid Boards”, at 4 (May 2009), available at hitp://www.irrcinstitute.org/pdf/
IRRC 05 09 EffectiveHybridBoards.pdf.

331d. at 4, 13 (noting that 76 percent of dissidents gaining representation were able to do
so through settlement).
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greatly reduced the costs of printing and mailing proxy materials. 34 All of this has
made it easier and less costly for shareholders to nominate directors themselves.

Finally, increasing numbers of companies have been amending their governing
documents to allow shareholders to call special meetings of shareholders or, for com-
panies that already allow shareholders to call meetings, to lower the thresholds re-
quired to call those meetings. Currently 45 percent of S&P 500 and 46 percent of
S&P 1,500 companies 35 permit their shareholders to call special meetings, the ma-
jority of which require either 25 percent or a majority of the outstanding shares to
call a special meeting. Beginning in 2007, shareholder proponents began submitting
a large number of shareholder proposals requesting that 10 percent—20 percent of
outstanding shares be able to call special meetings. The number of such proposals
has in?(’:geased dramatically since 2007 and these proposals have been receiving high
votes.

Clearly, there currently are numerous and potent methods that shareholders can
use to see that their voices are heard and their views made known to the companies
in which they invest. Accordingly, proposals to increase shareholder rights must be
considered in the context of existing shareholder leverage and the manner in which
shareholders vote their shares. In this regard, the extensive reliance of many insti-
tutional investors on the recommendations of the proxy advisory services must be
considered. Unfortunately, these services often do not engage in company-by-com-
pany analysis when making their recommendations, applying a one-size-fits-all ap-
proach to important corporate governance decisions at individual companies.

The SEC Is Addressing Corporate Governance Matters

While, as noted above, State corporate law is central to corporate governance, the
SEC plays a role in assuring that shareholders receive the information they need
to make informed voting decisions, including about corporate governance matters.
In this regard, earlier this month, the SEC proposed several rule changes intended
to provide shareholders with additional disclosure concerning individual director ex-
perience and qualifications, board leadership structure and oversight of risk man-
agement, compensation practices and potential conflicts of interest with compensa-
tion consultants and compensation matters.

The proposed amendment relating to individual directors would require companies
to provide disclosure about (1) the experience, qualifications, attributes and skills
of directors and director nominees that qualify them to serve as a director and as
a member of each committee on which they serve, (2) all public company director-
ships held by directors and director nominees during the past 5 years, as opposed
to just current directorships (as required under the current rules), and (3) the in-
volvement of directors, director nominees and executive officers in legal proceedings
during the prior 10 years.

With regard to board leadership, the proposal would require disclosure about a
company’s board leadership structure and why the structure is appropriate for the
company. The proposed disclosure would need to include a discussion of whether the
company separates or combines the roles of the chairman and chief executive officer,
whether the company has a lead independent director, and the board’s role in the
company’s risk-management process and the effects, if any, that this role has on the
company’s board leadership structure.

Finally, the proposal relating to compensation consultant disclosures would re-
quire enhanced disclosure of potential conflicts of interest involving compensation
consultants that provide advice to the board or compensation committee regarding
executive or director compensation and also provide other services to the company.
Specifically, this disclosure would need to include a discussion of (1) any other serv-
ices that the compensation consultant or its affiliates provide to the company and
the fees paid for such services, (2) the aggregate fees paid for advising on executive
and director compensation, (3) whether the consultant was engaged for these other
services by or on the recommendation of management, and (4) whether the board
or compensation committee approved these other services.

We believe that this disclosure approach to matters relating to board leadership
and risk oversight is far superior to the one-size-fits-all approach in proposed legis-
lation that would mandate the separation of the chairman and CEO position and

34Internet Availability of Proxy Materials, Exchange Act Release No. 34-55146, 17 Fed. Reg.
240, 249 and 274 (March 30, 2007).

35 Data provided by SharkRepellent net (S&P 500) and RiskMetrics Group, Inc. (S&P 1,500)
as of June 2009.

36 Based on data from RiskMetrics Group, Inc. as of July, in 2009, shareholders have sub-
mitted special meeting shareholder proposals to 74 individual companies. The average support
for these votes has been 52.3 percent, and 26 companies have received majority votes in support
of the proposal.
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require all public companies—no matter what size of industry—to establish a risk
committee of the board. 37 Companies and their shareholders should have the choice
to determine the structures that will best enable them to grow and prosper.

In addition to the corporate governance disclosure enhancements described above,
the SEC also approved an amendment to NYSE Rule 452, which will prohibit bro-
kers from voting uninstructed shares in director elections. 38 This rule amendment,
which will be effective for annual meetings after January 1, 2010, is likely to have
a considerable impact on the director election process, particularly for companies
that have adopted a majority voting standard.

Another significant recent SEC action is the proposal to amend the proxy rules
to permit shareholders to nominate directors in a company’s proxy materials. If
adopted, the proposed rules would establish a Federal proxy access right and permit
proxy access shareholder proposals. The Federal process right would permit a share-
holder or group of shareholders to nominate one or more directors and have those
nominees included in a company’s proxy materials contingent on the shareholder or
group beneficially owning a certain percentage of the company’s voting shares
(which varies depending on a company’s size) for at least 1 year prior to submitting
the nomination. Shareholders meeting the proposal’s requirements would be allowed
to have their proposed nominees (up to 25 percent of the board) included in the com-
pany’s proxy statement, on a first-come first-served basis.

In contrast to our support for the SEC’s disclosure proposals, we believe that the
proposed Federal proxy access right could result in serious, harmful consequences,
as well as being beyond the SEC’s authority to adopt. First, widespread shareholder
access to company proxy materials will promote a short-term focus and encourage
the election of “special interest” directors who will disrupt boardroom dynamics and
jeopardize long-term shareholder value. Second, the proposed rules will enhance the
influence of proxy advisory firms and institutional investors, which may use the
rules as leverage for advancing special interest causes and promoting policies to en-
courage short-term gains in stock price. Third, the increased likelihood of divisive
and time-consuming annual election contests could deter qualified directors from
serving on corporate boards. Fourth, shareholder-nominated directors could impede
a company’s ability to satisfy board composition requirements. Finally, serious ques-
tions have been raised about the ability of the current proxy voting system to han-
dle the increasing number of proxy contests that would result from the implementa-
tion of the proxy access proposal. While the Commission’s proposing release touches
upon some of these issues, it fails to seriously address them. We currently are pre-
paring a comment letter to the SEC on these proposals which will expand upon our
concerns.

Conclusion

Business Roundtable is committed to enhanced corporate governance practices
that enable U.S. companies to compete globally, create jobs and generate long-term
economic growth. We are concerned, however, that in a rush to respond to the finan-
cial crisis, Congress, and the SEC, are considering hastily prepared and universally
applicable legislation and regulation that will exacerbate some of the factors that
led to the crisis. In particular, an advisory vote on compensation and proxy access
could well increase the pressure on short-term performance to the detriment of long-
term value creation. The flexible approaches of State corporate law, SEC disclosure
and shareholder and company choice that have produced the engine of economic
growth that is the American corporation should not be ignored.
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Exhibit V—Principles for Responding to the Financial Markets Crisis (2009)

Exhibit VI—2008 Business Roundtable Survey

37See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. 85 (2009) and Shareholder
Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009).

38 Note that this amendment moots part of section 2 of the Shareholder Empowerment Act
of 2009. See Shareholder Empowerment Act of 2009 H.R. 2861, 111th Cong. 82 (2009) which
would require that a broker not be allowed to vote securities on an uncontested election to the
board of directors of an issuer to the extent that the beneficial owner of those securities has
not provided specific instructions to the broker.
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Foreword and Introduction

Business Roundtable is recognized a5 an authoritative voice on matters affecting

Ametican business corporations and, & such, has 2 leen interest in corporate gov-
emance. Business Aoundtable & an association of chief executive officers of leading
carporations with a combined warkforce of more than 10 million employees and $4
trilion in annual revenues. The chief executives are committed 1o advocating public
palicies that foster vigarous economic growth, 3 dynamic global econonmy, and the
well-trained and productive U5, workfome essential for future competitivensss,

Since May 2002, when Business Roundtable issued its Principles of Corporate
Govemance, US. public corporations have witnessed fundamental and aceelerated
changes in the area of corporate govemance, beginning with the passage of the
Sarbanes-Ondey Act of 2002 and continuing with the adoption of strengthened
listing standards by the securities markets. We note that many of the best practices
recommended in the principles are now embedded in the Sarbanes-Ondey Act and
in securities market listing standards.

Following the publication of Principles of Corporoie Govemance (May 2002),
(Movember 2003), The Nominating Process and Corporate Govemance Committees:
Principles and Commentory (Apeil 2004), and Guidelines for Shanehalder-Director
Communications (May 2005). Other publications from Business Roundtable that
have addressed cosporate governance inchude Stotement on Corporote Govemnance
(September 1997), Executive Campensation,/Share Ownership (March 1997),
Covparate Governance and American Competitiveness (Manch 1990, Stotement on
Covporate Responsibility (October 1981), and The Rode ond Composition of the
Board of Directors of the Large Publicly Owned Corporation (January 1578)

Business Roundtable continues to believe, 25 we nated in Principles of Corporate
Covernance (2002), that the United States has the best corporate govemance,
financial reporting and securities markets systems in the word. These systems wark
because of the adoption of best practices by public companies within a framewark
of laws and regulations.

Principles of Corparate Governance — 2005
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Given the fundamental nature of the changes that have occurmed during the past
several years in the framework of laws and requlations related to corporate gover-
nianice, a5 well as in best practices, Business Roundtable believes it is appropriate,
onde again, to restate our guiding principles of cosporate govemance, Although
apphicable legal requirements and securities market listing standards establich min-
imum requirements, these principles, we belisve, should help quide the ongaing
advancement of corporate govemance practices and, thus, advance the ability of
pubdic corparations to compete, create jobs and generate economic growth,

Business Roundtable supports the following guiding principfes:

First, the paramount duty of the board of directors of 2 public corperation & 1o
selert a chief exacutive officer and ta oversee the CED and senior management in

the competent and ethical operation of the corporation on a day-to-day basis.

Second, it is the respansibifity of management to operate the corporation in an
effective and ethical manner to produce value for chareholders. Senior manage-
ment is expected to know how the comoration eams its income and what risks
the corporation ks undertaking in the course of carmying out its business. The CEQ
and board of directors should set a “tone & the top” that establishes a culbure of
legal compliance and integrity. Management and directors should never put per-
sonal intevests shead of or in conflict with the interests of the corporation,

Third, it is the responsibiity of management, under the oversight of the audit
committee and the board, to produce financial statements that fairly present the
financial condition and results of operations of the corparation 2nd to make the
timely disclosures investors need to assess the financial and business soundness
and risks of the corporation.

Fourth, i is the responsibility of the board, thraugh its audit committee, to
engage an independent accounting firm to audit the financial statements pre-
pared by management, issue an opinion that thase statements are faity stated in
accordance with Generally Accepted Accounting Principles and oversee the corpo-
ration's relationship with the outside auditor.

Business Roundtabie
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Fifih, it is the responsibility of the board, through its corperate govemance
committee, to play a leadership role in shaping the corporate gavesnance of the
corporation, The corporate governance committee also should select and recom-
miend to the board qualified director candidates for election by the coporation’s
shareholders,

Sixth, it is the responsibility of the board, through its compensation committes,
to adopt and oversee the implementation of compensation policies, estabfish
goats for performance-based compensation, and detemine the compensation of
the CEO and senior management,

Seventh, it fs the responsibility of the board to respond appropriately to share-
holders’ concems.

Eightth, it is the responsibility of the corporation to deal with its employess,
customers, suppliers and other constituencies in a fair and equitable manner,

These responsibilities and others are critical to the functining of the modem
public coporation and the integrizy of the public markets. No law or requlation
alone can be 2 substitute for the voluntary adherence to these principles by cor-
porate directors and management.

Business Roundtable continues ta beisve tht corporate gavemance should be
enhanced through conscentious and forward-loaking action by a business com-
manity that focuses on generating long-ter shareholder value with the highest
degree of integrity,

The prindiples discussed here are intended to assist corporate management and
boards of directors in their individual efforts to implement best practices of cor-
porate govemance, as well 25 to senve a5 quideposts for the public dialogue on
evohing govemance standards.

Principles of Corporate Governance — 2005
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|. Key Corporate Actors

Effertive corporate governance requires a dhear understanding of the respective
rales of the board and senior management and of their relationships with otfiers
in the corporate structure. The relationships of the board and management with
sharehalders should be characterized by candor; their relationships with employess
should be cheracterized by faimess; their relationships with the commaunities in
which they operate should be charactesized by good citizenship; and their relation-
ships with government should be characterized by a commitmant to compliance.

The board of directors has the important role of oversesing management par-
formance on behalf of sharehclders. Its primary duties 2se to select and overses
a well-gualified and ethical chief exacutive officer who, with senior management,
runs the cosporation on a daily basis and to monitor management's performance
and adherence to corporate and ethical standards. Effective comorate directors
are diligent monitors, but not managers, of business cperations.

Senior management, led by the CEQ, is responsible for running the day-to-day
operations of the corporation and property informing the board of the status of
these operations. Management’s responsibilities inclede strategic planning, risk
management and financial reparting,

Sharehalders are nat invohved in the day-to-day management of corporate opera-
tiors but have the rght to elect representatives (directors) to book out for their
irterests and to receive the information they need ta make investment and vating
decisions. The board should be responsive to communications from shareholders
and should sddress issues of concem to shareholders,

Effective corporate governance requires a proactive, focused state of mind on
the part of directors, the CEQ and senior management, all of whom must be
committed to business success through the maintenance of the highest standands
of respansibility and ethics. Although there are a number of legal and requlatory
requirements that must be met, good govemance is far more than a “check-the
baee” list of minimum board and management pelicies and duties. Even the most

Principles of Corporate Governance — 2005
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thoughtful and well-drafted poSicies and procedures are destined ta fail if direc-
tors and management are nol committed to enforcing them in practice. A good
codporate govemance strscture is 3 woeking system for principled goal setting,
effective decision making, and appropriste manitoring of compliance and per-
farmance. Thraugh this vibrant and respansive structure, the CED, the seniar
management team and the board of directors can interact effectively and respond
quickly and appropriately to changing circumstances, within a framewerk of solid
corporate values, to provide enduring valus to the shareholders who imvest in the
Enterprise.

Business Roundiable



144

II. The Roles of the Board of Directors
and Management

An effective system of corparate govemance peovides the framewark within which
the board and management address their respective responsibilities.

The Board of Directors

¥ The business of a corporation is managed under the dieection of the
corparation’s board. The boand delegates to the CEO — and through the
CED to other senior management — the authority and responsibility foe
mianaging the everyday affairs of the corporation. Directors monitor man-
agement on behalf of the corparation’s shareholders.

1 Making decisions ragarding the selection, compensation and evaluation of
a well-qualified and ethical CED is the single most important function of
the board, The board also appaints or approves other members of the
senior management team,

» Directors heing to the corporation a range of experience, knowledge
and judgment. Directors should not represent the interests of particular
constituencias.

b Effective directors maintain an attitude of constructive skepticism; they
ask incisive, probing questions and require aceurate, honest answers; they
act with inteqrity and diligence; and they demanstrate a commitment to
the corporation, its business plans and long-term shareholder value

¥ In performing its oversight function, the board s entitled to refy on the
advice, reports and opinions of management, counsel, auditors and expert
advisers. The board should assess the qualificatians of those it refies an
and hodd managers and advisers accountable. The board should ask ques-
tions @nd obtain answers sbout the processes used by managers and the
corporation’s advisers to reach their decisions and recommendations, &
well 25 about the substance of the advice and reparts received by the
board, When appropriate, the board and its committees should seek

independent advice.
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¥ Given the board's oversight role, shareholdess and other constituencies can
ressanably expect that dinsctors will exercise vigorus and diligent aver-
sight of a corparation’s affairs. However, they shauld not expect the baard
to micromanage the corporation’s business by performing or duplicating
the tasks of the CED and senior management team.

# The board's oversight function carmies with it a number of specific respan-
sibifities in addition to that of selecting and overseeing the CEQ, These
resporsibilities inchude:

* Planning for manogement deveiopment and sucression. The board
should oversee the corporations plans for developing senior manage-
ment personne] and plan for CE and senior management suceession,
When approprate, the board should replace the CED or other members
of senior management.

* Understanding, reviewing and manitoring the implementation of the
corparalion’s strategic plons. The board has responsibility for oversesing
and understanding the corporation’s strategic plans from thelr incepticn
thiaugh their development and exsqution by managament. Onge the
bazed reviews a strategic plan, it should regularly manitor implementa-
tion of the plan to determine whether it s being implemented
effectively and whether changes are needed, The board also should
ensure that the corporation’s incentive compensation program & aligned
with the coqporation’s strategic plan.

* Understonding and appraving annual aperating plans and budgets. The
board is responsible for understanding, approving and overseeing the
corporation’s annual operating plans and for reviewing the annual
budgets prasented by management. The board should manitor imple-
mentation of the annual plans to assess whether they are being
implemented effectively and within the limits of approved budgets.

* Focusing on the integrity ond clanity of the corporstion’s finoncigl stote-
ments and financial reporting, The board, assisted by its audit
committee, should be satisfied that the financial statements and other
disclosures prepared by management accurately present the corpora-

Busimess Roundtable
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tion's financial condition and results of operations to shaseholders and
that they do so in 2n understandable manner. To achieve accuracy and
clarity, the baard, through its audit committes, should have an under-
standing of the corporation’s financial statements, including why the
accounting principles oritical to the corporation’s business were chosen,
what key judgments and estimates were made by management, and
henw the chaice of principles and the making of these judgments and
estimates affect the reparted financial resudts of the corporation.

* Advising monogement on significont issues focing the comontion.
Directors can offer management a wealth of experience and a wide
range of perspectives. They provide advice and counsel to management
in formal board and committes meetings, and they ane avadabls for
informal consultation with the CED and senior management.

* Rewiewing and opproving significant corporate octions. As required by
state coeparate law, the board reviews and approves specific corporate
actians, suich as the election of exacutive officess, the declaration of
dividends and (25 appropriate] the implementation of major transac-
tions. The board and senior management should have 2 clear
understanding of what level or types of decisions require specific board
approval

* Reviewing management’s plans for business resiliency As part of its
aversight function, the beard should designate senior management who
will be respansible for business resiliency. The board should pesiodically
tevigw management’s plans to address this ssue. Business resiliency can
include such items 25 business risk assessment and management, bus-
niess continuity, physical and cyber security, and emergency

commurications.

* Naminating directors ond committee members and averseeing effective
corporote governance. It is the resparsibility of the board, through its
orporate govemance committee, to nominate directors and committes
members and oversee the compesition, independence, structure, prac-
tices and evaluation of the board and its committees.
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* Overseeing legal and ethical compliance. The board should set a “tone
at the top” that establishes the corporation’s commitment to integrity
and legal compliance. The board should overses the corparation’s com-
pliance program relating to legal and ethical conduct. In this regard, the
board should be knowledgeable about the corporation's complance
pragram and shauld be satisfied that the program is effective in pee-
venting and deterring violations. The board should pay particular
attention to conflicts of interest, including related party transactions.

The CED and Management

1 Itis the responsibility of the CEO and senior management, under the
CEQT direction, to opefate the corparation in an effective and ethical
mannes, As part of its operational responsibility, senior management b
charged with:

* Opemting the corponation. The CED and senior management run the
covparation’s day-to-day business operations. With a thorough under-
standing of how the corparation operates and earns i income, they
carmy out the comporation's strategic objectives within the annual oper-
ating plans and budgets, which are reviewed and approved by the
board. In making decisins about the corporation’s business operations,
the CED considers the lang-term interests of the corporation and its
shareholders and necessarily relies on the input and advice of others,
inchuding senior managemant and outside advisers. The CEC keegs the
board apprised of significant developments regarding the corporation’s
business operations.

* Strategic planning. The CEQ and senior management generally take the
lead in strategic planning. They identify and develop strategic plans for
the corparation; present those plans to the board; implement the plans
ance bord review is completed; and recommend and carry out changes
to the plans a5 necessary,

Business Roundtable
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* Annual pperoting plans ond budgets With the comaration’s overall
strategic plans in mind, senior management develops annual cperating
plans and budgets for the corporation and presents the plans and
budgets to the board. Once the board has reviewed and approved the
plans 2nd budgets, the management team implaments the annisl oper-
ating plans and budgets.

* Selecting quaiified monogement, ond establishing an effective organizo-
tional structure. Senior management s responsible for selecting qualified
management and implementing an organizational structure that is effi-
cient and appropriate for the corporation’s particular circumstances.

* ldentifying ond managing risks. Senior management |dentifies and man-

aqes the risks that the corporation undertakes in the cousse of camying
out its business. It alio manages the comparation’s overall risk profile.

management is responsible for the integrity of the corporation's finan-
cial reparting system and the accurste and timely preparation of the
coeporation’s financial statements and refated disclosures in accordance
with Genenlly Accepted Accounting Principles and in compliance with
appiicable ks and requlations. It is senior management’s responsshility
— under the direction of the CED and the corparation’s principal finan-
cial afficer — to establish, maintain and periadically evaluate the
corparation’s intemal controts ever financial reporting and the carposa-
tion's disclosure controls and procedures. In accordance with apphcabie
law and requlations, the CEQ and the corparation’s principal financial
afficer also are responsible for certifying the accurscy and completeness
of the corporation’s financial statements and the affectiveness of the
corparation’s intemal and disclosure controls.
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¥ The CEQ and senior management are respansible for operating the corpe-
ration in 2n ethical manner. They should never put individual, personal
interests before those of the corporation or its sharehalders. Business
Roundtable belisves that when camying cut thes function, corporetions
should have:

* A CEO of integeity: The CEO should be a persan of integrity wha
takes responsibility for the corporation adhering to the highest ethical
standards,

* A strong, ethicol “tone ot the top.” The CED and senior managemant
should set 2 “tone at the top™ tht establishes 2 culture of legal
complianice and integrity communicated to personnel at all levels of
the corporation.

* An effective compliance program, Senior management should take
respensibaity for implementing and managing an effective compliance
program relating to legal and ethical conduct. As part of its compliance
program, & corpovation should have a code of conduct with effective
reporting and enforcement mechanisms. Employees should have a
means of seeking guidance and slerting management and the board
about potential or actual misconduct without fear of retribution, and
violations of the code should be addressed promptly and effectively

Business Roundtable
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lIl. How the Board Performs Its Oversight
Function

Publicly owned corporations emplay diverse approaches to board structure and
operations within the parameters of applicable legal requirements and securities
market listing standards. Although no one structure is right for every corporation,
Business Roundtable befleves that the corporate governance “best practices” set
foeth in the following sections provide an effective approach for corporations o
foliow.

Board Composition and Leadership
¥ Boards of directors of large, publicly owned comarations vary in size from
industry to industry and from corporation to corporation. In determining
board size, directors should consider the nature, size and compleity of the
corporation as well as its stage of development. The experiences of many
Business Roundtable members seogest that smaller boards often are mare
cohesive and work more effectively than larger boards,

¢ Business Roundtable believes that having directors with relevant business
and industry experience is benaficial to the board 25 3 whole. Directors
with this experience can provide a useful perspective on significant risks
and competitive advantages and an understanding of the challenges fac-
ing the business. A diversity of backgrounds and experience, consistent
with the corporation’s needs, also &5 important to the overall composition
of the boaed. Because the corporation’s need for particular backgrounds
and experience may change over time, the board should monitor the mix
of skills and experience that directors bring to the board against estab-
ished board membership criteria to assess, at each stage in the ife of the
corporation, whether the board has the necessary tools to perform its
aversight function effectively,
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b The board of 3 publicly owned corporation should have a substantial
degree of independence from management. Board independence depends
nat caly on directors” individual relationships but also on the board's
overall attitude toward management. Froviding objective indegendent
Jdgment is at the cone of the board's oversight function, and the boand's
compasition shauld reflect this principle.

b A substantial majority of ditectors of the baard of a publicly owned compo-
ration should be independent, bath in fact and appearance, as determined
by the board. in accordance with the lsting standards of the major secusi-
ties markets, the board thould make an affirmative determination as to the
independence of each diractor annuslly and should have a process in place
for making these determinations.

* Definition of "independence.” An independent director should nat have
any relationships with the corporation or its management — whether
business, employment, charitable or personal — that may impair, or
appear o impair, the director’s ahility to exerciw independant judg-
ment. The fisting standards of the major securities markets define
“independence” and emamerate specific relationships (such a5 employ-
ment with the corporation of its outside auditor) that prechude a
director from being considered independent.

* Assessing independence. The bosrd should approve standards for deter-
mining directors’ independence, taking into acoount the requirements of
the federal securities laws, securities market listing standards, and the
views. of institutional investors and other refevant groups. These standards
should be set forth in the corparation’s corporate govemance prnciples.
When considering whether a director is independent, the board should
consider not only whether the director has any of the relationships
covered by the board's independence standasds but also whether the
director has any other relationships, either directly or indirectly, with the
corporation, senior management of other board members that could
affiect the director’s actual or pemceived independence.
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* Relotionships with not-for-profit erganizotions, The board's director
independence standards should include standaes for assessing direc-
tors” relationships with nat-for-peofit organizations that recetve support
from the corporation, In applying these standards, the board shoulkd
take into account the size of the corporation’s contributions and the
nature of directors” relationships to the recipient organizations.
Independence isues ane most fikely to arse when a director is an
employee of the not-foe-profit arganization and when a substantial
postion of the organization’s funding comes from the corporation, It
alse may be appropriate to consider contributions from a corporation’s
foundation to organizations with which a director is affilisted,

¥ Most American corporations have been well served by a structure in which
the CED aso serves & chairman of the board, The CED senves a5 a bridge
between management and the board, ensuring that both act with 2 com-
mon purpase, The decision conceming whether the CED also should serve
#s chairman of the board often is part of the succession planning process,
and the board should make that decisian in fight of the corporation’s facts
and circumstances.

b Although no ane structure is right for every corporation, it is critical that the
board has independent leadership. Some boards have found it wseful to
separate the roles of CEQ and chairman of the board. Altematively, there & 2
growing trend for boards to appoint a "lead™or “presiding” directoe. A lead
director genesally advises on board meeting schedules and agendzs, chairs
executive sessions of the board, oversees the flow of information to the
board, and serves as a liatson between the independent directors and the
CEQ. The lead director also may play 2 key role in oversesing performance
evaluations of the CEQ and the board, be available for communication with
shareholders, and lead the board in crisk situations.

¥ S2ill other boards have designated an independent diractor to preside over
the executive sessions of a board's independent ar nonmanagement direc-
toes that are required by securities market listing standards. Depending on
the carparation, the so-called presiding director akso may perform same o
all of the other functions performed by the lead directar.
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Board Organization

Virtually all boards of directors of large, publicly cwned corporations
operate Lsing committees to assist them. A committes structure permits
the boand to address key areas in more depth than may be possible ina
full board meeting,

Decisions about committes membership and chairs should be made by
the full board based on recommendations from the corporate governance
committee. Consideration should be given to whether periodic rotation of
committee memberships and chairs would provide fresh perspectives and
enhance directors” familiarity with different aspects of the corporation’s
business, consistent with applicable listing standards.

Commithees should apprise the full board of their activities on a reqular
basis. Protesses should be developed and monitored for keeping the board
informed through oral or written reports. For example, some corporations
peovide minutes of comenittee meetings to all members of the board.

Business Roundtable believes that the functions generally parfarmed by
the audit, compensation and corporate governance committees are central
to effective corporate govemnance. The listing standards of the major secy-
rities markets require corporations to have an audit committee that
performs specific functions, and many comporations also are required to
have committees that oversee executive compensation, directar nomina-
ticns and corporate governance matters. Business Aoundtable does not
believe that a particular committee strscture is essentisl for all copora-
tions, What is important i that key issues are addressed effectively by the
independent members of the board. Thuss, the references below to the
functions performed by particular committees are not intended to prechude
corporations from aflocating these funictions differently, consistent with
applicable fisting standards.

Additional committees, such as finance or rsk management committess,
also may be used. Some corporations find it useful to establish committees
to examine special problems or oppartunities in grester depth than would
otherwise be feasible,
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# The respansibiiities of pach comméttee and the qualifications required
for committes membership should be dearly defined and set outin a
written charter that is approved by the board and publicly availsble. Each
committee should review its charter annually and recommend changes to
the board as appropriate.

A more detailed discussion of particular committee functions appears in
Business Roundtable®s Ececutive Compensation: Principles ond Commentary
{November 2003) and The Nominating Process and Corpovate Gavemonce
Committees: Principles and Commentary (April 2004).

Audit Committee

b Every publicly owned corparation should have an audit committee of at
lexst three members, wh should all be independent directars.

b Audit committees typically consist of three to five members. The fisting
standseds of the major securities markets requie that all members of the
audi committes quakfy as independent directors under applicable listing
standards, subject to fmited exceptions, and that they mest additional
heightened independence criteria.

# Audit committee members should meet minimum financial iteracy stan-
dards, & required by the listing standards of the major securities markets,
and at least one member of the audit committee shouid be an audit com-
mittee financial expent, 25 determined by the boand in accordance with
regqulations of the Securities and Exthange Commission. Just as important
is the ability of audit committes members, & with all directors, to under-
stand the corporation’s business and risk profile and to apply their
business expedence and judgment with an independent and citical eye
to the issues for which the committee s responsible,

¥ With the significant responsabilities imposed on audit committees under
applicable law, requlations and sting standards, consideration should be
given to whether it & appropriate to fimit the number of public company
audit committees on which 2 corporations audit committee members may
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worve. Some boards have adopted policies that audit committes membars
may nat serve on the audit comméttees of more than three public corpor-
tions, in sccordance with applicable securities market (sting standards.
Podicies may permit exceptions to this limit when the corporation’s board
determines that the smiltanenus senéce would not affect an indhadual’s
abdlity to serve effectively on the corporation’s audit committee.

¥ The audit committee is responsible for supenvising the corporation’s reda-
tignship with its outside auditor. bn performing this responsibility, the
primary functions of the audit committee include:

* Retnining the cuditor and approving in odvance the terms of the annucl
audt engogement. The selection of the outsids auditor should imvohe
an annual due difigence process in which the audit committee reviews
the qualifications, work product, independence and reputation of the
autside auditor and the performance of key members of the audit team.
The committee shauld be mindful of the schedids, mandated by apphi-
cable law and regulations, for rotating the engagement and concurring
partners and should begin the process of reviewing new partners suffi-
ciently in advance of required rotations. The audit committee ako
should consider pesiadically whether it is appropriate for the corpara-
thon to change its cutside auditor. The audit commattee should base its
decisions about selecting and passibly changing the outside auditor on
its assessment of what is likely to lead to more effective audits. In
retaining the audstor, the audit committee should overses the process
of negatiating the annual audit engagement letter and should scruti-
nize the tesms of the engagement carefully.

* Dverseeing the independence of the outside auditor. The audit committss
should maintain an ongoing, open dislogue with the outside auditor
about independence tsues. The committes thould consider its overall
approach to using the outside auditor 25 2 senvice provider and identify
those services, beyond the annual audit engagement, that the cutside
auditor can provide to the corporation conststent with applicable law
and regulations 2nd with maintaining independance. in pre-approving
&l non-audit senvices to be provided by the cutside auditor, as required
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by applicable law and regulations, the audit committes should decide
whether to adopt 3 pre-approval policy or approve services on an
enggagement-by-engagement basis.

i The audit committee also is resporsible for overseeing the corporation’s
financial reporting process. The audit committee should review and discuss
the corparation’s annual financial statements with management and the
outside auditor and should review the corporation’s quartesly financial
statements and related earnings press refeases priar to issuance. As part of
ity reviews, the audit committee should review and discuss with manage-
ment and the outside auditor the corporation’s critical accounting policies,
tha quality of accounting judgments and estimates made by management,
and any material written communications between the outside auditor and
management.

The audit committes should understand and be familiar with the corpora-
tion's system of intemal controls over financial reporting and its disclosure
controls and procedures, including the processes for producing the certifi-
cations required of the CEO and principal financial officer, and the audit
committee should be comfortable that the comporation has appropriate
controls in place. On a periodic basis, the committee should review with
both the internal and outside auditors, as well as with management, the
corparation’s procedures for maintaining and evaluating the effectiveness
of these systems. The committee should be promatly notified of any sig-
nificant deficiencies or matenial weaknesses in intemal contrals and kept
informed about the steps and timetable for comecting them.

Unless the full board or ancther comemittee does so, the audit committee
should oversee the corporation’s program that addresses compliance with
ethical and legal standards and impartant corporate policies, including the
corperation’s code of conduct and the mechanisms it has in place for
employees to report compliance issues. In accordance with applicable legal
requirements, the audit committee should establish procedures for receiv-
ing and handling complaints and concems related to accounting, internal
accounting controls and auditing issues, and the committes chauld evaly-
ate these procedures peviodically and revise them a5 appropriate. The audit
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committee should be briefed regularly on the status of cutstanding
compliance tssues, including concerns submitted through the committes's
procedures for handling accounting and related concems, and it should
recerve prompt natification of any significant compliance issues.

The audit committes should understand the corparation’s risk profile and
aversee its risk assessment and risk management practices.

The audit committes should overses the corparation’s intemal audit func-
tion, inchuding reviewing the scope of the intemal audit plan, reports
submitted by the internal audit staff and management's response, and the
appointment and replacement of the senios intemal auditing exeeutive.

The audit committee should implement & policy covering the hiring of
personnel who previously worked for the coportion’s outside auditor,
At a ménimum, this policy should incorporate the “cocling off” period
mandated by appEcable law and requlations.

Audit committee meetings should be held frequently enough to allow the
committee to manitor the corporation’s finandial reporting appropriatety,
Mieetings should b scheduled with enough time to permit and encourage
The audit committee should meet privately with each of the intemal and
outside auditrs and management an  reqular basis, and in any event at
least quarterly, and communicate with them between meetings as neces-
sary. The audit committee abso should hold private sessions with the
corporation’s chief legal officer on @ reqular basis to facilitate the commu-
nication of concerns regarding legal compliance matters and significant
legal contingencies. The audit committes also may determine that it is
appropriate to hold private sessions with other parties, such a5 outside
counsel, from time to time.
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Corporate Governance Committee

b Every publicly owned comoration should have a committes compased
soledy of independent directors that addnesses director nominations and
COrporate qovemance matters.

¥ The corporate govemance committee (cften combined with or refored
to & a nominating comemittes) should have at least theee members and

should be compased solely of independent directors.

The corporate govemande commities recommends director nominees to
the fisl board and the corporation’s shareholders; oversees the composi-
tion, structure, operation and evalustion of the board and its committees;
and plays a leadership role in shaping the corporate govemance of the
corporation. Depending on how the board has allocated responsibilities
among Its committess, the corporate govemance committes also may
averses the compensation of the boasd if the compensation committee
does not da s, o the two committees may share oversight respansibility
for this area.

¥ In performing the core function of recommending nominees to the board,
the corparate govemance committee should establish criteria for board
and committee membership and recommend these criteria to the board for
approval. Based on these criteria, the committee should identify dinector
canddates, review their quakifications and any potential conflicts with the
cotporation’s intesests, and recommend candidates to the board. The com-
mittee also should assess the contributions of cument directors in

In identifying director candidates, the corporate govemance committee
should take a proactive approach by scficiting ideas for patential candi-
dates from a variety of sources. The committee should have the autharity
to retain search firms s appropriate to assist it in identifying candidates
and should devetop a process for considering shareholder recommenda-
tions for board nominees. Althouwgh it is appropriate for the CEQ to meet
with boerd candidates, the final responsibifity for selecting director nomi-
nees should rest with the corparate govemance committee and the board,
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+ The corporate gavemance committee should manitor and safeguard the
independence of the board. An important function of 2 corporate gover-
nance committee, related ko its core function of recommending nominees
to the board, & to see that a substantial majority of the directors on the
board meet appropriate standards of independence that are consistent
with securities market listing standands and to see that these directors are
independent in bath fact and appearance. The corporate governance com-
mittes should develop and recommend standards of independence to the
board, assess the independence of directors in light of these standards,
and make recommendations to the board reganding determinations of
director independence. In addition, the committee should be notified
prompthy of any change in a director’s circumstances that may affect the
directar's independence.

¥ The corporate govemance committee also recommends directors for
appointment to committees of the board. The committee should perodi-
cally review the board's committee structure and annually recommend
candidates for membership on the board's committess. The committes
should see that the key board committees, including the audit, compensa-
tion and corporation govemance committees, are composed of directors
who meet applicable independence and qualification standands.

b The corporate govemnance committes should overses the effective
functioning of the board. The committee should review the board's
policies relating to meeting schedules and agendas and the corporation’s
processes for providing information to the board, The corporate gover-
nance committee should assess the reporting channiels through which the
board receives information and see that the board obtains appropriately
detailed information in a timely Fashion.

¥ The corporate govemance committee should develop and recommend to
the board a set of corporate govemance principles, review them annisally,
and recommend changes to the board & appropriate. The comparation’s
torporate govemance principles should be publicly availzble and should
address, 2t & minimum, board leadership, qualifications for directars
(inchuding independence standards), director respansibilities, the structure
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and functioning of board committees, board access to management and
advisers, director compensation, director orientation and continuing
education, board evaluations, and management succession,

¥ The corporate govermance committes should oversee the evaluation of the
board and its committees, Specifics conceming the evalustion process are
discussed under “Board and Committee Evaluation.”

Compensation Committee

b Every publicly ewned corparation should have a committee compesed
solely of independent directors that addresses compensation issues.

¥ The compensation committee should have at keast three members and
should be compased solefy of independent directors. All committes
membess should have sufficient knowledge of executive compensation
and related issues to perform their duties effectively.

The comperrsation committee’s responsibiities include averseeing the
corporation’s overall compensation structure, policies and programs; estab-
lishing or recammending ta the board performance goals and objectives
for the CED and other members of senior management; and establishing
of recemmending to the independent. directors compensation for the CEQ
and senice management, The compensation comemittee should see that the
corpodation’s compensation policies reflect the core principle of pay far
performance and should establish meaningful goals for performance-based
compensation.

The compensation committee should have the authority ta retain compen-
sation consultants, counsel and other advisers to provide the committes
with independent advice.

The compensation committee should understand all aspects of an execu-
tive's compensation package and should review and understand the
maximum pay-out due under multiple scenarios (such & retirement, termi-
nation with or without cause, and severance in connection with business
combinations or the sale of a business),

il
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+ The compensation committee should require senlor management to buikd
and maintan significant continuing equity investment in the corporatian.
The committee should establish requirements that senior management
acquire and hold a meaningful amount of the cormoration’s stock. The
committes also should consider whether to require senior management to
hold for a period of time a specified amount of stock eamed through
incentive-based awards.

¥ In addition to reviewing and setting compensation for senior management,
the compensation committee should look mose broadly at the overall com-
pensation structure of the enterprise to determine that it establiishes
appropeiate incentives for management and employees at all levels. The
cammittee should consider carefully and understand the incentives oeated
by different forms of compensation. Incentives should further the comor-
tion's kong-term strategic plan and be consistent with the culture of the
corporation and the overall goal of enhancing enduring shareholder value,

¥ Executive compensation should directly link the interests of senior man-
agement, both indwidually and 25 a team, to the long-term interests of
shareholders. It should include significant performance-based criteria
refated to long-term shareholder value and should reflect upside potentisl
and downside risk.

¥ The compensation committes should corsider whether the benefits and
perquisites provided to senior management are proportional to the contri-
butions made by managemant.

¥ The compensation committee should oversee the comporation’s disclosures
with respect to executive compensation, In particulas, the committee
should wse the compensation committee report included in the compora-
tiom's annual proxy statement to provide shaneholders with meaningful and
understandable information about the corporation’s executhve compensa-
tian practices.
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Board Operations

b Sendng on a board requires significant time and attention on the part of
directors. Directors must pasticipate in board meetings, review relevant
materials, serve on board committees, and prepare for meetings and dis-
cussions with management. They must spend the time needed and meet
as frequently a5 necessary to property discharge their respansibilities. The
appropriate numbser of houwrs to be spent by a director on his or her duties
and the frequency and length of board meetings depend langsly on the
complexity of the corporation and its operations. Longer mestings may
pemit directors to explore key issues in depth, wheress shorter but more
frequent meetings may help directors stay up-to-date on emerging corps-
rate trends and business and requlatory developments. When amranging a
meeting schedule for the board, each corporation should consider the
nature and complexty of its operations and transactions, as well as its
business and regulatory emdronment.

Directors should receive incentives to facus on long-term shareholder vakue.
Inclsding equity as part of directors’ compensation helps agn the interests
of directors with those of the corporation’s shareholders, Accordingly, a
meaningful portion of a director’s compensation should be in the form of
long-term equity. In this regard, corparations increasingly are providing the
long-term equity component of directors’ compensation in the form of
restricted stock, rther than stock options, to better align directors’ inter-
ests with thase of shareholders, Corporations should establish a regquire-
mient that directors acquire @ meaningful amount of the corporation’s stock
and hald that stock for 25 long as they remain on the board.

Business Roundtable does not endorse a specific limitation on the number
of dinectorships an individual may hold. Howeves, senice an too many
bioards can interfere with an indnidual's ability to satisfy his or ber respan-
sibdlities, either a5 2 member of senior management or & a director, Before
accepting an additional board pasition, a director should eonsider whether
the accegtance of & new directorship will compromise the abslity to per-
form present responsibilities, It also is good practice for directoss to notify
the chair of the comperate govemance committee for each board on which
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they serve before accepting a sest on the board of another comparation.
Same corporations require the prior approval of the corporate gavemance
committee, Similarly, the coporation should establish a process to review
senior management senvice on other boards prioe to acceptance,

The board's independent or nanmanagement directors should have the
oppartunity to meet reqularly in executive session, outside the presence of
the CEC and any other management directors, in accordance with applica-
bie listing standards.

* Time for an executive session should be placed on the agenda for every
reqularly scheduded board mesting.

* To maximize the effectivenes of mecutive sessions, there should be
fuflow-up with the CEO and other apprapriste members of senior

management.

Many baard responsibilities may be delegated to committees to permit
directors to address key areas in move depth. Regardless of whether the
board grants plenary power to its committees with respect to particular
issues or prefers to take recommendations from its committees, commit-
tees shoud keep the full board informed of their activities. Corporations
benefit greatly from the cobiective wisdom of the entire board acting a 3
dediberative body, and the interaction between committess and the full
baard should reflect this principle.

The board's agenda must be carefully planned yet flexible encugh to
stcommodate emergencies and unexpected developments, The chairman
of the board should wark with the lead directar (when the corporation has
ane) in setting the agenda and should be responsive to individual dinec-
tors” requests to add items to the agenda and open to suggestions for
improving the agenda. it is important that the agenda and meeting sched-
ule permit adequate time for discussion and a healthy give-and-take
between board members and management.

¥ Board agendas should be structured to allow time for open discussion,
Board memdbers should have full access to senior management.
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¥ The baard must have accurate, complete information to do its job; the
quality of information received by the board directly affects its abiiey to
perform its oversight function effectively. Directors should receive and
review information from a variety of sources, induding management, board
reports. The board should be provided with information before board and
committee meetings, with sufficient time ta review and reflect on key
issues and to request supplemental infarmation as necessary.

¢ Corporations should have an orientation process for new directors that i
designed to famiiarize them with the corporation’s business, industry and
senior management, on-site visits to the corporation’s facifities, informal
mestings with ather directors and written matesiaks. Corporations also
should encourage directors to take advantage of educational opportunities
on an ongeing basis to enable them 1o better perform thedr duties and to
keep informed about developments in areas such as the corporation’s
industry, corporate governance and director responsibilities,

¥ Where appropriste, boards and board committees should seek advice from
outside advisers independent of management with respect to matters
within their responsibility. For example, there may be technical aspects of
the corpovation’s business — wuch a5 risk assessment and risk management
= or conflict of interest situations for which the board or a committes
determines that additional expert advice would be usefid. Similary, many
compensation committees engage their own compensation consultants.
The board and its committees should have the authority to select and
retain advisers and approve the terms of their retention and fees.

Management Development and Succession
¥ Long-term planning for CEQ and senior management development and
succession is one of the board's most important functions. The board, its
civporate govemance committee or another committes of ndependent
directars should identify and requisrly update the quakties and characteris-
tics necessary for an effective CEQ. With these principles in mind, the

r
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bosrd or committee should periodically manitor and review the develop-
ment and progression of patential imtemal candidates against these
standards,

+ Emergency succession planning alse is critical. Working with the CEQ, the
board o committes shauld see that plans are in place for contingencies
sinch as the departure, death of disability of the CEQ or other members of
senior management to facilitate the transition to both interim and longes-
term leadership in the event of an untimely vacancy.

Under the oversight of an independent committee or the lead directos, the
board should annually review the performance of the CEO and participate
with the CED in the evaluztion of members of senior management. All
nonmanagement members of the board should participate with the CED in
senior management evaluations. The resuits of the CEO% evaluztion should
be promptly communicated to the CEQ in executive session by representa-
tives of the independent directors and used by the compensation
committee or board in determining the CEQ's compensation.

Board and Committee Evaluation
1 The board should have an effective mechanism for evaluating performance
on 3 continuing basis. Meaningful board evaluation requires an asseument

af the effectiveriess of the full board, the operations of board commistess
and the contributions of individual directors.

-

* For some companies, securities marke listing standands now require
that the board and its audit, compensation and corporate govemance
committees conduct annual evaluations, Regardless of whather an
evaluation s required, the performance of the full board should be
evaluated annually, as should the peformance of its committees, The
board should use the annual self-evaluation to assess whether it is
following the procedures necessary to function effectively, Each board
committee should conduct an annual self-evakuation 1o assess its effec-
trveness, and the results of this evaluation should be reported to the
full board.
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* The board should have a process for evakiating whether the indhiduals
sitting on the board bring the skills and expertise appropriate for the
cvporation and how they work a5 2 group. Board positions should not
be regarded 25 permanent. Directoes should serve only sa lang as they
add value to the board, and a director's ability to continue to con-
tribute to the board should be examined by the comporste governance
comimittee each time the director s considened for renceminatian.

¥ Planning for the departure of directoss and the designation of new
board members i5 essential. The board should plan shead for changes
in membership, and it should have written criteria for director candidates
thiat should be re-svaluated periodically, The board akso should estabilish
procedures for the retirement of replacement of board members, These
procedures may, for example, include 3 mandatory retirement age, 2 term
limit and,for & requirement that direcions who change their primary
employment tender 2 board resignation, providing an oppartunity for
the governance committes to consider the desirabiity of their continued
service on the board.

i)
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V. Relationships with Shareholders
and Other Constituencies

Corporations are often said to have obfigations to shareholders and other con-
stituencies, including employees, the communities in which they do business and
government, but these obligations are best viewed as part of the paramount duty
to optimize long-term sharehalder value. Business Roundtable believes that
shareholder value s enhanced when a corparation treats its employess wel,
serves fis customers well, fosters good refationships with suppliers, maintains an
effective compliance program and strang corporate govemance practices, and has
& reputtation for civic responsibility,

Shareholders and Investors

# Corparations have a responsibility to communicate effectively and candidly
with sharehiolders. The goal of shareholder communications should be to
help sharsholders understand the business, risk profile, financial condition
and operating performance of the corporation and the board's coporate
governante practices.

¥ Corparations communicate with investors and ather constituencies not
only in proxy statements, annual and other reparts, and formal shareholder
meetings, but in mamy other ways 25 well, All of these communications
should provide consistency, clarity and candor.

# Corporations should have effective procedures for sharaholders to commu-
nicate with the board and for dirsctors 1o respond to sharehalder concems.
The board, or an independent committes such as the corporate gaver-
nance committes, should establish, overses and reqularly review and
update these procedures as appropriate.

* The board should respond in a timely manner to substantive communi-
cations from sharehalders, and when sppropriate. directors should meet
with shareholders regarding msues of concem,
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+ A corporation's procedures for shareholder communications and its gover-
nance practices should be readily avaiiable to sharshalders. Information
abeut the board's structure and operations, committee composition and
resporsibilities, corporate govemance principles, and codes of ethics
should be widely disseminated to sharehalders.

b The board should be notified of shareholder proposals, and the board or
its corporate govemance committes should oversee the corporation’s
resparse to these proposals,

+ Directors should attend the corporation’s annual mesting of shareholders,
and the carpaoration should have a policy requiring attendance absent
unusual crcumstances. Time at the annual meeting should be set aide for
shiareholders to submit questions and for management or directors to
respond to those questions.

# The baard should seriously consider ksues raised by sharehalder proposals
that receive substantial support and should communicate its respanse to
proposals to the shareholder-proponents and to all sharehalders.

¥ The board should respond appropristely when 2 director nominse recsives
a significant “withhold™ or “against™ vote with respect to his or her elec-
tion to the boand, The corporate govemance committee should assess the
reasons for the vote and recommend to the boand the action to be taken
with respect to the vote, which should be communicated to the corpara-
tion's shareholders.

1 In planning communications with shareholders and investors, cofparations
should consider:

* (andor. Directors and management should never miskead or misinform

shiareholders about the corporation’s aperations of financial condition,

* Need for timely disciosure. In an age of instant communication, corpo-
ratians increasingly are disclosing significant informatian doser to the
time when it arises and becomes availzble. Business Aoundtable sup-
ports prompt disclosure of significant developments.
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* Use of technology. Technalogy makes communicating quicker, easier
and liss expensive. Comorations should take advantage of technologi-
cal advances to enhance the dissemination of information ta
shareholders and emplayees.

* Litimate gool of sharehaider communications. Whatever the substance
of the communication, the corposation’s uitimate goal should be to fur-
nish information that & honest, intelligitle, meaningful, timely and
broadly disseminated and that gives investors a realistic picture of the
corporation’s financial condition and results of operations through the
eyes of management.

Employees
b Itis in 2 corporation's best interest to treat employees faidy and equitably,

+ Corporations should have in place policies and practices that provide
employess with compersation, including benefits, that is appropriate given
the nature of the corporation’s business and employees’ job responsibilities
and geagraphic locatiars.

¥ When corporations offer retirement, health care, insurance and other ben-
efit plans, employees should be fully informed of the terms of those plans.

¥ Corparations should have in place and publicize mechantsms for employees
b seek quidance and to alert management and the beard sbout potential
or actual misconduct without fear of retribution.

¥ Corporations should communicate honestly with their employees about
corporate operations and finandal performance.

Communities
¥ Corposations have obligations to be good citizers of the local, national
and international communities in which they da business. Faihme to

meet these obfigations can result in damage to the corporation, both in
immediate economic terms and in konger-term reputational value.
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b A comparation should be a good dtizen and contribute to the communities
i which it operates by making charitabla esntributions and entouraging
its dinactors, managers and emplayees to form relationships with those
communities. A corparation also should be active i promoting awareness
of health, safety and emvironmental issues, including any issues that relate
ta the specific types of business in which the corporation i engaged.

Government

» Corporations, like all citizens, must act within the law. The penalties for
serios viokstions of 2w can be extremely severe, even life-threatening, for
corporations. Compliance is not ondy appropriate — it is essential
Management should take reasonable steps to develop, implement and
maintain an effective legal complance program, and the board should be
knowledaeable about and overses the program, inchuding periodically
reviewing the program to gain reasonable assurance that it is effective in
deterring and preventing misconduct.

¥ Corporations have an important perspective to contribute to the public
policy dislogue and should be actively involved in discussions about the
develapment, enactment and revision of the liws and regulations that
affact their businesses and the communities in which they operate and
their employees reside.
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The Nominating Process and Corporate
Governance Committees: Principles

L

The corporate governance committee, which should be composed
entirely of independent directors, should play o leadership role in
shoping o company’s corporote governonce and overseeing the
composition, structure, operation and evaluation of the boand ond
its committees.

The corporate governance committee should take responsibility for
assuring that o substontiol majority of the board meets appropriate
standards of independence developed by the committee and
approved by the board,

The corporate governance committee should develop and recommend
to the boord o set of corporate governance principles, which the
corporation should make publicly available.

Director candidates should be identified, evaluated and recommended
to the board by the corporate governonce committee, The corporate
govemnance commirtee should consider director candidates recom-
mended by stockholders, os well as suggestions from directors,
management and ather sources.

The corporate governance committee should have an estobiished
process for evaluating the independence, contributions and effective-
ness of incumbent directors when deciding whether to recommend
thase directors for re-nomination,

The corporate governance committee should be responsible for estob-
Iishing ond overseeing procedures for stockholder communicotions
with divectors if the full board or another committee does not do so,

The corporate governance committee should assist the board tn plon-
ning for CEQ and semior monogement development and succession if
another committee of independent directors does not do so,
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Introduction

Business Roundtadle is recognized as an authoritative voice on matters affecting
American business corparations and, 25 such, has a keen interest in improving
corporate govemnance practices. Business Roundtable is an association of chief
executive officers of leading corporations with a combined workforce of mare
than 10 million employees in the United States and $3.7 trillion in annual rev-
enues. The chief executives are committed to advocating public policies that
foster vigorous economic growth, a dynamic global economy, and a well-trained
and productive .S, workforee essential for future competitivenass.

Every publicly owned corporation should have an independent board committes
that addresses director nominations and comparate governance issues. An effective
carporate governance committee (often combined with, or referred to &, a nomi-
niating committee) is central to the functioning of the board. Traditionally, the
corparate govemance committes’s role was to recommend director candidates to
the board and the corporation’s stockholders. Over the past decade, however,
the committee’s role has expanded so that teday st many corporations it plays 2
leadership refe in shaping corporate govemance and overseeing the composition,
siructure, cperation, compensation and evaluation of the board and its committees.

Business Roundtable has developed seven principles to serve as best practices for
the nominating process and corporate govemance commitiees, These principles
are discussed in more detal in the commentary that follows, While the commen-
tary Hustrates ways to implement the principles, other approaches may be
appropriate given the cirumstances of an individual corporation.

It is critical to have independent director oversight of board nominations and
aperatiors. However, refarences in the principles and commentary to the corpa-
rate governance committee are not intendad to preclude corporations from
allacating responsibility for particular matters to a different committee, to the
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independent directors as a group or to the full board. (For example, although the
principies supgest that the corporate qovernance committes should ssist the
bosed in planning for CEQ and senior management succession, at some compors-
tipns the compensation committee is charged with this responsibility. ) What is
important is that key corporate governance issues are addressed effectively by the
independent members of the baard.

The Nominating Process and Corporate Covermance Committees; Principles and Commentary
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Commentary on Principles

1. The comanate gevernance committee, which should be composed
entirely of independent directors, shauid play o leadership rofe fn
shaping o company’s corporale governance and overseging the
compasibion, structure, operation and evoluotion of the board ond
its committess

1 Members of the corporste govemance committee should be independent
in both fact and appearance, &5 determined by the board, They should
have the ahility to exercise independent judgment free from any relation-
ship or influence that could compeomese their ability to approach

# The responsibiities of the corporate goverance committee should be set
out in & witten committes charer that is made publicly avadable to stock-
holders and other interested parties.

¥ The committee’s responsibilities should include identifying, mvaluating and
recommending director candidates to the board; establishing criteda for
board and board committes membership; overseeing the evaluation of the
board; developing and recommending to the board for pubdic release a set
of corporate govemance principles; providing direction and oversight for
director orientation and continuing education programs; verseeing proce-
dures for stockhodder communications with the board; and assisting the
board and the CEO in planning for CEO and senior management develop-
ment and succession (or seeing that another committee of the full board
addresses these issues),

# The corporate govemnande committee shoukd review the board's committee
striscture and recommend candidates for membership on the board's com-
mittees. As the corporation’s circumstances changs, & may be appropriate
for the committee to recommend that the board add or dissohve board com-
mittees (ather than these required by |aw, regulation of listing standards).
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* In recommending committée membership, the corporate govemance
committee should focus on the strengths that different directors bring
to the committees and the neads of the committees,

* It is the corporate govemance committes’s responsibifity to see that key
board committees, induding the audit, compensation and nominating-

tofpofate governance cammittess, ane composed of dinectors wha meet
applicable independence and gualification standasds.

When evaluating potential committee chairs, the corporate governance

committes should consider each candidate’s leadership abilities, as well

5 his or her expertise and availabifity.

* The corporste governance committee, slong with the full board, should
consider whather periodic rotation of committee membership and chairs
would provide fresh perspectives and enhance directors” famiarity with
different aspects of the corporation’s business.

The corparate govemance committes should be responsible for oversesing

the effective functioning af the board. The committee should review the

board's policies refating to mesting schedules, mesting agendas and the
participation of management at board and committes meetings.

* The committee should evaluate the quality and timefiness of informa-
tion recesved by the board and the manner in which it is provided. The
board should receive from management in a timely manner approprately
detailed information, and ditectors should request additional informa-
tion as necessary,

-

* The board also should be provided with infarmation from sources out-
side the corporation, including analyst and press reports (both positive
and negative) relating to the corporstion, management, the industry
and corparate govemance issues.

* The board should have an opportunity to meet with members of
management on a reqular basis in order {o assess their capabifities and
to stay apprised of isues facing the company and its industry.

The Naminating Process and Cosporate Governance Committees: Principles and Commentary
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¥ The corporate govemnances committee should ovessee evalustion of board
and board committees performance and individual disector contributions.,

* The performance af the full board should be evaluated at least annually.
Companies conduct board evalustions in 3 vaniety of ways, including
discusshons led by the board chair or the chaie of the corporte gover-
nance committee, annual board seff-evaluation questionnaires and the
use of third parties.

* The committee and the board should assess how directors work 25 2
group and with the CEQ and whether changes in the composition of the
board or key committees would better serve the corporation's interests.

Evaluation of the board involves a candid assessment of the board's
strengths and weaknesses, The committes shauld report to the board
on any weaknesses identified through the evaluation process and,
together with the board, should develop and implement plans to
address those weaknesses,

* The corparate govemance committee should conduct its own commit-
tee self-evaluation and should assist other board committees with their
seff-evaluations.

* Individual directors” contributions should be evaluated in connection
with the re-nomination process, as discussed below.

¥ The corporate governante committes should establish procedures for the
retirement or replacement of boand members. Such procedures may
inchude a mandatory retirement age of term limits. n addition, directors
who change primary employment should natify the chair of the comporate
govemance committee s that the committee may determine whether the
director’s continued senvice on the board is appropriate,

¥ The corporate governance committes should ask directoss and the mest
senior executive officers to notify the corporate govemance committes
chair before accepting a position on anather for-profit company’s board.
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¥ The corporate govemance committee, if the compensation committee does
not do 5o, should review and recommend changes to the corperation's

director compensation policies.

* A meaningful portion of 3 director’s compensation should be in the
form of long-term edquity.

* The committee should consider establishing & requirement that, for as
long a5 directors remain on the board, they hold 2 meaningful amaunt
of company stock.

* The committes should review the compensation provided to the bead or
presiding divector (if one has bieen designated) and key committas
chairs to determine whether supplemental comperrsation, reflecting thesr
#dditional responsibilities and time commitment, would be appropriate.

1 The corporote governance committee should take respansibility for
ossuring that o substantiol mayority of the board meets approprinte
standards of independence developed by the committee end opproved
by the board

¥ The corporate governance committes should monitor and safequard the
independence of the board and shauld see that a substantial majority of
directors are independent in both fact and appearance, as determined by
the board,

b The committee should develop and recommend to the board standards for
of the federal sacurities kaws and applicable securities markets and the
views of institutional investors and ather relevant groups.

¥ An independent director should not have relationships with the compora-
tion or its management — whether business, employment, charitabée or
persanal — that could impair his or her ability to exercise independent
Judgment.
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¥ The comemittee should have 2 rigorous screening progess to Lncover any
conflicts of interest or other relationships affecting independence. Director
questionnases are 3 useful part of this process. The committee alsa should
review informaticn from other sources as necessary.

The corporate governance committee showld develop ond recommend
to the boord o set of corporate governgnce principles, which the cor-
paration should make publicly avoilable

¢ The corporate governance committes should develop, recammend to the
beard and update as necessary a set of corporate govemance principles.

1 The conporate governance principles of @ public corparation should
address, at a minimuem, board leadership, qualifications for directors
(including independence standards), director responsibilities, the structure
and functioning of board committess, the boand's access to management
and independent advisers, director compensation, director etfientation and
conttinuing education, beard evaluations, and management succession,

¥ The corporate gavemance principhes should be made publicly avadlable to
the corparation’s stockholders and other interested parties.

¥ The corporate governance comenittee should conduct reqular reviews of
corparate govemance trends and best practices and should recommend
changes to the principles and board practices 25 appropriate.

Director congidates showld be identified, evoluated and recommended
to the board by the corporate governance committee, The corporate
governance committee should consider director condidates recom
mended by stockholders, os well as suggestions from directors,
management and other spurces.

¥ A core function of the comarate governance committes is selecting and
recommending ta the board qualified director candidates for election by
the carporation’s stockholders. To perform this responsibility propery, the
commitiee shoukd prepare and recommend to the board weitten criteria for
director candidates. Over time, the committee should evaluate whether
changes to the boands oriteria are appropriate.
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* In developing criteria and evaluating indhvidual candidates for nomina-
tign, the corparate governance committee should consider the
background and expertise of wasting board members and the specific
neads of the beard.

* The composition of the board should reflact a mix of talents, experi-
ence, expertise and perspactives appropriate to the corporation’s
circumstances and strategic chaflenges, and the copomte govemance
committee should plan abead for changes in board compasition,

* The committee shoukd consider candidates from a rnge of back-
grounds. Diversity in gender, age, race and perspective all are
appropriate considerations. In recent years, comporations have drawn
directors from a variety of sources, incloding the public sector, educs-
tional and charitable institutions, and senior management in addition to
cument and former CEOs,

* Important criteria for dinectors include integrity, candor, good judgment,
commitment &nd willingness to consider matters before the board with
abjectivity and impartiality. in addition, the committes should consider
whether candidates have the requisite knowledge, skils and experience
to undevstand the business of the corporation. A candidate’s prior suc-
£ess 25 3 manager or director of ancther comporation or significant
enterprise also may be rélevant,

* The board's membesship critesia should be disclosed to the comporation’s
stockholders and included in its corporate governance principles. A the
board's needs change, the comorate governance committee should
ipdate its criteria for membership,

¥ Many corparate govemance committess use sxecutive search firms o
assist them in identifying and recruiting qualified board candidates. Any
such outside firm should be retained by, and repoet directly ta, the corpo-
fale governance commistes,

¥ The corporate governance committes should encourage stackholder sug-
gestions regarding board composition and should consider director
candidates recommended by stockhalders.

The Nominating Pracess and Corporate Gavernance Committess: Principles and Commentary
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* The corporation should disclose publicly how and when stockhalders
may recommend director candidates to the corporate govermance com-
mitteg for consideration and should indicate the information that must
be provided 5o that those candidates can be considered by the commit-
tee The corporation should update this information 25 necessary.

* The committee should evaluate stockholder candidates for director
wsing the same critedia it uses to evaluate candidates recommended by
ather sources.

* The commétee should consider the candidate’s ability to act in the best
interests of the corparation and al of its stockholders.

* The committee should communicate with any stockholder who
recommends 4 candidate to the committee, informing him or her of
the receipt and status of the recommandation and the committee’s
determination regarding the candidate.

1 Althowgh it is appropriate for the CEO to meet with boand candidates, final
responsibility for selecting director naminees should rest with the comporate
govermance committes and the board,

The comorote govemance committee should have an estpblished
process for evoluating the independence, contributions and effective-
ness of incumbent directors when deciding whether to recommend
those directors for re-nomination,

¥ Board pasitions should not be regarded as permanent. Directors should
serve only 50 long a5 they add value to the board and act in the best
intarests of stockhalders. The corporate governance committee should
hiave a rigorous process for evaluating whether incumbent directars continue
to have the appropriate skills and experfence to contribute to the board,

* In assessing a director's contributions, the following should be considered:
his or her attendance, peeparation and active participation at boaed and
committes meetings; input from the CEO; the board's crteria for mem-
bership; and curment needs for particular background and expertise,

* The committee should evaluate a diector's availability and commitment
going ferward,
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¥ Corporate govemnance committess use 3 variety of means to assess direc-
tors’ contributions, including discussions led by the board chair or the
chair of the corporate governance committee, confidential seff-evaluations
or peer evaluations,

6 The comorote governance committee should be responsibile for estob-

lishing and overseeing procedures for stockholder communicotions
with directars if the full board or onother committee does not do so

¥ Every publicly owned corporation should have effective and meaningful
peocedures for stockholders to communicate with the board and for direc-
tors o respond to stockholder cancesms.

* Such procedures may inclede a mailing address, tefephona number o
electronic-mail address for stockholders to register concems of ques-
tions with the board a5 a whole, the independent directors o key
cammitiee chairs.

* The board, the comparate governance committes or membess of man-
agement should consider meeting with stockholders regarding issues of
concem.

* The corporate govemance committee, another committee or the full
board should oversee the corporation’s response 1o proposals submitted
by stockhalders. it may be appropriate for membsrs of the board to
meet with stockholders regarding specific proposals, In addition, the
corparation should communicate its response to stockholder proposals
that receive a majoeity vote.

¥ Directors should attend the corparation’s annual meeting of stockhaldars
and have a process for responding to stockholder questions concerning the
corporation, At the annusl mesting, committes chairs may wish to make
presentations on certain issues.
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7. The corparate govemance committee shoald ossist the board in plon-
ning for CEO and senior management development and succession if
ancther commitiee of independent directors does not oo 50.

b Long-term planning for CEO and senior mansgement development and
suceession is one of the boand's most important functions. The corporate
govemance committes should asist the board in identifying and requlary
updating the qualities necessary for an effective CEO of the corporation.

* Thea board or the committes should monitor the development and pro-
gression of potential intemal candidates using these standands.

* The boand or the committes should review with the CEQ what is being
done to prepare potential candidates for succession.

¥ Emergency succession planning is equally critical. Warking with the CED,
the board should assure that the eorparation has a plan to deal with unex-
pected events, such as the sudden departure, death or disability of the
CED or ather senior managers.
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Guidelines for Shareholder-Director
Communications

1. Every publicly owned corporation should hove effective procedures
for shareholders to communicote with the board and for directors to
respond to shareholders concems.

2. A corporation’s relationship with its shareholders should be charocter-
ized by condor. AN communications with shareholders should be
consistent, clear and condid.

3. A corporotion’s procedures for shareholder-director communications,
and its coporate governance proctices generally, should be readily
ovailoble to shorehalders.

4. The board should be notified of ofl proposals submitted by shorehalders,
and the board or its corporote governance commitiee should oversee the
corporation’s response to shareholders” proposals.

5. Directors should attend the corporation’s annual meeting of share-

hoders and should respond, or ensure that management responds,
to appropriote shareholder questions conceming the corporation.

Cuidefines for Sharehobder-Director Communications
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Introduction

Business Roundtable is recognized a5 an autharitative voice an matters affecting
Amenican business corporations and, as such, has a keen interest in improving
corporate govemance peactices, Business Roundtable is an association of chief
executive officers of leading corporations with a combined workforce of more
than 10 million emplayees and $4 trilien in annual revenues. The members of
Business Roundtable have demonstrated their commitment to advocating public
palicies that foster vigonus economic growth, 2 dynamic glabal economy, and the
well-trined and productive U.S. warkforce essential for future competitiveness.

Congress, the US. Securities and Exchange Commission (SEC), and the national
securities markets recantly adopted reforms to strengthen shareholder-director
communications and enhance related disclosures. The business community strongly
wwpporty these reforms, and corparations have explored new ways to implement
them. To assist in this effort, Business Roundtable has developed five guidelines to
sevie as best practices for shareholder-director eommunications.

Laws and regulations cannot substitute for simple business sense and comman
courtesy — qualities that mandate fair, respectful treatment of shareholders and
their views. It is with these qualities in mind that we developed the quidelines and
commentary in this report.

Cuidelines for Shareholder-Director Communications
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Commentary on Cuidelines

!

Every publicly owned corporation should have effective procedures
for shareholders to communicate with the board and for directors to
respond to shareholders” concems.

¥ The board, o cne of its independent committees, should establish and
oversee procedures for shareholder communications with directors.

* These procedures may include a variety of communication methads,
such as mail, telephane, electronic masl and face-to-face meetings with
members of the board,

*  Although communications with sharehalders as a group generally e
management’s responsibility. directors may initiate contact with share-
halders when appropriate, generally with notification to managemeant,

* Shareholders should have a mechanism to be able to register concerns
or questions with the full board, the independent directors 2 2 group
or the chairs of key board committees. Complaints related to accourting,
intemal controis or audkiing matters should be handled pursuant to pro-
cedures established by the audit committes.

In addition, if the board has a lead or presiding director, shareholders
2lso should be able to commanicate with that parsan,

+ When appropriate, directors should meet with sharehalders regarding
issves of concem. At the same time, it should be made clear that the
board values diversity of thought and that the views of ane director are
nat necessarily the views of the bosrd.

* Meetings with directors should be reserved for shareholders with serious
concems about significant company palicies.

* When appropriate, such meetings can inchude informal discussions with
one or more directors o more formal meetings with the full board or 2
board committee.
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* The board should decide when management will be imvited to attend
mestings between shareholders and directors and what role manage-
mment will play.

¥ The board should specifically designate a member of management {such
a5 the corporate secretary, the head of investor relations o the general
counsel) to collact, organize and review communications from shareholders,
unless al such communications are sent directly to the board. Any such pro-
cedurs should be spproved and oversesn by the independent dinectons or a
committee of independent directors.

* The boards designee should report to the board or an independent
committee of the board at least quarterly on the number and nature of
commumnications received from sharehalders and should corvey share-
holders requests to meet with directors. When a communication is
deemed to be wrgent of to reguire immediate action, the designes
should, 25 outiined in the above procedure, netify the board o the
appropriate committee chalr as soon as pessible so thet an appropriate
respanse can be made,

* The designee should forward to the board all substantive communica-
tians, induding |ettess, telephone inquiries, dectranic mall and
comments on the corporation’s progy cards.

* Nonsubstantive communications, such as solictations, advertisements,
spam and mass mailings, as well 2 communications that are unduly
hastile, threatening, unlzwiul or simiady inappropriate, may be exchuded.
Ay communication that is exduded (ather than junk mail and spam)
should be made avalable to the nonmanagement directors upon request
and should be referenced in the communications report delivered to the
board,

-

Records of all substantive communications fram shareholders should be
retained by the corporation for a reasonable period of time.

w1
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* The board should respond in a timely manner to substantive communi-
cations from sharehalders. As set forth in the approved procedure for
dealing with shareholder communications, directors may designate 2
membes of management to respond on behalf of the corparation.

¥ In developing poficies for shareholder-director communications, the corpe-
ration should be aware of legal restictions, including the SEC's Regulation
Fair Disclosure (FO, that bar selective disclosure of material, nonpubiic
information.

* Regulation FD should not stand in the way of sharehalders sharing their
cancems of meeting with directors. However, devectons should be careful
not to discose matenal, nonpublic information to individual shareholders
or groups of shareholders.

* Directors should consult management or legal counsel to assist with
Fegulation FD compliance.

¥ The board should requlady update and review its communications proce-
dures, including benchmarking the corporation’s policies against
corporate governance best practices and the practices of peer companies,
#5 approgriate.

2. A corporotion’s refotionship with its shoreholders should be charoc-
terized by condor, All commumicalions with shareholders should be
consistent, clear and condid

¥ When directors and management communicate with sharshalders, they
should do 50 candidly, They should never misiead of misinform sharehalders.

¥ The goal of communications with shareholders should be to help share-
holders understand the corparation's business and the board's
decisionmaking process,
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3 Acorporation’s procedures for shareholder-director communications,
and ils covparote governance proctices generally, should be readily
ovoiloble to shareholders

v Clear dischosure of corporate govemance information provides a foundation
for effective sharehokder-director commumications procedures, information
about the board's structure and operations, committee composition and
responsibiities, corporate govemance pinciples, 2nd codes of ethics
should be readily accessible to shareholders,

# Disclosure regarding procedures for shareholder-director communications
should be transparent, accessible and understandable. It may include
contact information (such a5 2 mailing address, telephone number or
ehectronic mail address) for the board, the imdependent directors as
group and leey committtes chairs. It alse shoukd provide information on
how to contact the lead or presiding director, if one has been designated.

4. The bogrd shouid be notified of ol proposals submitted by shareholders,
and the board or ifs corporate governance committee showld oversee
the corporabion’s response to shareholders” proposals

¥ Management should report pericdically to the board or its corparate
qovemance committee on the numbes, substance and status of proposals
submitted by shareholders for inchusion in the comporation’s praxy statement.

¥ Managament also should report to the board or the corpaorate govemance
eommittee on communications from shareholders indicating that a propasal
wil be submitted if certain steps are not taken by the corporation. In many
cases, management, under the cversight of the board or an independent
board committes, may be able to resolve shaseholders’ concems outside the
formal proxy process,

1 The comparation generally should encourage a dialogue with the propo-
nents of sharehalders’ proposals. Management and the dinectors, as
appropriate, should be avalable to speak or meet with proponents to
discuss their concems,
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 The board should consider seriously the issues raised by sharehalders’
propasals that receive significant support and should communicate its
respoase to such propesals to the propanents and all shareholders.

. Directors should attend the corporation’s annwal meeting of share-
holders and should respond, or ensure that manogement responds,
to appropnate shareholder questions concerming the corporatian

# The corparation should have a palicy in place stating that all directors are
expected to attend the annual meeting of shareholdess, absent unusual
CirCumStanges.

¥ A the annus! meeting, committee chairs may wish to make presentations
of comment on certain ssues.

» The corporation should have a process for responding to shareholder ques-
tions submitted before, during and after the annual meeting.

* This process may include management or directors, 2 appropriate,
answiing questions in person at the meeting: responding to shaneholders
by masl, telephane of ebectronic mail; or scheduling individua! meetings
with sharehobders.

* The corporation should set aside time at the annual meeting for share-
hiokders ta submit questions and for management of directors to
respond.

Business Roundtable
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Principles of Executive Compensation

1. Executive compensation should be dosely aligned with the long-term
interests of shareholders and with corporate goals and strotegies. It
should include significant performance-based criteria related to long-
term shareholder value and should reflect upside potential ond

2 Compensation of the CEQ and other top executives should be deter-
mined entirely by independent directors, either os o compensation
committee or together with the other independent divectars bosed an
the committee’s recommendations.

3. The compensation committee should understand all spects of executive
compensation and should review the maximum payout and all benefits
under executive compensation amongements. The compensgtion com-
mittee should understand the madmum payout and consequences under
muttiple scenarios, imcluding retirement, termination with of without
couise, and severance in connection with business combinations or saole
of the husiness.

4, The compensation committee should require executives to build ond
maintain significant continuing equity investment in the corporation.

5. The compensgtion committee should have independent, expenienced
expertise available to provide odvice on executive compensation
omongements and plons. The compensation committee should oversee
consultants to ensure thot they do nat have conflicts that would fimit
their ability to provide independent odvice.

6. The compensotion committee should oversee its corporation’s execu-
tive compensation programs to see that they are in compliance with
applicable lows and requlations ond ofigned with best proctices.

7. Comporations should provide complete, ocourate, understandabile and
timely disclosure to shareholders concerning ol elements of executive
compensation ond the factors underlying executive compensation pali-

Executive Compensation: Principles and Commentary
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Introduction

Business Roundtable, an association of CEOs of 160 leading corparations, is com-
mitted to policies and actions that stimulate economic growth and foster investor
confidence and public trust in businesses. Roundtable CEOs take seriously their
respansibilities to improve corporate governance and promote the highest stan-
dards of accountability and ethical behavior.

Business Roundtabie CECs lead companies with more than $4.5 trillion in annual
revenues and mese than 10 million employees. Member companies comprise nearly
a third of the total value of the LS. stack market, collectively retumed mose than
$110 bilion in dividends to shareholders and the economy in 2005, and represent
nearly a third of all corparate income taxes paid to the federal government. The
CEOs advocate public policies that encourage economic growth in the Linited
States and across the warld and have been leaders in developing the well-trained
and productive LS. workforce essential for future competitiveness.

For the past three decades, compensation has played an increasingly significant role
in attracting, retaining and motivating executive officers and smployees at 28 levels
Ins March 1992, when Business Roundtzble released Executive Compensation,Share
Ownership, we noted the intense interest in compensation paid to corporate eeo-
tives. The stock market boom of the late 19905 and the comporate failues in the
early part of this decade have hesghtened the focis on executive compensaticn.
Moreover, there has been 3 growing conceen among investors and the public that
pay has not always been commensurate with performance, with @ parception that
some executives have reaped substantial financial rewards even at times of dacin-
ing stock prices and large losses to employess and shareholders, Roundtable CEOs
share that concem and believe that executive compensation should be dearly linked
to comipany performance.

Since the publication of our executive compensation priniples, there has been
continuing scrutiny of executive compensation and developments relating to
compensation committees. Major securities markets have adogted listing stan-
dards that require compensation committees’ or independent directors’ oversight
of executive compensation, alang with prescribed minimum responsibilities for
compensation committees.

Executive Compensation; Principles and Commentary



204

Given the ongoing development of best practices in exerutive compensation,
Business Roundtable s updating our principles of exsautive compensation. In addi-
tion, the Roundtable wges all comporations to make their compensation policles
and practices as responsibde and transpanent as possible.

Compensation should serve the objectives of & corporation’s business.
Accordingly, the structure and components of an appropriate executive compen-
sation program will vary widely among corportions due to such factors as
corparation’s size, industry, competitive challenges and culture. Nevertheless,
the executive compensation program of every publicly awned corporation should
adhese to two fundamental characteristics. First, it should reflect the core pring-
ple of pay for results, Although this concept is not new, it means that a cor-
poration’s executive compensation program nat only rewands success, but also
incorporates 2 meaningful element of risk. Additionally, it should reflect the per-
formance of the corporation, nat just the stock market in general, Secand, the
executive compensation program of every publicly traded corporation should be
established and overseen by a committes comprised solely of independent direc-
tors who, among other things, set the goals and objectives for executive
compensation and determine whether those qoals and objectives have been
achieved. In doing 50, compensation committees should be aware of all aspects
of their corporation’s executive compensation and see that the compensation
amangements ae in the best interests of sharsholders.

Building on these characteristics as a foundation, Business Roundtable has
developed seven interelated principles to serve as best practices for the design,
implementation and oversight of executive compensation programs at publicly
held corporations,

We urge all corparations and their compensation commettess to consider these
practices as they develop and implement executive compensation amangements,

Business Roundtable
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Commentary on Executive Compensation
Principles

I Executive compensition should be dosely oligned with the lang-term
interests of shareholders and with comporate goals ond strotegies. It should
includte significant performance-besed enten reloted to long-tenm share-
holder virkee ond should reflect upside potenbal and downside nisk,

» Compensation & a primary tool for attracting and retaining the highly
qualified indhviduals necessary for a corporation to succeed in a competi-
tive warld econamy, The board of directors is responsible for adopting and
overseging the implementation of compensation policies that support the
corporation’s ability to compete successfully in the marketplace.

¥ Bxecutive compensation should dinectly link the interests of exacutive officers,
botth individually and as a team, to the long-term inferests of shareholders.
Enuity-hased compensation can be effective in accomplishing this abjective.
Establishing a meaningful kink betwesn executhe officer and shareholder
interests requires careful considesation of the incentrves created by different
forms of compensation.

) Compensation committess and boards of directors should establish mean-
ingful goaks for performance-based compensation; payment should be tied
to the achievement of thase goals. A fadure to meet performance goals
should reduce or eliminate payments.

¥ Once perfarmance goals have been established, comorations should
adhere to them. A corporation should not adjust previously established
targets o reprice opticns prior to the end of  performance measurement
period or the options” term simply because it appears that results for that
period or temm may fall short of the goals.

¥ In setting performance goals, comporations should look beyand shart-term
mirket value changes and focus on metrics related to long-term share-
holder value creation, Compensation plans should further both the
near-tesm objectives and the corporation's long-term strategy, and they
should be comsistent with the culture of the corparation and the overall
goal of enhancing sustainable shareholder value. They should avaid wind-
falls due solely to general stack market performance.

Exgcutive Compensation: Printiples and Commentary
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b In setting performance measures, consideration should be given to 2 var-
ety of performance metrics, both qualitative and quantitative. These
metrics should not be tied solely to the corporation’s short-term stock
price. Examples of quantitative metrics that may be used indude such
items &5 cash and debt management, cost containment, dividends and
eamings per share, |abor relations, margins, market share, mengers and
acquisitions, retumm on equity, revenue and profit growth, sale of assets,
stock price, and significant reorganizations. Qualitative metrics include
such items as community relations, crisls response, customer satisfaction,
employee development and relations, ethics and a culture of integrity,
leadership, legal compiiance, product quality, succession planning, and
warkforce diversity, In addition, consideration of performance relative to
peer groups as well a5 absalute performance may be appropriate measures.

¥ Performance-based incentives should reflect both business and individual
accomplishments. Incentives should be tied not only to the corporation’s
operating results, but also to the executive’s distinctive leadership in man-
aging the corporation effectively and ethically, which creates long-term
value for shareholders.

A meaningful portion of executive compersation should be performance
based, thereby incorporating a grester dement of downside risk into com-
pensation amangements. This can be accomplished, for example, by linking
the granting or vesting of equity compersation to the achievement of
meaningful performance targets, inchuding a meaningfid vesting period.
Performance-based or performance-vested stack options, performance
share units, or steck apprecistion rights that are payable in the corpara-
tion's stock or cash — only if targets are met — put equity-based
compensation “at nsk” and link pay to performance.

¥ Restricted stock can be an altemative or supplement to stock options and
ather equity-based compensation. Although restricted stock can be an
ppropriste and effective retention device, & also can be mare effective as
# long-term Incentive £ it is paid or vests based on the achievement of
specified performance tamats,

¥ Performance-based incentives often will measure accomplishments over

woveral years. For example, in @ year when the corporation expeniences
decfining financial results, the CED may receive performanice-based

Business Roundtabile
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compensation keyed to 2 previously established multiyear target. Similarly,
gains realized from option exencises and stock sales in 2 given year may be
the result of aptions granted over many years and several years” spprecia-
tign in the undertying stock. Corporations should take steps to enhance
investor understanding of the relationship between pay and performance
by providing meaningful disclosure about this relationship in the compor-
tion’s Compensation Discussion and Analysis (CD&A).

2 Compensation of the CEQ and other top executives should be deter-
mined entiely by indegendent directors, either o5 0 compensation
committee or togather with the other independent directors based on
the committee recommendations.

¥ Directors wha sit on 2 compensation committes should be independent in
bath fact and appearance. Committee members should have, and be per-
ceived to have, the ability to exercise independent judgment free from any
relationship or infiuence that could appear to compromise their ability to
approach compensation issues decisively and independently.

¥ In recommending directors to serve on the compensation committes, the
* A diversity of peofessional backgrounds i important to the effective func-

tioning of a compensation committee.

* Periodic rotation of members and the chair can bring fresh perspectives
to the compertsation committes

* All members of the committes should have sufficent knowledge of execy-
tve compensation and related isses to perform their responsibilties
effectively, In-depth onentation should be provided to new committee
members, and all committee members should be encouraged to participate
in continueng education programs related to expeutive compensstion,

} The particular cuties and responsiblites that are delegated to the compen-
sation committee will depend on the corporation and should be set forth in
the committes’s written charter. At a minimurm, the duties and resporsibili-
ties of the compensation committes should include:

* Owersesing the corposation’s overall compensation structure, policies
and programs;

Executive Compensation: Principles and Commentary
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* Reviewing and approving comporate goals and objectives relating to
executive compensation;

* Bvaluating executive officers’ perfurmance in light of those goals and
objectives;

* Determining and approving (either a5 a committee of together with the
on this evaluation; and

¢ Setting or making recommendations to the baard with respect to exece-
tive compensation and compensation plans.

¥ The compensation committee should play an integral role in the prepamtion
of the CD&A to be included in 2 comparation’s proy statement of annual
repot, and it should see that the CDBA effectively explains the material
aspects of the corporation’s compensation objectives and the factors under-
must indicate in its committee report whether it has reviewed and discussed
the CD&A with management and recommended to the board that the CORA
be included in the corporation’s peowy statement or anmal report.

¥ The tompensation committee should perform an anmual evaluation of its per-
formance and review the adequacy of the committee’s charter In light of this
review, the compensation committee should consider appropriate changes in
its practices. and recommend any necessary changes in its chaster to the board.

¥ Corporations should consider having compensation commitiee chairs speak
for the corporation on exscutive compensation matters and be available at
annual meetings to address exscutive compensation.

. The compensation committee should understond all ospects of exec-
utive compensation and should review the maximum payout and ofl
benefits under executive compensation arrangements, The compen-
sation committee should understand the maximum payout and
consequences under multiple scenarigs, including retirement, termm-
nation with of without cause, and severance in connection with
business combinations or sole of the business.

¥ The compensation committee shoukd fully understand all the benefits and
consequences to the executive and the costs to the comparation of the
compensation amangement under vasious drcumstances, induding under a

Business Roundiable
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range of economic results and severance scenarios. The committes should
understand how the various elements of cash and noncash compensation,
ncluding benefits, defered compersation amangements and supplemental
retirement benefits, are allocated and work together. In addition, the com-
mittee should understand the accounting and tax aspects of different types
of amangements. Exacutive compensation amangements should not be
unduly complex.

¥ The compensaticn committae should be aware of all lements of the com-
pensation af exth executive offices; there should be no surprises. This may
be fecilitated by the use of tally sheets, which should include &l forms of
compensation.

¥ In structuring a compersation mengement, consideration should be given to
whether the amount and mix of compensation is reasonsble, appeopriate
and fair in light of the rolies, resporsibifities and performance of the indhvid-
ual, the corporation’s circumstances and averall compensation structure, and
the need to attract and retain high-quality exequtive officers.

b The committes should consider building into executive compansation agree-
ments the right to review and consider changes at appropriste time intenvals.
When a compensation amangement i modified, the committes should
#5655 and understand how the change will affect the overall compensation
af an executive officer

¥ Particulzr attention should be paid to severance arangements and to 2l
benefits provided to eecutive afficers in connection with terminatien of
employment. Corporations should review such amangements on 2 regular
biasis. They should not offer extessive severance packages that reward exec-
utives who hiave not met performance goals and objectives duting the term
of their employment. Employment contracts, if any, should clearly articulate
the consequences of termination and the cincumstances in whach an execu-
tive can be terminated for cause.

4. The compensation committee should reguire executives o build ond
maintain sigmificant continuing equily investment in the corparation

¥ The compensation committes should establish requirements that executive
officers and members of the board of directors acquire and held 2 meaning-
ful amount of the comporation's stock to 2ign executive and director
Imteressts with the intesests of sharcholders,

Executive Compensation. Prenciples and Commentary
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¥ Stock retention requirements can foster a bong-tenm stake in the corporation
amang executive officers, The compensation committes should require that
executive officers hold a specified amount of the stock for a peried of time
until they meet the corporation's stock ownership guidelines or until they
leave the comporation,

¥ To minimize questions and possible concems about the propristy of particu-
lar stock trades, corporations should make avalable to executive officers and
directors preamanged trading plans to the extent they determine to sell some
portion of their stock. When exscutive officers and directors enter into such
trading plans, they should be disclosed.

. The compensation committes should hove independent, experienced

expertise ovalobie to provide odvice on executive compensation
griongements and plons. The compensation committee should over-
see consultonts to ansure thot they do not have conflicts that would
limit their ability to provide independent odwice.

¥ The compensation committee should have the authority to retain compen-
sation corsultants, ecunsel and other outside experts in compensation
matters to provide the committee with independent advice for performing
its responsibilities. Nevertheless, decisions with respect to exscutive com-
pensation are the ultimate respenshility of the compensation commithes
and the the board.

¥ The compensation committes should retain and oversee any compensation
consultants hired to assist with executive compensation matters, appeove the
termms of theit retention and fees, and evaluste their performance. In doing
50, the committee should consider any other work that the consultants may
perform for the coporation and whether such work has any impact on the
advice provided to the compensation committee. The compersation commit-
tee should consicer whether it should prespprove any ather work the
carsultant doss for the corparatian,

» The compensation committee should wse information from a vanety of
sources in determining compensation levels. The committes should resist
an over-reliance on surveys and other statistical analyses in determining
compensation levels. Although such information can be used as 2 tool,
company-specific factors should be given significant weight in determining

Business Roundtable
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executive compensation. n addition, the compensation committee should
carefully mamine the compasition of any peer groups used in considering
executive compensation and consider, among other things, the perfarm-
ance of the other corporations included in the peer group.

¥ The compengation committee should retain independent counsel that reports
directly to the committee to assist in neqotiation of the CEQ contract and
benefits and to assist the committee in addressing #s other responsibilities
35 appropriate.
6. The compensation committee showld cversee its corporation’s execy-
tive compensafion programs fo see that they are in compliance with
applicable lows and regulotrons and aligned with best proctices

¥ The compensation committes should assess whether executive compensation
programs are consistent with the corporation’s gaals and strategies.

¥ The compensation committee should review on an ongoing basis its poficies
and practices with respect to the granting of stock options and other forms
of equity compensation to see that they are in aceond with state corporate
law, Securities and Exchange Commission (SEC) rules, accounting standards,
Intemal Revenue Service requlations, and any other applicable requirements.
The committee should be sensitive to the timing of such grants (2.9, no
“back dating”) and maintain consistent practices,

¥ Corporations should consider adopting polices and/or provisions in com-
pensation plans or agreements that permit them to seek the return of
banuses and equity compensation from executive officers in the event of a
financial restatement of fraud resulting from an ewecutive’s misconduct or
fraudulent acthvity.

¥ The compensation committee should carefully examine executive pemuisites
and deteming whether they are appropriate and in the intenest of sharshold-
ers. If not, the corporation should not bear the cost of persorial expenses,

¥ Benzfits granted to executive officers should not be safequarded to a greater
extent than reqular employee benefits.

¥ Corporations should be sensitive to the appearance of executive compensa-
tion practices, and special attention should be given to such controversial
practices as:

Executive Compemsation: Frinciples and Commentary
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* Tax gross-ups and supplemental retirement plans beyand those provided
to other employess and

* Preferential investment o above-market interest for defemed compensation,

7. Corporations should provide complete, occurote, understandable and
timely dischosure fo shareholders conceming ol elements of executive
compensation and the foctors underlying executive compensation
palicies and decisions.

# Dischosure about executive compensation should be transparent and under-
standable to shareholders and in plain English. Corparations should disclose
the terms of execitive officer employment amangements when they are
entered into or materially changed. Disclosure about a corporation’s execy-
tive compensation arrangements, a5 a whole, should address nat only the
form and amount of executive compensation (including projections of future
berwefits), but alss the interaction of the different elements of compensa-
tion, the economic impact of the compensation (such as any diution
resuilting from stock options) on the corporation and its shareholders, the
material factors underlying compensation policies and decisions, why specific
elements of compensation were awarded, and the relstionship of executive
compensation to corporate goals and strategy.

¥ Corporations aiso should discose the eriteria used in performance-based
awards to exacithvis and the measurement methods used to determine
whether those aiteria have been met, unless dsclosure of the oiteria
imvotves the disclosure of trade sacrets o confidential infarmation that could
cause competitive harm,

¥ As required by SEC nues, the CO&A included in the provy statement or annual
report should provide sharehokders an explanation of all matesial elements of
compensation for executive officers. The COSA should inchide information
explaining the objectives of the compensation program, what the compensa-
tion program i designed to award, and how each element fits into the
torporation’s overall compensation objectives and affects other ements.

¥ Corporations should wse the CDEA to provide shareholders with mearingful
and understandable disclosure about their exeritive compensation philosophy,
policies and practices; the factors that the compensation committes and the
boand consider in making compensation decisions; and the relationship
between sacutive compensation and corporate performante.

Business Aoundrable
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EXHIBIT V

PRINCIPLES FOR RESPONDING TO THE FINANCIAL MARKETS CRISIS (2009)

Bw Business
Huundtahle

Business Roundtable Principles for Responding to the Financial Markets Crisis
Background

Business Roundtable is an associstion of chief executive officers of leading U.S. companies with
more than §5 trillion in annual revenues and nearly 10 million employees. Business Roundiable
believes the basic interests of business closely paralle] the interests of American workers, who
are directly linked to companies as consumers, employess, sharcholders and suppliers. In their
roles as CEOs, Business Roundtable members are responsible for the jobs, products, services and
benefits that affect the economic well-being of all Amerscans,

Business Roundiable has worked with the prior and current administrations and with Congress 1o
fput in place programs and other initiatives to help America emerge from the current recession,
Our highest priority is and has been to grow the U.S. economy and produce jobs, so that all
Americans can enjoy better lives. To that end, Business Roundrable supported passage of the
Emergency Economic Stabilization Act and  targeted economic stimulus package. We also
support robust and thoughtful financial services regulatory reform; reform that supports the
principle of economic and job growth in America.

Business Roundtable approaches financial services regulatory reform from a user perspective.
Most of ur members, while not financial services companies, work with and rely upon such
codmpanies 1o finance our activities, to insare against risk, to grow and expand. We understand
the importance of functioning financial markets becanse we rely on them literally every day and
could not provide jobs, products, and services without them.

Misdemnizing our financial services regulatory reform system is not just an issue for corporations.
Muore than half of American households are invested - directly or indirectly - in our financial
markets through stocks, retirement plans and mutual funds. Virtually every American household
uses credit for mortgages and for auto and student Joans, Companies large and small that are
unrelated to the financial sector are seeing an adverse impact on their businesses from the current
finarecial crisis. In developing a more modem, strong, financial services regulatory structure, it is
important to bear in mind what needs fixing — and what does not

Even as the Administration and Congress furn to the task of enacting fnancial services
regulatory reform, they must tske further steps in the short term to fix our financial markets.
Liguidity and credit problems continue to affect businesses throughout our economy and, while
bath this and the previous Administration have established programs that have helped with
respect to particular types of issues or particular businesses, many problems remain and many
companies continue 10 need mone sccess to credit.

For example, on October 7, 2008, in response to the disruption in the commercial paper market,
the Board of Governors of the Federal Reserve System (FRE) announced the creation of
Commercial Faper Funding Facility (CFFF), established by the New York Federal Reserve Bank
to purchase commercial paper. The facility was, and remains, limited 16 commercial paper rated
A-1/P-1/F-1 (“Tier 1" commercial paper). The establishment of this facility helped to restore
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liquidity to the Tier | commercial paper market as interest rates fell dramatically and short-term

funds again became available at low-interest rates to Tier | issuers. At the same time, the Tier |

CPFF burt A-2/P-2/F-2 ("Tier 2°) issuers as the market eppeared to penalize these companies for
not having access to the govemment backstop,

This disruption in the commercial paper market — and associated cost increases and uncertainty —
hurt business activity, affected companies' ability to retain and hire workers, and sharply
curtziled financing provided to suppliers, dealers and customers. The inability to secure short-
term financing sends tremors throughout the economy by forcing companies to postpone capital
expenditures indefinitely and by disrupting supply chains and affecting production. This
unnecessarily harms the manufacturers and businesses that rely on those outlays to create new
jobs and retain existing workers.

While the commercial paper market has improved since last fall, it remains a challenge for many
companies (0 gain access at reasonable rates and terms. Yet the CPFF has not been expanded,

Likewise, the federal government can and should do more to incentivize lending to small and
medium-sized businesses. One possibility is to use Troubled Asset Relief Program repayments to
help guarantee loans to such businesses.

This and the previous Administration deserve credit for developing programs designed to jump-
start the credit markets. However, Business Roundtable believes that the federal government
should do everything practicable to restore market liquidity to normal levels.

What follows is a set of principles for, in the short term, restoring a healthy flow of eredit
throughout our economy and, in the longer term, enacting financial services regulatory reform
that can help our economy sustain economic and job growth.

o The federal government should do more to assist with the severe short term
liquidity and credit problems that continue to fuel the financial markets crisis.
Further consideration should be given to expanding programs o additional
companies of assets where assistance is particularly needed and the federal
government should seek more creative ways to limit tuxpayer risk.

o Conditions placed on participation in such government programs should not be
moving targets. Businesses and the millions of Americans who rely on them for
jobs and invest in them should know at the outset what requirements apply to
program participants.

o Greater transparency is needed of the process for exiting government programs.
Uncertainty over exit requirements limits participation in programs and
diminishes the assistance they provide to businesses and the economy,

o The federal govemment should make it clear that these programs are temporary
and should develop plans to provide for a smooth transition once the economy
recovers and these programs are no longer needed. Permanent programs could
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lead to market distortions and mispriced credit detrimental to the interests of well-
TUR COMpAnIes.

o The current financial crisis calls for financial services regulatory reform, and the

most important principle for reform is not to get it done quickly but to get it done
right. The potential consequences of getting it wrong are enormous; far more so
than the consequences of taking more time to draft legislation that is better
conceived and more likely to help the economy grow long term.

The bipartisan, independent commission created by Congress should look
carefully at what happened and make recommendations on how to fix the system.
A more developed factual record would lay a deeper foundation for reform and
likely lead to a better, consensus-driven and more politically-resilient product.

o Systeric Rish

o An appropriate entity or council should be tasked with working to prevent a future

crisis from occumng while preserving an environment conducive to economic
growth and job creation.

The systemic risk regulator should emphasize transparency, not restrictions.

The systemic risk regulator should not be layered on top of the existing regulatory
structure and, indeed, systemically significant institutions should be regulated on
a consistent and consolidated basis. Bifurcated regulation of systemically
significant activities can increase systemic risk by creating potential regulatory
The systemic risk regulator should have the suthority to regulate derivative
products and instruments as well as to address morigage risk.

The systemic risk regulator should avoid identifying systemically significant
institutions, the failure of which would cause unacceptable harm to our economy
and instead focus on activities that could cause unacceptable harm to our
economy. The systemic risk regulator should treat differently & company’s efforts
to finance its own products and technologies and activities summounding the
creation and trading of complex derivative instruments.

* Resolution Authority

o The federal government should have a process in place to help guide systemically

significant institutions (SSls) quickly and successfully through critical periods,
during times of financial crisis, and to resolve them in an orderly manner if
necessary. The process should not duplicate or interfere with existing resolution
mechanisms for non-S51s.

Resolution authority parameters should be carefully drawn so that the legitimate
expectations and interests of creditors (which are often pension or other
retirement finds) and other stakeholders are respected. Without appropriate
safeguards on the exercise of resolution authonity, the cost of financing could
increase as investors and creditors price in the future nisk of having their rights
limited or cancelled.
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o The new system should, to the extent possible, be based on the Bankruptey Code
with divergence only as necessary to create a more streamlined process 1o protect
the interests of taxpayers and the economy.

L ] |

o The primacy of state corporation law should be respected. Moreover, 8
corporation should be governed by its board of directors in compliance with such
law even where the federal government has invested in the company.

o Corporate boards should be allowed to establish appropriate compensation
policies. The federal government's role in the manner in which compensation is
sct should be temporary and limited to companies in which the government has
tuken an equity stake with taxpayer dollars.

o In order to better ensure the long-term viability of companies to create and protect
jobs, shareholders should be given more and better information about — and
consideration should be given 1o providing additional suthority to regulate -
activist mvestors seeking to influence a company's policies.

e Degivui

o OTC derivatives dealers and systemically significant market participants should
be subject to a strong regulatory and supervisory regime.

o Ceotralized clearing of standardized, liquid OTC derivatives between dealers
should be required in order to bring additional transparency to a large portion of
the derivatives market providing key information on pricing, volume, and risk.

o Care must be taken not to destroy the specialized derivatives market by mandating
clearing or exchange trading. As Secretary Geithner has testified, the
Administration's proposal is designed "to preserve the capacity for the more
specialized tailored products which our system relies on to manage risk
effectively."

L]
Securitics

o Companies should disclose their risk management and oversight practices and key
performance indicators to the extent that such disclosure does not infringe upon
the need to protect competition and sensitive information.

o In 2007, the SEC eliminated the short sale uptick rule, which had been in place
for decades. An appropriate form of the uptick rule should be reinstated, and there
should be greater transparency of short selling activity,

* Agcounting
o Accounting standards should not be set through legistation. The Financial
Accounting Standards Board should be permitted to continue 1o use its process of
standard seiting through a public comment and hearing process coupled with
additional staff guidance on particular interpretative questions being raised under
the guidance.

« Prudential Regulat
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o Explore consalidation of prudential regulatory functions to create more effective

regulation and prevent forum-shopping end competitive non-regulation,

o Censider combining SEC and CFTC.
o Avoid duplicative regulation of financial products through the creation of a

"financial products protection agency” or other means. Regulatory gaps should be
filled as needed but without creating an additional layer of bureaucracy or
overlapping or overly-intrusive authonities.

o Key regulatory policies should be coordinated throughout the intemational

community to ensure mare consistent and predictable supervision and regulation.

. Rati ;
o New regulations pertaining to credit rating agencies must be considered with an

eye toward infernational consistency and preserving the analytical independence
of credit ratings agencies from government proscriptions. A regulatory system
should mandate registration for credit rating agencies and require greater
transparency about their management of conflicts of interest and the processes
and procedures for analyzing creditworthiness. Setting these types of
requirements, coupled with accountability to regulatory authorities through a
system of fines, penalties, and sanctions, will help restore confidence in the credit
rating industry and foster increased competition, while affording ratings agencies
the flexibility to address market innovation going forward.

Credit rating agencies should disclose and apply ratings processes,
methodologies, benchmarks, standards and metrics in a consistent manner that is
appropriate 1o the particular class of securities.

* Insurance

o Congress should consider an appropriate federal role m the regulation of

insurance that could assist in meeting the goals of financial modemization and
address international matters related to insurance.
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2008 BUSINESS ROUNDTABLE SURVEY

Business Roundtable

2008 CORPORATE GOVERNANCE SURVEY

BOARD OF DIRECTORS
1y Do you have:
8)  aseparnte chairman who is independent @mlﬂﬂ_
b} & separte chairman who is not independent since 200
€}  apresidinglesd director whose primary function sinee 200_
is o chair executive sessions
d) & presidingead director who chairs executive O since200_
) noneof the above O
1) How often do your nos-management {or independent] directors meet in Executive
Session each year?
107 2008
iﬂ'ﬁdl
o) mever
b} omceor twice ﬁ B
¢)  three-four times bt not st every regular Board
mesting
@) stevery regular Boand mecting O 0

%) Dothe Audit, Compensation und Nominating Governance Commiltices meet in Executive
Session each year (check all that apply)?

B
b)
b)
9
¢)

0, committees do not mest in Executive Sesion ﬁ

yes {Andit)

yes {Comensation)

yes (Nominating/Governance) O

if yes, bow often do Exscutive Sessions occur: Audit Comp.  Nom/
Gov,

ooce or twice

three-four times but not at every regular committes H H H

mecting
81 every regular commiltee meeting O O 0O
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Do you perform formal individual director evaluations?

2007 2008
{expected)
1) oo E E
b) yes
c) ifyes, indicate which apply:
self evaluation a
peer evaluation |

other — please explain below:

What percentage of the Board is independent, excluding the CED, under applicable
listing standards?

2007 2008
(expected)
a)  less than 60% O
by  61-80% H
¢}  Bl-9% O
d)  100% 0O

How many other public company boards of directors does your CEQ serve on?
4] none

b}  one

c) two

d) three

€)  four or more

How long has your CEO been in his'her position?
{years/months)

Has one or more members of the Board met with a group of shareholders during the past
year?

b= H



220

9)  Has one or more members of the Board met with individual shareholders during the past
year?

3 mo n
b) yes 0
Iu} o4 It L5 L R .! ".' i v LAy SOATEAMIOETS QUTINE W [RsT
year, did the meeting occur in connection with the shareholder's submission of a
shareholder proposal?
#) no-plesse explain below: O
b) yes O
113
b} such communications have not occurred ﬁ
€) yes
d) if yes, indicate who is typically present (check all that
apply):
the CED
the General Counsel
the Corporate Secretary or another designated
corporate governance officer
investor relations personnel O

12)  Have you adopted some form of “Majority Voting” for directors [ch% all that apply)?
a) ]
b) yes, we have adopted a director resignation policy E
€) yes, we bave amended our charter or bylaws to
provide for & majority voting standard
d)  actively considering doing so in the fisture O

a) none
b) one
c) two
d) thres

13} How many shareholder wapmlsdidymmuiwdtﬁngﬂ:clﬂﬂﬂpgm?
£} fiour or more - please provide oumber below: O
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14)

maAny 5

a) nong

b} one

c) two

d) three

€ four or more — please provide number below: O
15)

proposal(s) address (check all that apply):

a) “Say-on-Pay”

] director elections (“Majority Voting™)
¢) independent chairman

d) social responsibility issues

16)  Has the Nominating/Governance Committee received any shareholder recommendations

for Board nominees in the past year?
i) mno
b)  donot know

¢)  ves (self-nomination)
d)  ves (nomination of another individual)

if yes, indicate the approximate amount of company
stock owned by the shareholder;

EXECUTIVE COMPENSATION PRACTICES

17} Has the Compensation Committee adjusted the performance clement of senior executive
compensation in the past year?

i 0o
b)  donot know E
¢)  yes ]
if yes, indicate whether the performance element was
adjusted to include:
maore shori-term performance goals O
maore long-term performance goals O



1)

19)

20)

1)
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Is the CEO'"s compensation:

a)  approved by the Compensation Committee

b)  approved by the Compensation Committee after
discussion/consultation at the Board level

¢)  epproved by the Compensation Committee and
ratified at the Board level

d)  recommended by the Compensation Committee for
approval by the independent directors

e)  recommended by the Compensation Committee for
approval by the Board (except the CEQ)

f)  other- please describe:

O 00O 0o oOoga

Has the Board or Compensation Committe adopted a “clawhback™ policy or provision
allowing the company to seek recovery of compensation paid to executives in the case of
financial restatements?

2 no B

b)  yes

¢)  donotknow a

COSTS OF SOX
Did the annual costs your company incurred in connection with the internal control
requirements of SOX decrease in light of the SEC's interpretive guidance and the
PCAOB's Auditing Standard No, 57

&) 0o, costs remained sbout the same H
b} no, costs increased
) yes, costs decreased moderately |
dj  yes, costs decreased significantly E
¢l donot know

OTHER BOARD PRACTICES

Has your Board considered or adopted any other corporate governance practices that you
would like to share?
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RESPONDENT INFORMATION
Name:
Title:
Company:
Telephane:
Email

Send completed survey by October 8, 2008, to LaShawn Taylor by fax at (202) 466-3509 or by
mail at Business Roundeable, 1717 Rhode Island Avenue, NW,
Suite 800, Washington, DC 20036.
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PREPARED STATEMENT OF J.W. VERRET
ASSISTANT PROFESSOR OF LAW, GEORGE MASON UNIVERSITY SCHOOL OF LAW

JULy 29, 2009

The Misdirection of Current Corporate Governance Proposals

Chairman Reed, Ranking Member Bunning, and distinguished Members of the
Subcommittee, it is a privilege to testify in this forum today.

My name is J.W. Verret, and I am an Assistant Professor of Law at George Mason
Law School, a Senior Scholar at the Mercatus Center at George Mason University
and a member of the Mercatus Center Financial Markets Working Group. I also di-
rect the Corporate Federalism Initiative, a network of scholars dedicated to studying
the intersection of State and Federal authority in corporate governance.

I will begin by addressing proxy access and executive compensation rules under
consideration and close with a list of contributing causes for the present crisis.

I am concerned that some of the corporate governance proposals recently ad-
vanced impede shareholder voice in corporate elections. This is because they leave
no room for investors to design corporate governance structures appropriate for
their particular circumstances.

Rather than expanding shareholder choice, these reforms actually stand in the
way of shareholder choice. Most importantly, they do not permit a majority of share-
holders to reject the Federal approach.

The Director of the United Brotherhood of Carpenters said it best, “we think less
is more, fewer votes and less often would allow us to put more resources toward
intelligent analysis.” The Brotherhood of Carpenters opposes the current proposal
out of concern about compliance costs. The proposals at issue today ignore their con-
cerns, as well as concerns of many other investors.

Consider why one might limit shareholders from choosing an alternative means
of shareholder access. It can only be because a majority of the shareholders at many
companies might reject the Federal approach if given the opportunity.

Not all shareholders share similar goals. Public Pension Funds run by State elect-
ed officials and Union Pension Funds are among the most vocal proponents of share-
holder power. Main street investors deserve the right to determine whether they
want the politics of Unions and State Pension funds to take place in their 401(k)s.

The current proposals also envision more disclosure about compensation consult-
ants. Such a discussion would be incomplete without mentioning conflicts faced by
proxy advisory firms. Proxy advisory firms advise institutional investors on how to
vote. Current proposals have failed to address this issue. The political clout enjoyed
by these firms is evidenced by the fact that the CAO of RiskMetrics, the dominant
firm in the industry, was recently hired as special advisor to the SEC Chairman.

To close the executive compensation issue, I will note that if executive compensa-
tion were to blame for the present crisis, we would see significant difference be-
tween compensation policies at those financial companies that recently returned
their TARP money and those needing additional capital. We do not.

Many of the current proposals also seek to undermine, and take legislative credit
for, efforts currently underway at the State level and in negotiations between inves-
tors and boards. This is true for proxy access, the subject of recent rule making at
the State level, and it is true for Federal proposals on staggered boards, majority
voting, and independent Chairmen.

The Sarbanes-Oxley Act passed in 2002 and was an unprecedented shift in cor-
porate governance designed to prevent poor management practices. Between 2002
and 2008, the managerial decisions that led to the current crisis were in full swing.
I won’t argue that Sarbanes-Oxley caused the crisis, but this suggests that corporate
governance reform does a poor job of preventing crisis.

And yet, the financial crisis of 2008 must have a cause. I salute this Committee’s
determination to uncover it, but challenge whether corporate governance is the cul-
prit. Let me suggest six alternative contributing factors for this Committee to inves-
tigate:

i. The moral hazard problems created by the prospect of Government bailout;

ii. The market distortions caused by subsidization of the housing market through
Fannie Mae, Freddie Mac, and Federal tax policy;

iii. Regulatory failure by the banking regulators and the SEC in setting appro-
priate risk-based capital reserve requirements for investment and commercial
banks;

iv. Short-term thinking on Wall Street fed by institutional investor fixation on
firms making, and meeting, quarterly earnings predictions;
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v. A failure of credit-rating agencies to provide meaningful analysis, caused by an
oligopoly in that market supported by regulation;

vi. Excessive write downs in asset values under mark-to-market accounting, de-
manded by accounting firms who refused to sign off on balance sheets out of
concern about exposure to excessive securities litigation risk.

Corporate governance is the foundation of American capital markets. If this Com-
mittee tinkers with the American corporate governance system merely for the ap-
pearance of change, it risks irreparable damage to that foundation.

I thank you for the opportunity to testify, and I look forward to answering your
questions.

PREPARED STATEMENT OF RICHARD C. FERLAUTO
DIRECTOR OF CORPORATE GOVERNANCE AND PENSION INVESTMENT,
AMERICAN FEDERATION OF STATE, COUNTY, AND MUNICIPAL EMPLOYEES

JuLy 29, 2009

Good Afternoon, Chairman Reed and Members of the Subcommittee. My name is
Richard Ferlauto, Director of Corporate Governance and Investment Policy at the
American Federation of State, County, and Municipal Employees. AFSCME is the
largest union in the AFL-CIO with 1.6 million members who work in the public
service. Our members have their retirement assets invested through public retire-
ment systems with more than one trillion dollars in assets. They depend on the
earnings of these systems to support their benefits in retirement. Large public pen-
sion system investments in the public markets are diversified, largely owning the
market, and heavily indexed, which operate with time horizons of 20 years or more
to match the benefit obligations they have to their plan participants. Indeed, public
pension systems are the foundation of patient capital investment in this economy,
which seeks long-term shareholder value creation.

AFSCME places strong emphasis on improving corporate governance through di-
rect company engagement, regulation, and legislation as a way to achieve long-term
shareholder value. As an active shareowner, we have been a leading advocate for
a shareholder advisory vote on CEO compensation and shareholder proxy access to
nominate directors on company proxy materials.

I am also chairman of ShareOwners.org, a new nonprofit, nonpartisan social net-
work designed to give a voice to retailers or individuals who rarely have opportuni-
ties to communicate with regulators, policy makers, and the companies in which
they are invested.

We urge the Committee to create better protections for the average American in-
vestor in the financial marketplace. The severe losses suffered by tens of millions
of Americans in their portfolios, 401(k)s, mutual funds, and traditional pension
plans all point to the need for a new emphasis on shareowner rights and meaningful
regulation in order to ensure the financial security of American families.

America has tried going down the road of financial deregulation and reduced cor-
porate accountability. That path has proven to be a dead end that is now imperiling
the financial well-being of millions of long-term shareowners. Unfortunately, share-
holders in America’s corporations—who actually should more correctly be thought
of as “shareowners”—have limited options today when it comes to protecting them-
selves from weak and ineffectual boards dominated by management, misinformation
peddled as fact, accounting manipulation, and other abuses.

Under the disastrous sway of deregulation and lack of accountability, corporate
boards and executives either caused or allowed corporations to undertake unreason-
able risks in the pursuit of short-term financial goals that were devoid of real eco-
nomic substance or any long-term benefits. In most cases, it is long-term
shareowners—not the deregulators and the speculators—that are paying the price
for the breakdown in the system.

According to a recent scientific survey that the Opinion Research Corporation con-
ducted for ShareOwners.org of 1,256 U.S. investors, “American investors clearly
want to see tough action taken soon by Congress to reform how our financial mar-
kets work and also to clean up abuses on Wall Street. Support for such action is
strong across all groups by age, income, educational achievement and political affili-
ation. It is particularly noteworthy that such a high percentage of investors (34 per-
cent) would use a term as strong as ‘angry’ to describe their views about the need
for such action. And, even though they are not angry, the additional nearly half of
other investors (45 percent) who want to see strong clean-up action taken sends an
unmistakable message to policy makers. This is particularly true when you look at
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that data alongside the finding that nearly 6 out of 10 investors (57 percent) said
that strong Federal action would help to restore their lost confidence in the fairness
of the markets.” The full survey from ShareOwners.org is attached as an addendum
to this testimony [Ed. note: not included, please see http:/ /www.shareowners.org/
profiles/blogs | read-all-about-it], but I would like to point out the following findings:

e More than four out of five American investors (83 percent) agree that “share-
holders should be permitted to be actively involved in CEO pay and other im-
portant issues that may bear on the long-term value of a company to their re-
tirement portfolio or other fund.”

e More than four out of five investors (82 percent) agree that “shareholders
should have the ability to nominate and elect directors of their own choosing
to the boards of the companies they own.” Only 16 percent of Americans say
that “shareholders should NOT be able to propose directors to sit on the boards
of the companies they own.”

e Nearly nine out of 10 investors (87 percent) say that “investors who lose their
retirement savings due to fraud and abuse should have the right to go to court
if necessary to recover those funds.” Only one in 10 American investors think
that “investor lawsuits clog up the courts and make it more expensive for com-
panies to run their businesses.”

e The number one reason for loss of investor confidence in the markets: “overpaid
CEOs and/or unresponsive management and boards” at (81 percent).

It is time for America to get back on the road of prudent financial regulatory over-
sight and increased corporate accountability. We urge you to recognize the dev-
astating impact that a lack of appropriate regulation and accountability has had on
our economy. In order to restore the confidence of investors in our capital markets,
it is now necessary to take the following steps:

1. Strengthen the regulation of the markets. Key reforms needed to protect the inter-
ests of shareowners include the following:

o Beef up the Securities and Exchange Commission (SEC). Congress should as-
sess the funding needs of the SEC and take steps to bring the agency as quickly
as possible to the point that it can fully carry out its mission of oversight of
the markets and financial professionals in order to protect and advocate for in-
vestors. Among other priorities, the SEC should impose requirements for the
disclosure of long and short positions, enhance disclosures for private equity
firms bidding for public companies, and require both the registration of hedge
fund advisors with the Commission as investment advisors and additional dis-
closures of the underlying hedge fund. Following the request of the Administra-
tion, the SEC should be given additional authority to create a full-fledged fidu-
ciary standard for broker dealers, so that the interests of clients who purchase
investment products comes before the self interest of the broker. The SEC Divi-
sion of Enforcement should be unshackled to prosecute criminal violations of the
Federal securities laws where the Department of Justice declines to bring an
action.

e Clear the way for forfeiture of compensation and bonuses earned by manage-
ment in a deceptive fashion. Legislation should be adopted to allow for the
“clawing back” of incentive compensation and bonuses paid to corporate execu-
tives based on fraudulent corporate results, and should provide for enforcement
through a private right of action. There is no reason why directors and execu-
tives should not give back ill-gotten gains when innocent shareowners are vic-
timized by crippling losses. The outrageous bonuses at AIG, Morgan Stanley,
and other banks responsible for our financial meltdown were not deserved and
should not be allowed to stand. If they know their compensation is on the line,
corporate managers and directors will be less likely to engage in or turn a blind
eye toward fraud and other wrongdoing.

e Strengthen State-level shareowner rights. Corporation structures and charters
are regulated under State law. The corporate law in most States has not clari-
fied the rights, responsibilities and powers of shareholders and directors or
ways that they should communicate outside of annual general meetings. If regu-
lation to strengthen shareholder rights does not occur at the Federal level, it
will be up to the States to move forward. State corporate law should require
proxy access, majority voting and the reimbursement of solicitation expenses in
a board challenge. We would encourage robust competition among States for
corporate charters based on a race to the top for improved shareowner rights.
If necessary, Federal law should be changed to allow for shareholders to call
a special meeting to reincorporate in another State by majority vote, in order
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to avoid being shackled by the corporate State laws that put the interests of
management ahead of shareowners.

Protect whistleblowers and confidential sources who expose financial fraud and
other corporate misconduct. Confidential informants—sometimes called “whis-
tleblowers”—are of immeasurable value in discovering and redressing corporate
wrongdoing. The information provided by these individuals may be crucial to
victims’ ability to prove their claims. Often, these individuals only come forward
because they believe their anonymity will be preserved. If their identities were
known, they would be open to retaliation from their employers and/or others
with an interest in covering up the wrongdoing. Whistleblowers might lose their
job or suffer other harm. Legislation is needed to clearly state that the cor-
porate whistleblowers and other confidential informants will be protected when
they step forward.

II. Increase the accountability of boards and corporate executives. Key reforms needed

to protect the interests of shareowners include the following:

Allow shareowners to vote on the pay of CEOs and other top executives. Cor-
porate compensation policies that encourage short-term risk-taking at the ex-
pense of long-term corporate health and reward executives regardless of cor-
porate performance have contributed to our current economic crisis.
Shareowners should have the opportunity to vote for or against senior executive
compensation packages in order to ensure managers have an interest in long-
term growth and in helping build real economic prosperity. The recently enacted
stimulus bill requires all companies receiving TARP bail-out funds, nearly 400
companies, to include a “say-on-pay” vote at their 2009 annual meetings and
at future annual meetings as long as they hold TARP funds. It is now time for
Congress to implement Treasury Secretary Geithner’s plan for compensation re-
form by passing “say-on-pay” legislation for all companies and to make it per-
ni)a{lent as the center piece of needed reforms to encourage executive account-
ability.

A key item to making the advisory vote meaningful will be not to permit bro-
kers to cast votes on management sponsored executive compensation proposals
as was recently done by the SEC in support of changes to NYSE Rule 452 in
board elections. Stockbrokers who hold shares in their own name for their client
investors have no real economic interest in the underlying corporation but can
cast votes on routine items on the proxy. These pay votes are not routine items
and should not be treated as such by investors, issuers or the regulators and
we do not believe would be the intent of Congress if they give authorization to
the SEC to require advisory votes on pay. Brokers almost universally vote for
management’s nominees and proposals and, in effect, interfere with shareowner
supervision of the corporations they own.

Empower shareowners to more easily nominate directors for election on cor-
porate boards through proxy access. The process for nominating directors at
American corporations is dominated today by incumbent boards and corporate
management. This is because corporate boards control the content of the mate-
rials that companies send to shareholders to solicit votes (or “proxies”) for direc-
tor elections, including the identification of the candidates who are to be consid-
ered for election. The result is that corporate directors often are selected based
on their allegiance to the policies of the incumbent board, instead of their re-
sponsiveness to shareowner concerns. Unless they can afford to launch an ex-
pensive independent proxy solicitation, shareowners have little or no say in se-
lecting the directors who are supposed to represent their interests. The solution
is to enable shareowners, under certain circumstances, to require corporate
boards to include information about candidates nominated by shareowners in
the company’s proxy materials.

We are very encouraged that the SEC is in the process of rule making on the
issue but this is such an important right that we believe that it should not be-
come a political football for future commissions. There needs to be long-term
consistency in securities law and the Exchange Act is the appropriate place to
clearly codify the authority that the Commission has to require the disclosure
of nominees running for board seats. And to further enunciate that access to
the proxy is fundamental to free and fair elections for directors.

Require majority election of all members of corporate boards at American com-
panies. Corporate directors are the elected representatives of shareowners who
are responsible for overseeing management. Under the default rule applicable
to virtually every corporation in the United States, however, corporate directors
can be elected with just a single affirmative vote, even if that director’s can-
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didacy is opposed by the overwhelming majority of shareowners. While a few
corporations have adopted policies that would require a director to receive sup-
port of the majority of shareowners in order to be elected, most corporations—
particularly those not in the S&P 500—have not. True majority voting should
be mandatory in every uncontested director election at all publicly traded cor-
porations.

Split the roles of chairman of the board and CEO in any company. (1) receiving
Federal taxpayer funds, or (2) operating under Federal financial regulations. It
already is the practice in most of the world to divide these two key positions
so that an independent chairman can serve as a check on potential CEO abuses.
Separation of the CEO and board chair roles helps to ensure good board govern-
ance and fosters independent oversight to protect the long-term interests of pri-
vate shareowners, pension funds and institutional investors. A strong inde-
pendent chair can help to address legitimate concerns raised by shareowners in
a company. Splitting these roles and then requiring a prior shareowner vote to
reintegrate them would be in the best interests of investors.

Allow shareowners to call special meetings. Shareowners should be allowed to
call a special meeting. Shareowners who own 5 percent or more of the stock of
a company should be permitted, as they are in other countries, to call for a spe-
cial meeting of all shareowners. They also should be given the right to call for
a vote on reincorporation when management and corporate boards unduly use
State laws detrimental to shareowner interests to entrench themselves further.

Improve financial transparency. Key reforms needed to protect the interests of
shareowners include the following:

Crackdown on corporate disclosure abuses that are used to manipulate stock
prices. Shareowners in securities fraud cases have always had the burden of
proving that defendants’ fraud caused the shareowners’ losses. When corporate
wrongdoers lie to shareowners and inflate the value of publicly traded stock
through fraudulent and misleading accounting statements and other chicanery,
those culpable parties should be held responsible for the damage wrought on
the investing public that is caused by their fraud. Defendants should not be al-
lowed to escape accountability to their shareowners for fraudulent conduct sim-
ply by cleverly timing the release of information affecting a company’s stock
price.

Improve corporate disclosures so that shareowners can better understand long-
term risks. To rebuild shareowner confidence regulators should emphasize
transparency by creating more mechanisms for comprehensive corporate disclo-
sure. The SEC should devote particular attention to the adequacy of disclosures
concerning such key factors as credit risk, financial opacity, energy and climate
risk and those reflecting the financial challenges to the economy as identified
by the transition team and the new Administration. The SEC should develop
internal expertise on issues such as environmental, social, and governance fac-
tors that pose material financial risks to corporations and shareowners, and
also to require disclosure of these types of risks.

Protect U.S. shareowners by promoting new international accounting standards.
Our current financial crisis extends far beyond the borders of the U.S. and has
affected financial markets and investors across the globe. Part of the problem
has been a race to the bottom in favor of a more flexible international account-
ing standard that would decrease disclosure protection for the average investor.
The current crisis makes a compelling case for why we need to slow down the
movement toward the use of international accounting standards that could pro-
vide another back door route to financial deregulation and further erode con-
fidence in corporate book keeping. A slower time frame is necessary to protect
shareowners and allow the Administration to reach out to other governments
that share a commitment to high accounting and transparency standards.

IV. Protect the legal rights of defrauded shareowners. Key reforms needed to protect

the rights of shareowners include the following:

Preserve the right of investors to go to court to seek justice. Corporate and fi-
nancial wrongdoers in recent years have effectively denied compensation to vic-
tims of fraud by requiring customers to sign away their rights to access Federal
courts as individuals and participate with other victims in class actions when
their individual claims are small. Absent the ability to proceed collectively, indi-
viduals have no means of redress because—as the wrongdoers know—it 1s fre-
quently economically impossible for victims to pursue claims on an individual
basis. The ability of shareowners to take civil actions against market wrong-
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doers provides an effective adjunct to securities law enforcement and serves as
a strong deterrent to fraud and abuse. Shareowners should have the right to
access Federal courts individually or as a member of a class action.

e Ensure that those who play a role in committing frauds bear their share of the
cost for cleaning up the mess. What is known as private “aiding and abetting”
liability is well established in criminal law, and private liability for engaging
in an unlawful and fraudulent scheme is widely recognized in civil law. In cases
of civil securities fraud, however, judicial decisions effectively have eliminated
private liability of so-called “secondary actors”—even when they knowingly par-
ticipated in fraud schemes. Eliminating the private liability of such “secondary
actors” as corporate accountants, lawyers and financial advisors has proven dis-
astrous for shareowners and the economy. Most recently, in the subprime mort-
gage-backed securities debacle, bond rating agencies—who were paid by the
very investment bankers who created the securities they were asked to rate—
knowingly gave triple-A ratings to junk subprime debt instruments in order to
generate more business from the junk marketers. The immunity from private
liability that these culpable third parties currently enjoy should be eliminated.

e Allow State courts to help protect investor rights. The previous decade saw the
greatest shift in governmental authority away from the States and to the Fed-
eral Government in our history. The effect of this shift was to deny individuals
their legal rights under State laws and to protect corporate defendants. Cor-
porate interests and an Administration devoted to the ideology of deregulation
used the “doctrine of preemption” (that Federal law supersedes State law) to
bar action at the State level that could have stopped many of the abuses in
subprime mortgage lending that are now at the heart of our economic crisis. In-
deed, State attorneys general were blocked from prosecuting subprime lenders
who violated State laws. The integrity of State law should be restored and both
State officials and shareowners should be allowed to pursue remedies available
under State law. Federal policy should make clear that State law exists coexten-
sivelalf with Federal regulations, except where State law directly contradicts Fed-
eral law.

In conclusion, I would like to thank the Chairman for the opportunity to testify
today. Rebuilding investor confidence in the market depends upon thoughtful policy
making that expands investor rights and authorizes the SEC to strengthen its advo-
cacy role on behalf of all Americans’ financial security. I would be pleased to answer
any questions.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM MEREDITH B. CROSS

Q.1. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to
require such a vote, what specifically should be voted on, and how
often?

A.1. As you noted, this topic has been widely discussed, and a num-
ber of issues have been raised. One issue relates to what precisely
the shareholders would vote on if given a vote. Shareholders could
cast a nonbinding vote on the compensation of executives, as dis-
closed pursuant to the Commission’s compensation disclosure rules.
This is what Section 111(e) of the Emergency Economic Stabiliza-
tion Act of 2008 requires for TARP recipients. Alternatively, share-
holders could be asked to cast a nonbinding vote on the company’s
compensation philosophy, policies and procedures, as described in
the Compensation Discussion and Analysis. As you note, another
issue to consider would be the frequency of any such vote, which
some have suggested either be annually or once every 2-3 years.
While these are just a few of the many issues that would need to
be considered with regard to shareholder advisory votes on pay, the
Commission has not expressed a view about this topic.

As you may know, the Commission recently proposed rules to im-
plement the “say-on-pay” requirement in Section 111(e) of the
Emergency Economic Stabilization Act of 2008. The proposed rule
would require TARP recipients to provide a separate shareholder
vote to approve the compensation of the company’s executives in
proxies solicited during the period in which any obligation arising
from Federal assistance provided under the TARP remains out-
standing. In the proposing release, the Commission requested com-
ment about whether the proposed rule should include more specific
requirements regarding the manner in which TARP recipients
should present the shareholder vote on executive compensation.
Any information received in response to that request for comment
will be instructive for the proposed rule for TARP companies.

Q.2. How do we make sure boards can be an effective check on
management?

A.2. The recent market crisis has led many to raise serious ques-
tions and concerns about the accountability and responsiveness of
companies and boards of directors, including questions about
whether boards are exercising appropriate oversight of manage-
ment. State corporate law and stock exchange listing standards
play an important role in addressing this question. As for the Com-
mission, in recent months, it has worked diligently to address those
questions and concerns. As Chairman Schapiro has said, one of the
most effective means of providing accountability is to give share-
holders a meaningful opportunity to exercise the rights they have
under State law to nominate directors. The Commission’s proposed
rules to facilitate the ability of shareholders to exercise their rights
to nominate directors would provide shareholders a greater oppor-
tunity to hold directors accountable. The possibility that share-
holders may take advantage of the rules, if adopted, may encourage
directors to take a more active role in the oversight of manage-
ment.
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The Chairman also has stated that shareholders should also be
informed about how compensation structures and practices drive
an executive’s risk-taking. In an effort to improve the information
provided to shareholders on this topic, the Commission recently
proposed rules to require greater disclosure about how a company
and its board manage risks, particularly in the context of setting
and overseeing compensation. Requiring companies to provide en-
hanced disclosure in proxy statements about the relationship of a
company’s overall compensation policies to risk would enable share-
holders to make more informed investment and voting decisions.

Q.3. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.3. The Chairman believes that directors must be sufficiently
independent of management so that they will ask the difficult ques-
tions; directors also must be skilled enough to know what questions
need to be asked. A qualified and independent board is the best
means of ensuring that management is fully engaged. While the
Commission generally does not prescribe these governance rules,
the Commission’s disclosure rules are designed to provide inves-
tors—who elect directors—with information about director inde-
pendence and qualifications.

Q4. Is a better approach to making sure boards and management
understand what is going on inside their companies to shrink the
size and scope of the companies?

A4, 1 can assure you that the Commission understands the con-
cerns raised, in light of the recent turmoil in our markets, about
board and management oversight of companies; however, deter-
minations regarding the appropriate size and scope of companies is
probably best left to markets and shareholders. While we will con-
tinue to consider ways that we can enhance our disclosure rules to
provide meaningful additional information to investors, we know
that Congress is also taking steps to address corporate governance
reforms. We look forward to working with you as you move for-
ward, and lending our expertise where appropriate.

Q.5. For proxy access, how large of a block of shareholders should
have to request that the item be included?

A.5. The Commission recently proposed changes to the proxy rules
to facilitate shareholder director nominations, which is often re-
ferred to as “proxy access.” Proposed Rule 14a-11 under the Ex-
change Act would require, under certain circumstances, a company
to include shareholder nominees for director in the company’s
proxy materials. Under the proposed rule, a nominating share-
holder or group would be eligible to have a nominee included in a
company’s proxy materials if the nominating shareholder or group
beneficially owns, as of the date of the shareholder notice regarding
the nomination, a certain percentage of the company’s securities
entitled to be voted on the election of directors, which range from
1 percent to 5 percent depending on the size of the company. The
proposal would require a nominating shareholder to have held the
securities for at least 1 year. The staff will consider carefully the
comments submitted regarding ownership thresholds and other re-
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quirements when making a recommendation to the Commission as
to the appropriate threshold for any final rule adopted.

Q.6. What are issues that shareholders should have an opt out or
opt in vote on?

A.6. The idea of an opt in or opt out vote has been discussed re-
garding a number of governance proposals. With respect to our
pending proposal to facilitate shareholder director nominations, the
Commission requested comment about whether or not shareholders
should be able to vote to opt out of the proposed mechanism for
shareholder director nominations, or vote to choose a different
mechanism to nominate directors. We are currently considering the
responses to our request for comment on this issue, which reflect
a wide range of views.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM JOHN C. COATES IV

Q.1. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to
require such a vote, what specifically should be voted on, and how
often?

A.1. T would suggest following the U.K. model, as in S. 1074: The
shareholder advisory vote would be on the disclosure of compensa-
tion to top executives as disclosed in the annual proxy statement,
as required by current SEC rules on compensation disclosure and
analysis, which calls for a specific report on executive compensa-
tion.

Q.2. How do we make sure boards can be an effective check on
management?

A.2. Making boards effective checks on management is one of the
central goals of corporate governance—and as I emphasized in my
testimony, much uncertainty persists about how to best achieve
that goal, even among academic specialists who generally agree on
both that goal and how to study progress toward that goal. In gen-
eral, making sure that shareholders have sufficient information
and tools to nominate and elect effective board members is a key
first step. A second is to make sure that boards themselves have
effective access to information (see answer to Question 3 below). A
third is to make sure that boards themselves have the incentives
and resources to take action when needed. Each of the steps I
favor—“say-on-pay”; making a split chairman/CEO split a default
rule for large operating companies, subject to opt out by share-
holders; and shareholder access of the kind proposed by the SEC
(subject to modifications that were suggested by a number of pro-
fessors at the Harvard Law and Business Schools, including myself,
available here: http://blogs.law.harvard.edu /corpgov/files/2009/
08/hbs__hls-letter-to-sec_ 0946.pdf—would be helpful steps, as they
would represent what are likely to be modest improvements that
do not impose irrevocable mandatory rules or high costs on most
companies. Still, it should be recognized that ideal corporate gov-
ernance is not likely to ever be fully achieved, but is something
that must be continually pursued.
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Q.3. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.3. As firms grow in size in complexity, it may not be a practical
goal to expect boards or even top management to always know ev-
erything is going on inside the firms they run, any more than it
is practical for officials in the U.S. Government to know everything
that is going on inside the organization they oversee. What is im-
portant is enable shareholders most effectively to choose and over
time modify a system of governance that provides both them and
boards with ready access to information about their companies, and
with the right incentives and tools to focus on the most important
activities their companies undertake, and the most important risks
their companies face. What has been disheartening about the re-
cent crisis is that well-regarded boards at prominent financial com-
panies did not seem to be aware of some of the largest risks that
their companies faced. This may suggest that there may be natural
limits to the size and complexity of an organization that can be
safely managed by fallible humans. But if that is true, it would be
better, in my view, to let investors provide the feedback to boards
about that fact, as they raise the cost of capital for increased
growth, or use their rights as investors to control their companies,
than for such limits to be pursued directly as a matter of public
policy, as some have suggested (other than pursuant to existing
antitrust policy, which limits the concentration of any given indus-
try, and thus the size of firms operating in those industries).

Q.4. Is a better approach to making sure boards and management
understand what is going on inside their companies to shrink the
size and scope of the companies?

A.4. See answer to Question 3.

Q.5. For proxy access, how large of a block of shareholders should
have to request that the item be included?

A5. See hittp://blogs.law.harvard.edu [corpgov/files /2009 /08 /
hbs _hls-letter-to-sec 0946.pdf, where others and I suggest a limit
of 5-10 percent. However, as noted in my testimony, I do not be-
lieve that this kind of detail in implementing proxy access is some-
thing that should be done in legislation—but rather, through SEC
rule-making. The most important thing the Congress can and
should do on proxy access is to affirm in clear terms that the SEC
has the authority to adopt rules in this area, and perhaps to man-
date that the SEC revisit its rules after some period of time, and/
or report on the effects of proxy access, perhaps with a statutory
opt out right for shareholders that do not want their companies to
be subject to such rules.

Q.6. What are issues that shareholders should have an opt out or
opt in vote on?

A.6. Nearly all rules of internal governance at public companies
should be subject to an opt out or an opt in by shareholders. The
only exceptions would be (a) where there is some nonshareholder
constituency that might be directly affected by the decision to opt
out, (b) where the rules concern disclosure—which is the predicate
for investors to exercise their powers (including the power to opt
out of default governance provisions), or (c) where the rule is de-
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signed to protect minority shareholders from majority or control
shareholders, as opposed to insure that managers serve the inter-
ests of all shareholders. In general, I favor opt outs where the evi-
dence suggests that the rule in question is beneficial for most com-
panies, as with “say-on-pay” advisory shareholder votes, or where
the difficulty (legal and/or financial) of opt ins is sufficiently high
that shareholders have a difficult time acting collectively to change
the governance rules at their companies, as with proxy access
(where a combination of costs and legal obstacles—such as past de-
cisions of the SEC itself—have long stymied efforts by shareholders
to implement their own rules requiring proxy access). I favor opt
ins where the rule is either best for a minority of companies, or
where evidence does not support any particular rule as the best for
most companies, as long as the ability of shareholders to pursue
their own governance systems have not been effectively blocked by
costs or legal impediments.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM JOHN C. COATES IV

Q.1. Professor, in your testimony you support the idea of a Govern-
ment-mandated shareholder vote on compensation or a “say-on-
pay.” You sight the “improved link between executive pay and cor-
porate performance in the U.K.” after its adoption there even
though only five companies in England have lost shareholder votes
on executive pay this year. Does it occur to you that this “say-on-
pay” model no longer works? The vast majority of shares in the
U.S. aren’t held by an average investor sitting at home. If it is true
that shares are primarily held by mutual funds and the ownership
of the stock is a derivative instrument. How does a Government-
mandated “say-on-pay” vote get the participation that the 23 com-
panies in the U.S., who have already offered “say-on-pay” votes on
their own, not get?

A.1. The fact that few U.K. firms have lost “say-on-pay” votes is
not a sign of “say-on-pay’s” ineffectiveness. It only takes a few
high-profile losses for incumbent managers to get the message.
That is what the evidence suggests has happened in the U.K. As
I noted in my testimony, the best evidence suggests that “say-on-
pay” tightened the link between pay design and performance, and
that many firms improved their pay practices both before and after
“say-on-pay” votes, including votes that were technically “won” be-
cause they received bare majorities in favor.

You are right that most stock is now held by institutions, and
only indirectly by individuals. Institutions such as mutual funds,
however, owe a responsibility to their investors to use their voting
power responsibly, and generally do so, in my view. In effect, insti-
tutional investors are representative bodies, as is the Senate. If in-
stitutional investors use their “say-on-pay” vote powers irrespon-
sibly, they will be disciplined by market forces in many instances,
and where markets do not effectively control institutional inves-
tors, there may need to be regulation or reform of those institutions
through the political process—as may be the case, for example,
with public pension funds. But potential problems with institu-
tional shareholders have nothing to do with “say-on-pay”—if there
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are problems with institutions, they also extend to ordinary voting
rights that they already possess, to vote for and against mergers,
for example.

Finally, you ask why not continue to shareholders of companies
effectively opt in to “say-on-pay,” as a small number of companies
have done, rather than mandate “say-on-pay” for all companies? To
be clear, I believe that any “say-on-pay” rule should permit share-
holders to opt out of the rule, and I would expect shareholders at
some companies to do so. The rule is thus not a “mandate” in the
sense of uniformly mandatory. Thus, the difference between the
status quo and the rule I would support boils down to whether one
thinks that most (not all) companies would be better off with “say-
on-pay.” As my testimony suggests, the best evidence is that “say-
on-pay” advisory votes—which, after all, are only advisory, and
have no binding effect on companies—improve pay practices gen-
erally, and thus would be good for most public companies. What
the adoption of “say-on-pay” would achieve is to speed up the proc-
ess of reform, and to eliminate the costs associated with share-
holder efforts to adopt the rules that a small but growing number
of companies have already adopted. Those costs are substantial—
to wage a proxy contest to pressure managers to adopt “say-on-pay”
rules requires expensive lawyers and regulatory filings, all paid for
by shareholders, while incumbent managers use company (i.e.,
shareholder) funds to oppose those efforts, even (at times) when
managers know or expect most shareholders support the rules.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM ANN YERGER

Q.1. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to
require such a vote, what specifically should be voted on, and how
often?

A.1. There is broad agreement among Council members on the in-
herent value of an advisory shareowner vote on executive com-
pensation as a feedback mechanism and dialogue tool, but opinions
differ on the frequency and type of votes. Many investors, such as
the AFSCME Employees Pension Plan, favor one vote every year
on the pay of the “named executive officers (NEOs) set forth in the
proxy statement’s Summary Compensation Table (the “SCT”) and
the accompanying narrative disclosure of material factors provided
to understand the SCT (but not the Compensation Discussion and
Analysis).”

Annual, advisory shareowner votes on executive compensation
are required in Australia, Sweden, and the United Kingdom. In
fact, U.K. regulations requiring such votes went into effect in 2002,
and are held on “remuneration reports” covering both the quan-
titative and qualitative aspects of executive compensation, includ-
ing the nature of and rationale for performance conditions tied to
incentive payouts. “Say-on-pay” votes in the U.K. have resulted in
“better disclosure, better and more dialogue between shareholders
and companies, and more thought put into remuneration policy by
directors,” according to David Paterson, research director of U.K.-
based Research, Recommendations and Electronic Voting, a proxy
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advisory service. British drugmaker GlaxoSmithKline (GSK) is a
case in point. In 2003, 51 percent of GSK shareowners protested
the CEQ’s golden parachute package by either voting against or ab-
staining from voting on the company’s remuneration report.
Stunned, the GSK board held talks with shareowners and the next
year reduced the length of executive contracts and set new per-
formance targets, muting investor criticism. Other U.K. companies
got the message and now routinely seek investor input on com-
pensation policies.

The annual-vote aspect of the AFSCME resolution and the U.K.
vote aligns with the Council’s own policy on the subject, which
reads, “All companies should provide annually for advisory
shareowner votes on the compensation of senior executives.” As
mentioned in the background material to the Council’s policy, an
annual vote would allow shareowners to provide regular, timely
feedback on the board’s recent executive pay decisions. And annual
votes would allow companies and their shareowners to gauge the
trend in support for pay decisions. So we do specify that the “say-
on-pay” vote should be annual and should be on senior executive
compensation. But our policy gives boards the flexibility to deter-
mine exactly what disclosures should be covered by the vote (i.e.,
the Summary Compensation Table by itself vs. the SCT plus ac-
companying qualitative disclosures in the CD&A).

This was discussed in the background statement to our “say-on-
pay” policy: “While the push by investors for shareowner votes on
pay has made significant headway in a short time, thoughts are
still evolving on how best to implement the reform. Therefore, the
Council’s draft updated policy endorses the concept of advisory
shareowner votes on executive compensation, but stops short of dic-
tating the precise contents of such a vote.”

Q.2. How do we make sure boards can be an effective check on
management?

A.2. As noted by renowned corporate governance expert Nell
Minow, “Boards of directors are like subatomic particles. They be-
have differently when they are observed.” The Council of Institu-
tional Investors believes boards would be a more effective check on
management if an overwhelming number of directors are inde-
pendent of management and if shareowners could hold directors ac-
countable for their performance. As a result, the Council strongly
supports mechanisms—including majority voting for directors, ad-
visory votes on executive compensation and access to the proxy—
that empower shareowners to truly exercise their rights to elect
and remove directors.

We believe federalization of these standards is appropriate and
indeed essential to the investing public. While the Council appre-
ciates that 50 governors, and likely many other self-interested par-
ties, oppose federalization of these basic rights, the Council believes
their opposition would be overwhelmed by the support of the mil-
lions of U.S. citizens and investors who have suffered profound
losses from the many market disruptions that have occurred in re-
cent years, including the dot-com bubble, the corporate scandals of
the early part of this decade, and most recently, the financial crisis.
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Q.3. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.3. Robust, timely public disclosures are essential for providing
outside parties insights into the performance of boards and man-
agement of large and small companies.

Since audited financial statements are a primary sources of infor-
mation available to guide and monitor investment decisions, tough
audit standards and strong accounting standards are critical to en-
suring that financial-related disclosures are of the highest quality.

Auditors, financial analysts, credit-rating agencies and other fi-
nancial “gatekeepers” play a vital role in ensuring the integrity and
stability of the capital markets. They provide investors with timely,
critical information they need, but often cannot verify, to make in-
formed investment decisions. With vast access to management and
material nonpublic information, financial gatekeepers have an inor-
dinate impact on public confidence in the markets. They also exert
great influence over the ability of corporations to raise capital and
the investment options of many institutional investors. Given their
power, the Council of Institutional Investors believes financial
gatekeepers should be transparent in their methodology and avoid
or tightly manage conflicts of interest. Robust oversight and gen-
uine accountability to investors are also imperative. Regulators
should remain vigilant and work to close gaps in oversight. Contin-
ued reforms are needed to ensure that the pillars of transparency,
independence, oversight and accountability are solidly in place.

Q.4. Is a better approach to making sure boards and management
understand what is going on inside their companies to shrink the
size and scope of the companies?

A.4. The Council of Institutional Investors has no formal position
on this issue. Regarding entities that may pose a systemic risk to
the financial system at large or the economy at large, an inde-
pendent task force, the Investors’ Working Group (IWG), cospon-
sored by the CFA Institute Centre for Financial Integrity and the
Council of Institutional Investors, recommended that policy makers
consider the following:

¢ Designating a systemic risk regulator, with appropriate scope
and powers.

o Adopting new regulations for financial services that will pre-
vent the sector from becoming dominated by a few giant and
unwieldy institutions. New rules are needed to address and
balance concerns about concentration and competitiveness.

e Strengthening capital adequacy standards for all financial in-
stitutions. Too many financial institutions have weak capital
underpinnings and excessive leverage.

e Imposing careful constraints on proprietary trading at deposi-
tory institutions and their holding companies. Proprietary
trading creates potentially hazardous exposures and conflicts
of interest, especially at institutions that operate with explicit
or implicit Government guarantees. Ultimately, banks should
focus on their primary purposes, taking deposits and making
loans.
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e Consolidating Federal bank regulators and market regulators.
Regulation of banks and other depository institutions may be
streamlined through the appropriate consolidation of pruden-
tial regulators. Similarly, efficiencies may be obtained through
the merger of the SEC and the Commodity Futures Trading
Commission (CFTC).

e Studying a Federal role in the oversight of insurance compa-
nies.

IWG members strongly believed that all firms should be able to
fail. As a result, it recommended that “Congress should give regu-
lators resolution authority, analogous to the Federal Deposit Insur-
ance Corporation’s authority for failed banks, to wind down or re-
structure troubled, systemically significant nonbanks.”

Q.5. For proxy access, how large of a block of shareholders should
have to request that the item be included?

A.5. The Council endorses the following policy regarding
shareowner access to the proxy:

Companies should provide access to management proxy materials
for a long-term investor or group of long-term investors owning in
aggregate at least 3 percent of a company’s voting stock, to nomi-
nate less than a majority of the directors. Eligible investors must
have owned the stock for at least 2 years. Company proxy mate-
rials and related mailings should provide equal space and equal
treatment of nominations by qualifying investors.

To allow for informed voting decisions, it is essential that inves-
tors have full and accurate information about access mechanism
users and their director nominees. Therefore, shareowners nomi-
nating director candidates under an access mechanism should ad-
here to the same SEC rules governing disclosure requirements and
prohibitions on false and misleading statements that currently
apply to proxy contests for board seats.

Q.6. What are issues that shareholders should have an opt out or
opt in vote on?

A.6. The Council has no position on opt in/opt out votes for
shareowners. Council policies state that “shareowners should have
meaningful ability to participate in the major fundamental deci-
sions that affect corporate viability, and meaningful opportunities
to suggest or nominate director candidates and to suggest processes
and criteria for director selection and evaluation.”

In addition, the Council believes a majority vote of common
shares outstanding should be sufficient to amend company bylaws
or take other action that requires or receives a shareowner vote.
Supermajority votes should not be required. A majority vote of com-
mon shares outstanding should be required to approve:

e Major corporate decisions concerning the sale or pledge of cor-
porate assets that would have a material effect on shareowner
value. Such a transaction will automatically be deemed to have
a material effect if the value of the assets exceeds 10 percent
of the assets of the company and its subsidiaries on a consoli-
dated basis;
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e The corporation’s acquisition of 5 percent or more of its com-
mon shares at above-market prices other than by tender offer
to all shareowners;

¢ Poison pills;

e Abridging or limiting the rights of common shares to: (1) vote
on the election or removal of directors or the timing or length
of their term of office or (2) nominate directors or propose other
action to be voted on by shareowners or (3) call special meet-
ings of shareowners or take action by written consent or
change the procedure for fixing the record date for such action;
and

o Issuing debt to a degree that would excessively leverage the
company and imperil its long-term viability.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM ANN YERGER

Q.1. One of the proposals you support, which is supported by the
Administration, is to allow advisory shareowner votes on executive
pay. How would a Government-mandated “say-on-pay” vote have
prevented the current financial turmoil? How would a government
mandated “say-on-pay” vote prevent future financial turmoil when,
according to the American Federation of State, County, and Munic-
ipal Employees, 23 companies have allowed “say-on-pay” provisions
to proceed to a vote and shareholders have yet to vote down a sin-
gle executive pay plan in the U.S.?

A.1. The Council believes annual advisory shareowner votes on ex-
ecutive compensation would efficiently and effectively provide
boards with useful information about whether investors view the
company’s compensation practices to be in shareowners’ best inter-
ests. Nonbinding shareowner votes on pay would serve as a direct
referendum on the decisions of the compensation committee and
would offer a more targeted way to signal shareowner discontent
than withholding votes from committee members.

While advisory votes might not have prevented the current finan-
cial crisis nor might they prevent future financial turmoil, they
might induce compensation committees to be more careful about
doling out rich rewards, to avoid the embarrassment of shareowner
rejection at the ballot box. In addition, compensation committees
looking to actively rein in executive compensation could use the re-
sults of advisory shareowner votes to stand up to excessively de-
manding officers or compensation consultants.

Historically, early “volunteers” for corporate governance reforms
tend to be companies with the best practices and hence, nothing to
fear from the reforms. As a result, I am not surprised that
shareowners supported the compensation proposals of the 23 com-
panies identified by AFSCME. Of the thousands of other public
companies, I expect some would find that their owners do not sup-
port their compensation programs, and that this vote will provide
meaningful information to board and compensation committees.

In addition to the 23 companies identified by AFSCME, hundreds
of financial firms receiving aid under the U.S. Troubled Assets Re-
lief Program (TARP) were required to put their executive pay pack-
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ages to an advisory shareowner vote. And while some received
large “no” votes, “on average 88.6 percent of votes cast at 237 firms
that have disclosed results were in favor of management, according
to an analysis by David G. Wilson, a securities lawyer at Waller
Lansden Dortch & Davis who focuses on corporate governance mat-
ters,” according to a September 26, 2009, article in The Washington
Post. While some might attribute the high support votes to a fail-
ure of the advisory vote concept, others might attribute the support
levels to the pay restrictions imposed on these firms by the U.S.
Department of Treasury and the 2009 Economic Stimulus Act.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM JOHN J. CASTELLANI

Q.1. Professor Coates raised an interesting idea in his written tes-
timony. Rather than forcing a structure on all companies, he sug-
gests an opt out vote by shareholders every few years for some gov-
ernance proposals. That idea could be applied to proxy access and
advisory vote procedures as well instead of the Government decid-
ing what the rules will be. I want to know what you think of that
approach, of a mandatory opt in or opt out vote every few years to
decide certain matters. Please also comment on whether such a
vote should be an opt in or opt out vote.

A.1. Business Roundtable believes that shareholders and compa-
nies should have the ability to make choices about the governance
practices that are most appropriate for their circumstances. How-
ever, we do not believe that an “opt in” or “opt out” vote on dif-
ferent governance practices is necessary. Shareholders already
have the ability to communicate their views on whether to adopt
particular practices. They can do this through the shareholder pro-
posal process as well as procedures that companies have imple-
mented for shareholders to communicate with the board as a whole
and with particular directors. For example, shareholders who be-
lieve an advisory vote is necessary at their company can submit
shareholder proposals requesting such a vote. If other shareholders
agree, they can vote in favor of these proposals, and several compa-
nies have implemented advisory votes after proposals on this sub-
ject received significant shareholder support. Other companies have
taken different approaches to obtaining shareholder views on exec-
utive compensation, such as holding meetings with their large
shareholders or obtaining shareholder feedback through procedures
that allow shareholders to communicate with the board.

If Congress considers an “opt in” or “opt out” vote, we believe
that an “opt in” vote would be preferable. An “opt in” vote would
require shareholders to take the affirmative step of voting “for” a
specific governance practice before a company adopts it, which in
turn, would provide a more accurate indication that a critical mass
of shareholders favors the practice.

Q.2. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to
require such a vote, what specifically should be voted on, and how
often?
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A.2. If Congress requires an advisory vote on executive compensa-
tion, Business Roundtable believes that it should give companies
flexibility to structure the vote based on their individual compensa-
tion programs and packages. There are a number of approaches
companies could use, and that companies have taken to date, to
seek input on executive compensation through an advisory vote.
For example, companies could ask shareholders to vote on: (a) the
executive compensation tables in the annual proxy statement; (b)
the company’s compensation philosophy and procedures as de-
scribed in the Compensation Discussion and Analysis section of the
proxy statement; and/or (c¢) particular aspects of a company’s com-
pensation program, such as post-retirement benefits or long-term
incentive plans. In addition, there are different approaches compa-
nies could take with respect to the frequency of advisory votes. Al-
though many have suggested an annual vote, other practices are
likely to emerge. For example, the United Brotherhood of Car-
penters Pension Fund has proposed that companies hold advisory
votes once every 3 years. Accordingly, Business Roundtable does
not believe that a “one-size-fits-all” Federal legislative approach to
advisory votes on executive compensation is appropriate.

As an alternative to allowing companies and shareholders to de-
termine the specifics of advisory votes, Business Roundtable be-
lieves that Congress should give the Securities and Exchange Com-
mission (SEC) authority to adopt rules addressing matters such as
the frequency of the vote requirement, its applicability to particular
businesses or types of businesses, and the matter(s) to be voted on.
This administrative flexibility would allow the SEC to tailor the
application of voting requirements based on a range of factors and
to make changes over time. For example, the SEC proposed rules
in July 2009 to help implement the advisory vote requirement in
the Emergency Economic Stabilization Act of 2008 applicable to
companies receiving funds under the Troubled Asset Relief Pro-
gram. As the SEC noted in proposing these rules, their purpose is
to provide clarity about how to comply with the advisory vote re-
quirement while at the same time affording companies adequate
flexibility in making relevant disclosures about the vote.

Q.3. How do we make sure boards can be an effective check on
management?

A.3. Business Roundtable believes that an engaged and diligent
board of directors is the most effective mechanism for overseeing
management. One of the guiding principles in our Principles of
Corporate Governance (2005) states that “the paramount duty of
the board of directors is to select a chief executive officer and to
oversee the CEO and senior management in the competent and
ethical operation of the corporation on a day-to-day basis.”

We believe that the best way to provide for effective board over-
sight is to continue to foster the long tradition of addressing cor-
porate governance matters at the State level through private order-
ing by shareholders, boards and companies acting within the
framework established by State corporate law. In this regard, the
corporate governance landscape has undergone a sea change over
the past 6 years. Many of the corporate governance practices imple-
mented during this time—such as greater independent board lead-
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ership and majority voting in director elections—have occurred as
a result of voluntary reforms adopted by companies and their
shareholders under the auspices of enabling State corporate law
provisions, rather than through legislative or regulatory fiat. More-
over, under State corporate law, directors have fiduciary duties re-
quiring them to act in good faith, in the corporation’s best inter-
ests, and to exercise appropriate diligence in overseeing the man-
agement of the corporation, making decisions and taking other ac-
tions. In this regard, there are consequences under State corporate
law, as well as the Federal securities laws, for directors who fail
to perform their responsibilities.

Q.4. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.4. Business Roundtable believes that the most effective way for
a company’s board and management to remain informed is for the
company to have effective processes for communicating complete,
accurate, and timely information to the attention of the board and
management. Information flow between the board and senior man-
agement is critical, and well-functioning boards foster an environ-
ment that promotes candor and encourages management to bring
potential issues to the board early so that there are “no surprises.”
Moreover, as we recommend in our Principles of Corporate Govern-
ance (2005), a company’s nominating/governance committee should
assess the reporting channels through which the board receives in-
formation and see that the board obtains appropriately detailed in-
formation in a timely fashion. In situations where specialized ex-
pertise would be useful, the board and its committees should seek
advice from outside advisors who are independent of the company’s
management. In addition, it is senior management’s responsi-
bility—under the direction of the CEO and CFO—to establish,
maintain and periodically evaluate the corporation’s: (a) internal
controls (controls designed to provide reasonable assurance about
the reliability of the company’s financial information) and (b) dis-
closure controls (controls designed to see that a company records,
processes and reports information required in SEC filings in a
timely manner). In accordance with applicable law and regulations,
the CEO and CFO also are responsible for certifying the accuracy
and completeness of the financial statements and the effectiveness
of the company’s internal controls and disclosure controls.

Q.5. Is a better approach to making sure boards and management
understand what is going on inside their companies to shrink the
size and scope of the companies?

A.5. Business Roundtable does not believe that this is a better ap-
proach, nor is it consistent with the traditional U.S. approach to
encouraging a vibrant private sector. Well-structured and well-gov-
erned companies have the ability to deal with the size and scope
of their businesses because they have solid information flow be-
tween the board and management and they maintain effective in-
ternal controls.

Q.6. For proxy access, how large of a block of shareholders should
have to request that the item be included?
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A.6. Business Roundtable believes that a Federal proxy access
right is unnecessary and would have serious adverse consequences,
including promoting an unhealthy emphasis on short-termism at
the expense of long-term value creation, facilitating the election of
“special interest” directors, increasing the frequency of contested
elections and discouraging qualified directors from serving on cor-
porate boards. Therefore, we do not support a Federal proxy access
right. If Congress moves forward in this area, Business Roundtable
believes that proxy access should be available only to holders of a
significant, long-term interest in a company. Accordingly, we be-
lieve that the stock ownership threshold for individual share-
holders seeking to place nominees on company proxy statements
should be 5 percent of a company’s outstanding voting stock and
that the threshold for shareholders aggregating their shares should
be 10 percent. In either case, a “net long” ownership position—that
is, full voting and investment power with respect to the shares in
question—should be required.

In addition, we believe that proxy access should be available only
to shareholders who have demonstrated a commitment to a com-
pany and its business. Accordingly, we believe that shareholders
should have to satisfy the relevant stock ownership threshold for
a period of at least 2 years before they can nominate a director for
inclusion in the company’s proxy statement. Any shorter holding
period would allow shareholders with a short-term focus to nomi-
nate directors who, if elected, would be responsible for the creation
of long-term shareholder value. In addition, we believe that share-
holders should have to continue to satisfy the relevant ownership
threshold not just through the annual meeting at which their nomi-
nees are elected, but for the duration of the nominees’ service on
the board or at least through the term for which they nominated
the director.

Q.7. What are issues that shareholders should have an opt out or
opt in vote on?

A.7. As discussed above in the answer to Question 1, we do not be-
lieve that an “opt in” or “opt out” vote on different governance prac-
tices is necessary because shareholders already have the ability to
communicate their views on whether to adopt particular practices.
As an alternative to this approach, Business Roundtable supports
enhanced disclosure about companies’ corporate governance prac-
tices. For example, the SEC recently proposed rules that would re-
quire annual proxy disclosure about a company’s leadership struc-
ture and why the company believes it is the best structure for the
company, including discussion about whether the company com-
bines or separates the roles of chairman of the board and CEO and
whether the company has a lead independent director. Similarly,
Business Roundtable would support a “comply or explain” ap-
proach, which some non-U.S. markets already follow, that would
require companies to disclose whether they have adopted specific
governance practices, and if not, why not. Either of these alter-
natives would allow companies and shareholders flexibility in de-
termining the practices that are most appropriate for them, provide
transparency to shareholders and avoid a “one-size-fits-all” ap-
proach.



244

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM J.W. VERRET

Q.1. Professor Coates raised an interesting idea in his written tes-
timony. Rather than forcing a structure on all companies, he sug-
gests an opt out vote by shareholders every few years for some gov-
ernance proposals. That idea could be applied to proxy access and
advisory vote procedures as well instead of the Government decid-
ing what the rules will be. I want to know what you think of that
approach, of a mandatory opt in or opt out vote every few years to
decide certain matters. Please also comment on whether such a
vote should be an opt in or opt out vote.

A.1. Answer not received by time of publication.
Q.2. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to

require such a vote, what specifically should be voted on, and how
often?

A.2. Answer not received by time of publication.
Q.3. Are States responding to concerns about corporate governance

issues with changes to their own laws? Is there really a need to
federalize business laws?

A.3. Answer not received by time of publication.

Q.4. How do we make sure boards can be an effective check on
management?

A.4. Answer not received by time of publication.

Q.5. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.5. Answer not received by time of publication.

Q.6. Is a better approach to making sure boards and management

understand what is going on inside their companies to shrink the
size and scope of the companies?

A.6. Answer not received by time of publication.

Q.7. For proxy access, how large of a block of shareholders should
have to request that the item be included?

A.7. Answer not received by time of publication.

Q.8. What are issues that shareholders should have an opt out or
opt in vote on?

A.8. Answer not received by time of publication.

Q.9. Please provide any comments you may have on the proposed
Shareholders Bill of Rights Act, S. 1074, or otherproposed legisla-
tion.

A.9. Answer not received by time of publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM J.W. VERRET

Q.1. Professor, in your testimony you suggest alternative contrib-
uting factors for the Committee to investigate to determine the
“culprit” of the financial crisis. The first factor you suggest to in-
vestigate is the moral hazard problems created by the prospect of
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the Government bailout. Do you think that moral hazard problem
is stronger cause of the than corporate pay structure? Do you think
the distortions to the housing market cause by Fannie Mae and
Freddie Mac played a larger role in causing the financial crisis of
2008 than how a company pays its CEO?

A.1. Answer not received by time of publication.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM RICHARD C. FERLAUTO

Q.1. Professor Coates raised an interesting idea in his written tes-
timony. Rather than forcing a structure on all companies, he sug-
gests an opt out vote by shareholders every few years for some gov-
ernance proposals. That idea could be applied to proxy access and
advisory vote procedures as well instead of the Government decid-
ing what the rules will be. I want to know what you think of that
approach, of a mandatory opt in or opt out vote every few years to
decide certain matters. Please also comment on whether such a
vote should be an opt in or opt out vote.

A.1. The proxy access procedure that has been proposed by the
SEC aims to remove regulatory barriers to shareholders’ exercise
of their existing rights to nominate director candidates. It facili-
tates shareholders’ use of their nomination rights by recognizing
that in the modern system of proxy voting, the proxy statement
itself is the forum that used to occur at the shareholder meeting.
Accordingly, the proxy access procedure is a disclosure measure,
rather than a new substantive right.?

For that reason, I don’t believe it would be appropriate for com-
panies to opt in or opt out of the proxy access procedure. In the
same way that companies are not permitted to opt out of the appli-
cation of the SEC’s shareholder proposal rule or the executive com-
pensation disclosure requirements, they should not be allowed to
opt out of the proxy access procedure.

Of course, a company should be able to provide its shareholders
with a more shareholder-friendly form of access procedure than
that established by the SEC’s proposed rule. For example, a com-
pany could provide that holders of a lower percentage of out-
standing shares are entitled to invoke the proxy access procedure,
or it could allow nominating shareholders to include longer sup-
porting statements than the SEC’s rules contemplate.

The shareholder advisory vote on executive compensation does
not primarily address disclosure, and thus stands on different foot-
ing. My main concern about a regime in which “say-on-pay” would
not apply to companies for some period of time is that it imposes
significant delay on the process of obtaining shareholder voice,
should shareholders believe that such voice is needed to safeguard
shareholder value.

For instance, one could imagine a regime that would provide for
a vote of one kind or another every 3 years. At a company without

1T acknowledge that there are some who argue that section 14(a) of the Exchange Act does
not authorize the Commission to propose a proxy access procedure. Although I believe that the
Commission’s authority is clear in this regard, an explicit legislative grant of authority would
be useful in order to avoid unnecessary litigation and provide some measure of stability in this
area.
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“say-on-pay” where performance begins to suffer shortly before the
scheduled vote, but it does not become apparent that the pay-per-
formance relationship has been severed until shortly after the vote,
shareholders might have to wait almost 3 years to vote in favor of
applying or reinstating “say-on-pay.” As Bob Pozen, formerly of Fi-
delity, stated in criticizing the triggering requirements of the SEC’s
2003 proposed proxy access procedure, “two years is an eternity in
this game.” 2

In any event, the collective action problem facing shareholders,
which has been exhaustively analyzed in the academic literature,
argues in favor of an opt out procedure rather than an opt in proce-
dure. The weight given to management’s recommendations on
proxy issues—the opt in or opt out proposal would be a manage-
ment proposal, presumably—the well-documented expense and dif-
ficulty attendant to shareholder communication and the vote-boost-
ing effect of the New York Stock Exchange’s “broker-may-vote” rule
on management proposals all argue in favor of making applicability
of a governance feature the default, and requiring management to
convince shareholders that the company is so well-governed that
the governance feature would not be value enhancing.

Q.2. There has been a lot of talk about giving shareholders a vote
on pay packages, but little discussion of the details. If we were to
r?qui;“e such a vote, what specifically should be voted on, and how
often?

A.2. As proposed in H.R. 3269, the Corporate and Financial Insti-
tution Compensation Fairness Act of 2009, shareholders should be
given the opportunity to vote on “the compensation of executives as
disclosed pursuant to the Commission’s compensation disclosure
rules for named executive officers (which disclosure shall include
the compensation committee report, the compensation discussion
and analysis, the compensation tables, and any related materials,
to the extent required by such rules).” This vote should occur annu-
ally.

Q.3. How do we make sure boards can be an effective check on
management?

A.3. Many factors have an impact on board effectiveness, including
the skills, qualifications, and experience of directors; the independ-
ence and vitality of the board’s leadership; and the quality of the
information and advice provided to the board. However, the single
most important factor determining whether the board can and will
effectively oversee management is whether board members feel
they work for the shareholders. If shareholders do not have a
meaningful role in nominating and electing directors, they will not
engage in robust monitoring. As Relational Investors’ Ralph Whit-
worth has said, “you dance with who brought you.”3 Accordingly,
measures such as proxy access that enable shareholders to more
fully exercise their State-law right to nominate directors would be
very useful in improving board effectiveness.

2See “The Debate on Shareholder Access to the Ballot, Part I” (transcript of symposium at
Harvard Law School in October 2003), at 46 (available at http://www.law.harvard.edu/pro-
grams/olin _center/corporate governance/papers/03.bebchuk.debate-1.pdf).

38See, id. at 41.
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Q.4. How do we make sure boards and management know what is
going on inside the large firms they are supposedly running?

A.4. Keeping boards and managements informed enough to do their
jobs well requires different strategies. Members of management are
employees of the company and devote themselves full-time to its
management. The right reporting and information structures to en-
sure that senior managers are aware of what is happening will
vary tremendously from one company to another, depending on the
nature of the company’s business, the geographical reach of its op-
erations and other factors. As a result, it is not possible to pre-
scribe a single structure that works well for all companies.

Boards of directors, by contrast, are composed primarily of people
from outside the company and they meet to work on company busi-
ness only periodically. Many board members have demanding day
jobs; those who do not are often members of multiple boards or en-
gage in philanthropic or other pursuits that take significant time
and attention. Accordingly, information must be collected and syn-
thesized before presentation to the board, in order to use directors’
time efficiently.

It is important that a company’s senior management not have a
monopoly on the flow of information to the board; if it does, the
board functions more as a rubber stamp than as an effective mon-
itor and resource. Independent board leadership is the best way to
ensure that directors have access to all the information they need
to do their jobs well. An independent board chairman sets the
agenda and provides relevant information to directors; he or she
will include material furnished by members of senior management
but will also be able to provide outside perspectives. Where the
chairman is also the CEO, by contrast, his or her perspective will
dominate and outside information is less likely to be provided to
board members.

Q.5. Is a better approach to making sure boards and management
understand what is going on inside their companies to shrink the
size and scope of the companies?

A.5. It is possible that a company’s operations may become too
large, varied, and dispersed for adequate monitoring to be cost-ef-
fective. In the vast majority of cases, however, I believe that the
mechanisms discussed in response to Questions 3 and 4 will ad-
dress the problem of ensuring robust oversight.

Q.6. For proxy access, how large of a block of shareholders should
have to request that the item be included?

A.6. The thresholds proposed by the SEC in its current rule mak-
ing strike the right balance between ensuring that the access pro-
cedure is available only to shareholders with a substantial stake in
the company and fulfilling the objective of removing obstacles to
the exercise of shareholders’ State-law director nomination rights.

Q.7. What are issues that shareholders should have an opt out or
opt in vote on?

A.7. 1 do not favor, in the first instance, an opt in or opt out regime
for the governance reforms discussed at the hearing. As discussed
in the answer to Question 1, an opt in or opt out process is not ap-
propriate for disclosure measures. For other reforms, my support of
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an opt out regime would depend on how often the vote was held
and whether shareholders could quickly trigger an earlier vote if
circumstances warranted.
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