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LETTER OF TRANSMITTAL 

September 24, 1980 

To: All Members of the Committee on Banking, Housing and Urban Affairs 

Transmitted herewith is a Staff Report of the Securities and Exchange 
Commission on Corporate Accountability. The report is a re-examination of 
rules relating to shareholder communications, shareholder participation in the 
corporate electoral process and corporate governance generally. 

The Report should be of considerable interest to the general public, as 
well as Members of Congress and our colleagues in the Senate. Accordingly, 
I am making it available in the form of a Committee  Print. 

Sincerely, 

William Proxmire 
Chairman 
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FORWARD 

Publication of the Staff Report on 

ability marks the complekion of another 

be called the 

providing for 

issues and a 

has come to 

Proceeding, 

at emerging 

to date. When the 

Proceeding to 

Commission' s 

Corporate 

phase of 

Corporate 

Account- 

what 

Governance 

the first time a systematic look 

thoroughgoing review of developments 

1977, commenced this 

relating to shareholder 

Commission, in 

re-examine its rules 

communications, shareholder participation in the corporate 

and corporate governance generally, it 

pertaining to shareholder participation 

their corporations, as well as recent 

disclosures concerning a wide variety of questionable and 

illegal corporate practices evidencing a breakdown in 

had served to focus 

of corporate govern{nce 

process, 

subjects 

electoral process, 

noted that issues 

the governance of 

accountability 

on the 

hearings 

these issues 

corporate 

public attention 

accountability. 

The public 

underscore 

that followed served further to 

and provided the Commission with 

in 

the 

increased 

and 

valuable input. They also contributed significantly to the 

rulemaking initiatives which the Commission has undertaken 

in this area in the years since 1977 -- including both the 

enhanced proxy disclosure requirements concerning board 

composition, structure, and functioning, as well as the 

revisions in the proxy card designed to enable shareholders 

1 
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to better utilize this new information. Finally, the insights 

gained in those hearings and through the comment process are 

treated at length in the Staff Report which will form the 

basis for further Commission action in this area. 

The Commission is not, of course, alone in its interest 

in meeting the present challenges to the corporate governance 

and accountability processes in America. The Commission's 

actions over 

proceedings, 

initiatives 

including its enforcement 

accompanied by numerous private sector 

individual corporations and by 

of business executives, lawyers, and 

to further 

the pasf few years, 

have been 

-- both by 

organizations composed 

accountants -- designed 

by, ~mong other things, 

of directors. In addition, 

interest" group activities 

directors and 

constructive 

for legislation have 

advocates 

As a result of 

perhaps, by the same 

legislative proposals 

emerging with respect 

played by the board of 

process and ability 

managements and have, 

results. Finally, of 

been heard in 

of corporate reform in 

corporate accountability 

revitalizing the role of the board 

shareholder litigation and "public 

have heightened awareness among 

at times, produced 

course, increased calls 

recent years from 

the United States. 

initiatives -- and 

have led to the 

these various 

forces which 

some 

influenced, 

recent 

is 

be 

in this area -- a new consensus 

to the vital monitoring role to 

directors in the corporate account- 

the most desirable and appropriate 

4- 
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composition and structure of a board designed to play such 

an enhanced oversight role. The consensus is moving strongly 

towards greater participation by directors independent of 

management, currently calling for a board composed of at 

least a majority of independent directors, with properly 

functioning independent audit, compensation, and nominating 

committees, as essential to enhanced and effective corporate 

accountability. 

While this consensus is a broad one and a number of 

boards presently exceed it -- and although my own ideal 

board would also exceed it in certain respects -- the 

extent to which individual companies today comport with this 

goal varies extensively, as the proxy monitoring data contained 

in the Staff Report indicates. Moreover, as the Report also 

discusses, the issues surrounding the selection of directors who 

are substantively independent -- rather than independent merely 

in form -- and the creation of a board room environment conducive 

to effective board performance and accountability, as well as 

the questions of what the board and its committees actually 

do, or should do, and how they obtain the information necessary 

to meet their enhanced responsibilities, are critical ones that 

demand continuing attention. 

As the consensus on such issuesbuilds, however, the 

burden is beginning to shift to those corporations which have 

not as yet initiated such reforms to justify their failure to 
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do so. Assertions 

judicial forum, 

intervention is 

administrative 

that corporate 

importantly, are not 

bodies making independent 

It should be noted, 

concerning the proper role 

while extremely important, 

of the business judgment defense in the 

or protestations that increased federal 

unnecessary in the legislative and 

contexts, may well ring hollow to the extent 

boards of directors are not -- or, equally 

perceived as -- substantively independent 

and adequately-informed decisions. 

however, that the emerging consensus 

of corporate boards of directors, 

is only one part of the larger 

effort to enhance corporate accountability in America and 

forms only a portion of the Staff Report. In addition to 

advancing significantly the ongoing dialogue concerning the 

board as a corporate accountability mechanism, the Report 

also provides valuable insight on various, still nascent 

issues which raise important public policy considerations 

much broader than those dealt with directly by the securities 

laws, but which also impact, and are impacted by, any 

determination of the appropriate role to be played by 

shareholders in the corporate governance and accountability 

processes. 

Such emerging issues as the proper resolution of the 

dilemma facing institutional investors, which cannot avoid 

the exercise of their vast ownership powers -- for however 

institution votes or does not vote its proxy has important 

a n  

I, 
I 

f 
1 

r 
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federal securities laws in that process. 

Publication of the Staff Report does not signal the 

completion of the Commission's Corporate Governance 

or the work of the Corporate Accountability Task 

the 
4 

Proceed ing 

Force. 

Report. In all respects, I believe that the Report makes a 

valuable contribution to further consideration of the 

important issues facing the corporate accountability process 

in the 1980s, and of the future role of the Commission and 

consequences -- but which are subject to criticism from one 

quarter or another depending upon how they exercise that 

power, are central to maintaining corporate accountability 

and even the very structure of corporate America as we know 

it today. Similarly, the scope of the First Amendment rights 

and responsibilities of corporations announced recently by . 
I 

the Supreme Court in the Bellotti decision and the question /i 

of the appropriate role, if any, of corporate shareholders �9 

i 
in exercising those rights, are enormously important to the 

future of the American corporate system. In that context, 

questions concerning the disclosure of "socially significant 

information" and of information concerning �9 role of i! 
" i~] 

corporate political action committees have been raised and 
.% 

form two sub-issues of the broader question of the rightful ~i 
41 

P role and responsibilities of the corporation, its shareholders, .I 

its employees, and others in the social and political process. ~i 
| 

These vital issues, and others which must be addressed by 

thoughtful PeOPle both within and outside of the government 

f 
in the years ahead, are discussed at length in the Staff 
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Rather, the Report itself contains numerous 

for additional Commission and private sector 

increased Commission monitoring, 

and to facilitate further regulatory 

well as for 

developments 

necessary or 

governance 

interested 

critically 

staff proposals 

initiatives, as 

designed to track 

action if 

appropriate to enhance still further 

and accountability processes. Thus, I 

members of the public to not only read 

examine the data, views, and analysis 

in the Staff Report, but also to provide the 

Commission with their comments concerning the 

in the Report, other issues which they believe 

addressed, and those matters which become the 

future rulemaking and other initiatives. 

the corporate 

urge all 

and 

contained 

staff and the 

issues discussed 

should be 

subject of 

Notwithstanding whatever action the.Commission 

on the staff's recommendations -- which, of course, 

not exhaust the reach of the Commission's authority 

concerns -- the responsibility for the future of 

in the United States remains where it enterprise 

been -- in 

The 

and 

the individual corporate board rooms 

answers to the ultimate questions regarding 

vigorous corporate sector will, in the end, 

wisdom and sensitivity of decision-making in 

the boards consider the long-term 

the 

rooms; whether 

of their actions or satisfy 

expediencies; and, finally, 

the legitimate interests of 

may take 

do 

or 

private 

always has 

of America. 

an independent 

depend upon 

these board 

consequences 

themselves with short-term 

whether they recognize appropriately 

the society at large. 

13 
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These are fundamental questions that a Report of the 

staff of the Commission could not, and 

attempt to resolve -- but they are also 

public tells us they will not ignore. 

the relationship between business and 

adversary one based on distrust, the prognosis 

there fore did not, 

issues which the 

To the extent that 

society is an 

is for ever- 

regulation and legislation. In the 

the future of private enterprise in 

increasing 

therefore, 

continues 

corporate 

be decided daily by the 

America. I sincerely hope 

further the process leading to 

States and 

to 

serve to 

in 

for 

the United 

final analysis, 

America 

boards of directors of 

that this Report will 

enhanced corporate 

will help to sustain 

these vital 

accountability 

the momentum private sector initiatives on 

issues. 

September, 1980 
Washington, D.C. 
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The Task Force on Corporate Accountability was created on an infor- 

mal basis in 1977, when the ~issi0n authorized its staff to institute 

a broad re-examination of its rules relating to shareholder ccmmunications, 

shareholder participation in the corporate electoral process and corporate 

governance generally. The first phase of the proceeding, hearings in four 

cities around the country, was under the direction of Barbara Lucas 

with the active support of Richard Rowe, then director of the Division 

of Corporation Finance. Also participating in the hearing phase of the 

proceeding were Richard Rowe, Peter RDmeo, Richard Nesson, Ann Glickman 

and Janet Zin~er of the Division of Corporation Finance; Joan Fleming 

and Dennis O'Boyle of the Chicago Regional Office; Alan Rashes and Edwin 

Nordlinger of the New York Regional Office; and Gerald Boltz and J. 

Richard Tucker of the Los Angeles Regional Office. Following ccmpletion 

of the hearings, Jennifer Sullivan and Michael Stakias joined the Task 

Force and participated, along with Barbara Lucas and Richard Nesson, 

in the preparation of the summary of comments and the first rulemaking 

project of the Task Force, which culminated in the adoption of rule, 

form and schedule amendments intended to provide shareholders with 

information to assist their more informed assessment of the structure, 

c(]nposition and functioning of issuers' board of directors. 

The Task Force was formally established in April, 1979, with Richard 

Nesson as its Chief. Tnereafter, he, Michael Stakias and Gregory Mathews, 

under the supervision of Edward Greene, Lee Spencer and Michael Con- 
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nell, prepa'red the second rulemaking project of the Task Force, which 

proposed changes in the proxy rules intended to provide greater opportuni- 

ties for shareholders to exercise their right of suffrage and to obtain 

information and advice with respect to matters on which they vote. In 

October, 1979, Amy ~an became Chief of the Task Force, and in November, 

1979, the second rulemaking project was cc~pleted with the participation 

of Michael Stakias, Gregory Mathews and Henry Schlueter, Jr. Thereafter, 

Donna Middlehurst joined the Task Force. 

The report was written by Amy Goodman, Michael Stakias, Gregory 

Mathews and Donna Middlehurst under the supervision of Edward Greene, 

Lee Spencer and Michael Connell. William Morley participated in the 

preparation of the chapter on shareholder proposals and annual 

meetings. A1 Osborne, an economics fellow, and the staff of the 

Directorate of Economic and Policy Analysis, including Steven Levy, 

Hugh Haworth and Peter Martin, were of invaluable assistance in the 

preparation of the data in Chapter Seven. 

The assistance of three student observers, Karalene Gayle, Judith 

Sullari and Mary Ann Roche, and a s~ner intern, Stuart Patchen, as 

well as the secretarial assistance of Phyllis Brown, Sunny Bozin, Debbie 

Daniel, Penny Chiarizia, Linda Canter and especially Pamela Wyatt, and the 

editorial assistance of Beverly Rubman, also have been invaluable to 

the Task Force. 
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Introduction an d Executive Summary 

During the 1970's, numerous events raised questions about the adequacy 

of existing corporate accountability mechanisms. Disclosures concerning 

the collapse of several major ~ies, the hundreds of corporations 

involved in questionable payments, and corporate non-compliance with 

environmental and other laws astonished the public, shareholders, and, 

in many cases, even the affected companies' directors. In assessing 

what went wrong, individual inquiries inevitably focused primarily on 

the specific circuastances surrounding each event, yet every successive 

investigation or report added support to the view that the corporate 

accountability system as a whole needed strengthening. 

Responding to these developments and others, the C~n~nission, 

in April, 1977, initiated a broad re-examination of its rules 

related to shareholder ccmaunications, shareholder participation 

in the corporate electoral process and corporate governance generally 

(the "corporate governance proceeding") i_/ and announced that it would 
r 

hold hearings in the fall 

interested members of the 

a result of the hearings 2_/ 

of 1977, in order to receive the views of 

public with respect to these matters. 

and the preceding written ccsment 

the staff of the Division of Corporation Finance 

information frcm over three hundred individuals, 

tions, corporations, academicians, 

As 

per iod, 

( "the staff" ) received 

shareholder organiza- 

self-regulatory organizations, law 

m, 

m, 

i_/ Securities Exchange Act Release No. 13482 (April 28, 1977). 

2_/ The hearings were held in Washington, D.C., New York City, Les 
Angeles and Chicago. 
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firms, bar organizations, public interest groups, financial institutions, 

religious organizations, accountants and government officials. The 

corporate governance hearings served as the starting point for the 

staff's analysis of the issues addressed in the Report. Where 

appropriate, the staff has supplemented the testimony and written 

ccmments with information in the files of the Ccsmission, staff 

interviews with additional individuals and organizatioris, and further 

research. 

The Ccsmission decided to address the ccmplex issues raised in the 

hearings in stages. The first stage resulted in several amendments 

to the proxy rules. Ccam~ntators in the hearings had expressed general 

support for the proposition that a strong board of directors, able 

to exercise independent judgment, is a critical element in corporate 

accountability. Based on its review of ccam~ents and testimony during 

the proceeding and its experience in administering and enforcing the 

federal securities laws, the Commission determined that shareholders 

needed additional information about the structure, camposition and 

functioning of boards of directors. Accordingly, in 1978, the 

Cca~ission proposed and adopted rules intended to provide such 

information to shareholders. 3/ The final rules require disclo- 

sure of (i) certain econQmic and personal relationships between 

3_/ Securities Exchange Act Release No. 14970 
Securities Exchange Act Release No. 15384 

, |, | , 

(July 18, 1978 ) and 
(December 6, 1978). 
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directors or .direct~ nominees ,and an issuer or its management; (2) 

the existence and functioning of audit, ncm'mating an d ~nsation 

committees; (3) attendance of directors at board and committee meetings; 

and (4) resignations of. directors. 4_/~ 

In order to develop information about the structure, cxmnposition 

and functioning of issuers' boards of directors, the staff analyzed 

t h e  new disclosures described above by examining a sample of proxy 

statements of approximately twelve hundred issuers. The resulting 

,I 

information provides an important basis for the Report's conclusions 

and reccsmendations concerning boards of directors. 
i 

The second rulemaking initiative responding to the issues raised 

in the hearings occurred in 1979, when the Cc,m~ission pro ppsed and 

adopted rules intended to provide greater opportunities for shareholders 

to exercise their rights of ownership and to obtain information and advice 

with respect to matters on which they vote. 5/ qhe final rules require, 

in part, that each shareholder be provided with a form of proxy which (I) 

indicates whether the proxy is solicited on behalf of the board of direc- 

tors; (2) permits shareholders to vote on director ncminees individually, 

and (3) gives shareholders a means to abstain on each matter to be voted 

sj 

- , �9 , ram, 

Securities Exchange Act Release No. 15384. 

Securities Exchange Act Release No. 16104 (August 13, 1979). 
Final Rules were announced in Securities Exchange Act Release 
No. 16356 (November 21, 1979). 
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on other than elections to office. The rules also require disclosure of 

election results in certain circL~nstances. 

The next stage of the Commission's corporate governance proceeding 

is its consideration of the staff Report. In the RePort, the staff 

has examined the extent to which corporate governance and accountability 

mechanisms protect the interests of shareholders. The staff uses the 

term "governance mechanisms" to mean the process by which the corporation 

reaches decisions and takes action. Typically, this process is internal 

to the corporation, involving, for example, election by shareholders 

of a board of directors which oversees the management of the corporation. 

The phrase "corporate accountability,, refers to the means by which 

those who manage and oversee the affairs of a ccmpany are held to account 

for their stewardship of corporate assets. Some governance mechanisms 

also may serve to hold those with dec is ionmaking responsibility accountable 

to the shareholders of the cempany. For example, the election of directors 

can be viewed as both a governance and accountability mechanism because, 

as mentioned above, it serves as the means by which individuals are 

chosen to direct the company and as the way in which the performance 

of such persons is evaluated by shareholders. Corporate accountability 

also includes the other devices, such as derivative suits and state 

corporation laws, available to protect shareholders. 

38 
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Corporate accountability, in its broadest sense, includes the various 

ways in which corporations seek to justify their actions to all s ' ": 

affected by corporate activities, including employees, consumers, ccmmuni- 

ties, federal, state and local governments and the public generaliy. 

Tne Report does not address the adequacy of existing accountabiiity 

mechanisms in serving those noninvestor constituencies or the obligations 

of the corporation to those constituencies. ~nese-larger corporate 

accountability issues transcend the jurisdiction and expertise of this 

Cclmnission and appropriately should be considered by others. Inevitably, 

the effectiveness of a corporation's board of directors and the degree 
r 

of concern and participation by its shareholders wili affect t~e corpora- 

tion's relationships with other constituencies, but the Report is, first 

and foremost, about accountability of the corporation to shareholders and 

investors. 

The Report's focus on the mechanisms of accountabflity emphasizes 

that there are a number of different routes that can be pursued to protect 

shareholders' and investors' interests. An active and effective board, 

involved shareholders, meaningful state laws, and attentive regulatory �9 

authorities can all safeguard those who invest in corporations. The Report 

identifies strengths and weaknesses of each approach and urges greater 

effort with respect to mechanisms �9 such as ncminating o0mmittees, whose 

full potential has not yet been realized. The staff believes that, if 

properly functioning, the cc~P0nents of the corporate 

should have the�9 effect of creating a "set of built-in 

ments that on 

accountability system 

institutional arrange- 

a daily basis prevent, or at least contain ~within tolerable 
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';As s~m~arized below, the ~pQrt is divided into four parts. 7~e 

first three parts address the role of shareholders, boards of directors 

and others in the oorporate accountability process. The fourth part of 

the I~eport evaluates the efficacy of these a c~mantability mechanisms. 

Included in the summary of each chapter, which follows, are the staff's 

major r .eccmmendations concerning the issues considered in the chapter. 

PA}~�9 I: THE ~ OF SHAREHOLn_~S IN THE ~ T E  Ad~IrjTy P~0C~ 

l~.t I of the Report contains five chapters discussing the role of 

shareholders in corporate acoguntability. The Cammission, s ~ concern with 
2 ; : �9 

the role of s h@reholders in the corporate accountability process arises 

from Section 14(a) of the Securities Exchange Act of 1934 ("Exchange ACt") 

which empowers the C4m~ission to regulate the solicitation of the proxies 

of the ,owners of securities registered under the Exchange Act. The legis- 

lative history of Section 14(a) indicate s that the Congress expected the  

C a m ~ s s i o n ' s  r u l e s  to  a s s u r e  " f a i r  o 0 rpo ra t e  s u f f r a g e -  , in p a r t ,  by 

ensuring adequate disclosure about the matters to be acted upon at the 

security holders' meeting. 

purchase of corporate securities creates an ownership relationship 

be~ investor and issuer which gives the . share bolder an opportunity 

l, 
J i .. 

" J  E'| 

6_/ Manning, "Thinking Straight about Corporate Reform," 41 Law 
and Contrary Problems 3, 27 (1977). See also C. Sto~-7-Where 
The Law Ends i20 '(1975); Coffee, "Bevond--~e-~t-~v~,~ .~~---7--- -- . . -- . --~-- ---.--~. 
Toward A ~retlcal View of Corporate M1m=onduct and Effectlve 
Legal Respcmse," 63 Va. L. Rev. 1099, 1275 (1977); C. Brown, Putting 
the Corporate Board to Work 21 (1976); Leech and Mundheim, "~he 
Outside Director of the Publicly Held Corporate," 31 Bus. Law. 1799, 
1827 (1976). 
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to participate in the corporation's electoral and 

as well as the right to share in the campany's profit. Most sheers 

participate in corporate affairs by means of written cammunications -- 

only a small percentage of shareowners ever attend an annual meeting, 

visit the issuer's principal offices or otherwise have direct contact 

with its officers, directors or employees. ~nerefore, the proxy solici- 

tation process is at the center of effective shareholder participation. 

Chapter One: Shareholder Participation in the Corporate Electoral Process 

decisionmaking processes, 

proxy rules "shareholders often may not be provided adequate opportunities 

to participate meaningfully in . . . the corporat e electoral process." 

Many specific questions eoncerning shareholder participation were 

raised 

things, 

shareholder nominations. 

One of the most oontroversial issues discussed in the prooeeding 

was the extent of shareholder interest in participating in corporate 

governance. The vast majority of corporate ~ntators expressed the 

view that shareholders have little interest in participating in corporate 

governance -- they are interested primarily in the ~y's econ~aic 

perform~ce. Others, however , testified that�9 are interested 

in making their participation more meaningful, and several o3mmentators 

opined that shareholder apathy reflects frustration with the powerlessness 

of the current role of shareholder/invEstor, rather than lack of interest. 

in the corporate governance proceeding including, among other 

increased disclosure concerning the board of directors and 

An important factor pmm~ting the Cammission's re-examination 

of its rules in this area was the fact that under the then existing 
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~he chapter discusses the a~tion and implementation of proxy rule 
i 

~ n t s  following the hearings which were designed to provide share- 

holders with increased information coneerning the structure, ~ition 

and functioning of the board �9 of directors (It~n 6(b) and (~} of Schedule 

14A). After a year's experience with the new rules, the staff solicited 

further public ccmment on ways to improve their efficient operation and 

these ~ t s  are analyzed in the chapter. Based on this analysis, 

the staff recommends that 

would amend Item 6(b) to: 

I. Eliminate the 

it be authorized to prepare pruposals which 

need for issuers to review transactions 

involving certain de minimis subsidiaries in determining 

whether disclosure of a relationship is required; 

2. Increase the threshold required for the disclosure of 

relationships between two osmpanies, whose only connection 

is the presence of a common outside director, to 5 percent; 

3. Increase the level of equity ownership which triggers 

disclosure of business conducted with the issuer to 

5 percent; 

4. Specify that indebtedness, for purposes of Item 

6(b)(3)(iii), is to be determined at the issuer's 

fiscal year end, rather than at any time during the year; and 

5. Require disclosure of debtor-customers with indebtedness 

in excess of the amounts specified in Item 6(b)(3)(iii) who 

sit on a lender's board. 
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With respect to shareholder nc~inations; the Ccmmission.explained, 

in announcing ccmmenoement of this proceeding, that the right of share- 

holders to make nominations from the floor at annual meetings "is of little 

practical value, since at that point proxies have already been received 

by management for the nominees it has c/nosen,'and 'the number of share- 

holders attending an annual meeting typically i's insignificant." While 

most ccmmentators who addressed this issue fin the proceeding agreed that 

the Commission has authority to Pmmmmlgate a shareholder" nomination rule 

as an ~ n t  to the proxy rules, they questioned whether there would " 

be sufficient practical benefits from such a rule to warrant the exq:emse 

of developing and implementing it. Many suggested, as an alternative 

to giving shareholders direct access'to the proxy statement for the 

purpose of making nominations, that nctninations from shareholders be 

considered by a nominating committee of the board ~of directors. 

Based ~ on its survey of 1979 proxy statement disclosures made 

by 1200 issuers, described elsewhere~in.th'e Report,.~th e- staff notes 

that only approximately 29 percent of ~ies disclose that they have 

nominating committees and only 78 percent ;of such companies indicated 

that their ncalinating committee considers shareholder nominations. 

Therefore, the staff concludes that it should monitor the disclosures 

contained in 1980 proxy statements concerning nominating committees 

and their consideration of-shareholder :nominations. If there is not 

a substantial increase in the percentage~bf ~ies' with independent 

ncadmating committees who consider shareholder nominations, the staff 

reconm~nds that the Commission auth0rize~it to develop a rule requiring 

companies to a~ a ~ure for consic]ering shareholder nominations. 
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P , ~ .  rule (Rule !..4a-8), which pennlts ..shareholders t o  include resolu- 
tions in issuers ' 

�9 .... " :~c proxy materials. The general consensus of the parti- 

cipants in. ~ co .r~o, rate ,governance progeeding �9 that the shareholder 

proposal rule offers a viable means for shareholders to ~nvey their con- 

cerns to managemnt ~ and ,their fel!o w shareholders.. Although proposals 

by. ~.~t.a~.r~y ~.~sed, even a faust .a~e .vote of 5 

Pe~t ~ :c9, a p r~..may, cau>se challenge d ~ y  policies to be 

reexamir~d or revised. 
. d. 

In this chapter, the st~ f exPloFes various alternatives to the 

present Procedure by which it acts as an intermediary between shareholder 

but concludes that the p.rgsent process is less�9 costly and. more eff~clent 

than the alternatives. ~ chapter .also,revisws the procedural requirements 

of 1 -e 
s e v e r a l  m ~ o r  amendments: 

L:{. 

l 

J 

i. Rule 14a-8(a) (2) ~ be ~ to clarify that 

any. pers~ qtlalified ~r state law to present a 

...,.. p ~ p o ~ d ,  .where r or not he or she. ,~. a l so  ..a o~eany  

.~sha..re'older, may r e ~ t  the ~ n t .  a t  tim annual 

, $  

l a-e(b) be to  require d i s -  

c l ~ u r e  in p r ? ~  materj~ls  o f  ~ e  names, addresses 

3. Rule !4a-8(a)(4), which restrict s the text of a pro- 

~ ..to 300 words and, a ~ . t ' s  ,SUPPorting 
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discretion. 

The substantive ground s set forth 

statement to 200 words, should be amended to permit 

a proponent to use 500 words, to be divided between the 

proposal and supporting statemen t at the proponent's 

in the shareholder proposal 

rule for excludin, g p~is are identified and some are discussed 

in detail in the chapter, Particularly the "not significantly related 

to the issuer's business" standard (Rule 14a-8(c)(5)) and the "ordinary 
Q 

business" standard (Rule 14a-8(c)(7)). These standards have been difficult 

to apply at times and may require furt~her clarification" 

in connection with the "ordinarybusiness" exclusion, the staff 

recommends the issuance of an interpretive release to:consolidate previous 

staff positions. In connection with the "not significantly related" stamg- 

ard, the chapter considers the Supreme Court's decision in First National 

Bellotti 7_/~ concludes that Bank of Boston v. 
. _ the existing proxy 

rule provisions may not be adequate to deal with the concerns of 

shareholders who seek to hold their crmpanies accountable for the 

expenditure of corporate funds for political purposes, such as support 

of political action committees, contributions to referendum campaigns 

and advocacy advertising.8_/ Accordingly, the staff recommends that 

7_/ 

8_/ 

435 U.S. 765 (1978). 

On July 21, 1980, .the Institute for Public Interest Representa- 
tion filed a petition requestlng the Om~nisslon to amend R~le 
14a-3 ,to.provide for disclosure relating to corporate Political 
contrlbutlon funds, otherwise ~ as political action commit- 
tees." File No. 4-235. 
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(c)(7) be reexamined in light of the Bellotti 

to these issues, the staff ~ s  that a concept release be 

covering the following issues- " 

the difficulty and lack of precedent with respect 

issued, 

. 

Whether the Commission should.adopt r~quirements 

concerning disclosure of information on corporate 

political activities and expenditures consistent 

with the assumptions regarding "procedures of 

corporate democracy" articulated by the Supreme 

Court in Bellotti; 

The 'role of the shareholder proposal process in 

meeting the goals and assumptions, regarding 

"corporate democracy" enunciated by the Court in 

Bellotti; 

3. .~ The need, 

4. 

1 

6. 

if any, for treating shareholder pro- 

posa/s requesting disclosure of corporate poll- 
4 

ticaI: expenditures and activities different frum 

requesting positive or negative corporate 

action; 

Whether the standards and concepts should be 

limited to political activities, and if not, what 

other areas should be included; 

How "political" activities should be defined; 

What forms of contributions and activities should 

be ~ered; and 
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. Whether a threshold, amount or level of activity 

would be approPriate , and if so, how the threshold 

should be determined. ~, 

In addition, the staff rec(mmends the issuance of an interpretive 

release on Rule 14a-8(c)(8), clarifying that shareholder proposals which 

recommend establishment of procedures to acec~modate shareholder nomina- 

tions shall not be excluded as "relating to the election of directors." 

The final section of ~ the chapter discusses and urges adoption of 

several procedures and �9 that could improve the operation 

of the annual meeting 'of shareholders, including: 

i. Rotation of the location of the annual meeting; 

2. Scheduling of the annual meeting at a convenient time; 

3. Regional shareholder meetings to supplement the annual 
4 

meeting; 

4. Post-meeting reports; 

5. Surveys of shareholders to discover questions they may have, 

and a means to provide responses to those questions at 

annual meetings; and 

6. Reports of questions and responses in post-meeting 

reports. 

Chapter Three: Disclosure_ of Socially Significant Information 

Chapter Three oonsiders the adequacy of the Commission's approach 

to the disclosure of socially significant 'corporate information. During 

the 1970's, the Commission increasingly was called upon to consider 

questions relating to the disclosure of information which, while not 

necessarily material from an economic standpoint, was so socially 
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/signific4nt th@t disclosure to s harebolders~ investors perhaps was 

warranted. Moreover, extensive legislation was adopted during the 

1960's and 1970's to regulate directly corporate oonduct affecting 

society. These legislative developments affected the work of the Corn- 

mission. When registrants became subject to extensive new legal lia- 

bilities for n~noan~aliance with increasingly stringent regulatory 

requirements, a variety of novel disclosure issues emerged, such as the 

extent to which information about the ~ct of environmental laws on 

the ocxnpany and the impact of the ~y's operations on the environ- 

merit must be disclosed and the extent to which ecm~anies must accrue or 

disclose material loss oontingencies. Moreover, the same forces that 

hastened enactment of conduct-related laws focused increasing attention 

on the adequacy of existing corporate disclosures about such eonduct. 

The chapter evaluates the extent to which socially significant infor- 

mation should be disclosed in proxy statements for the purpose of permit- 

t ing shareholders to make informed voting decisions. While many share- 

holders may consider the nature of management's social perforrmance in 

connection with the election of the board of directors which over- 

sees management, the staff believes that it would be inappropriate 

for the Commission to require disclosure of additional specific 

categories of social information since, in the staff's experience, 

the extent and nature of shareholder social concerns .vary from 

omrcaany to cxm~aany and change over time. Rather, the staff believes 

at 
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that the shareholder proposal process generally serves to generate 

disclosure of whatever socially significant information interests a 

substantial number of shareholders and can be used by ethical share- 

holders to make issuers aware of their social concerns. The staff 

rejects several specific suggestions to enhance further the operation 

of the shareholder proposal rule for these purposes because of diffi- 

culties with the p ~  changes, and the extent to which corpora- 

tions already respond to shareholder proposals concerning corporate 

social responsibility. 

The staff's conclusions are premised, in part, upon the effective 

functioning of the Financial Accounting Standards Board's Statemeht 

of Financial Accounti[~ Standards No. 5: Accounting for Contingencies, 

("FAS 5" ), which is intended to generate timely disclosure: of material 

financial contingencies, including loss contingencies arising from 

practices related to environmental compliance, equal employment oppor~ 

tunity, and other matters of social concern. While the staff concludes 

that FAS 5 is basically sound, it notes that the absence of additional 

practical guidance about the meaning and application of the key terms 

in FAS 5 may affect the extent to which there currently is adequate 

disclosure of contingencies. Accordingly, the staff reomm~nds that 

the Commission authorize it to: 

I. Monitor the adequacy of 

. 

current disclosure of loss contin- 

gencies in corporate reports filed with the CQmmission; 

Urge issuers to examine carefully the adequacy of the manner 

in which they Qomply with FAS 5; 
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3. Convey its views and eoncerns with respect to lawyers' 

responses to auditor inquiries about loss contingencies to 

the American Bar Association through its Oumaission on Evalua- 

tion of Professional Standards, or otherwise; and 

4. Continue to confer with the Financial Accounting Standards 

Board in order to explore the possibility of developing further 

guidance to registrants concerning the types of factual occur- 

rences that may give rise to an obligation to disclose loss 

contingencies or accrue liabilities in financial statements 

prepared in accordance with generally accepted accounting 

principles. 

In the area of environmental disclosure, the Commission has special 

obligations created by the National Envi~tal Policy Act. While the 

the Ccmmission's existing rules in the area of environmental disclosure 

produce extensive information about environmental proceedings, the staff 

believes that more focused disclosure would be beneficial to investors 

and shareholders. The staff also believes additional environmental 

information could be made more accessible to shareholders at little 

or no oost to issuers. The staff therefore recummends that the Cnmmission 

authorize it to develop rule proposals to: . 

i. Require issuers to include a notice in the annual repOrt 

to shareholders, or the proxy statement, which informs share- 

holders where to obtain copies of significant environmental 

osmpliance reports oumpiled pursuant to federal law; and 

2. Revise existing rules requiring disclosure of all pending or 

contemplated legal ~ings concerning environmental mat- 
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ters involving a governmental authority to incorporate a 

threshold standard for disclosure based, at least in part, 

upon the significance of the pending or contemplated proceeding. 

Consideration also is given to the extent and adequacy of the 

voluntary disclosure of socially significant information in annual 

reports to shareholders because such practices may affect the need 

for additional disclosure requirements. The staff concludes that the 

practice by issuers of voluntarily disclosing socially significant 

information is valuable and generally beneficial to shareholders. 

}k~wever, issuers should be careful to avoid one-sided disclosure and 

should ensure that voluntary disclosures accurately depict corporate 

performance in the areas addressed. The staff notes that formation 

of a public policy committee of the board of directors can make positive 

contributions to corporations endeavoring to give greater consideration 

to corporate social performance or to the nature or extent of their 
$ 

disclosure of socially significant information. 

The Corporate ~acy Act of 1980, recently introduced in the 

U.S. House of Representatives, contains provisions requiring disclosure 

of certain information concerning corporate social performance regard- 

less of the materiality of such information to investors. This chapter 

sets forth the staff's view that investors might be disserved if a 

program for public dissemination of socially signficant information 

were appended to the existing securities disclosure system. 
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Chapter .Four: The Beneficial Cwne. rs of Street Name S~ and the 
n i t Z  - ' 

Chapter Four describes the phenomenon of recording stock ownership 

in street or other nominee name, a practice which affects roughly 25 per- 

cent of outstanding equity securities and is expected to increase in the 

future. While acknowledging and affirming the neoessity of ncm~ stock 
i 

registration, which eliminates the need for physically transferring 

stock and substant{ally decreases the costs of stock transfer, the staff 

notes that the practice o:~plicates' the relationship between companies 

and the beneficial owners of their stock. While under state law the 

rt~Drd stockholder enjoys the rights associated with stock ownership, 

the rules of the s~ exchanges require that nominees follow the 

directions of the beneficial owners and the Commission's rules require 

cumpanies and broker-dealers to disseminate proxy materials to the 

beneficial owners. 

The chapter discusses certain adverse effects of strut and other 

nominee stock registration upon issuers, broker-dealers, and the rights 

of those who beneficially own such stock. For example, issuers some- 

times are forced to postpone shareholders' meetings or to resolicit 

proxies because of inadequate responses by nominee held stock. ~ r ,  

beneficial stock owners are adversely affect~ because their proxy 

materials may arrive late and they may not receive the interim corporate 

reports and other shareholder o0mmmications which the issuer sends to 

its stockholders of record. The staff observes that ccnmunications 

47 

- 19 - 

practices ~that do not provide beneficial-stock owners with the same 

extent of information provided to record 'owners may be inconsistent with 

the philos~y of the disclosure system administered: by the ~ission. 

Moreover, as the-Cummission msves forward with tits:proposals for further 

integration of-the. Securities Act of 1933 and .the Securities Exchange Act 

of 1934, 9_/ the dissemination of information to :beneficial owners, as well 

as reoord cwners,-beccmes increasingly important. 

The staff notes that. this situation oould be eliminated to a 

large extent, if the.exchanges revised, listing requiren~nts.to include 

a new requirement that all corporate ~ications distributed to 

shareholders of record also must be directed to the beneficial owners 

of the ccm~sany'~s~securlties. The ~staff expresses concern, about permitting 

broker-~ealers to. vote street name stock pursuantto, the."Ten-Day Rule", 

because broker-dealers automatically vote in favor of,,issuers, -slates ' 

of directo r nominees and :issuers'. positions on other matters without 

regard to the interests of their, customers ~ whose Stock they ~hold. ' 

The staff explores alternatives to. the present system but, in light 

of the numerous technical issues involved, concludes that formation., of 

an advisory.oommittee composed of~ representatives from hanks, broker- 

dealers, proxy processing ocmpanies, transfer agents, the self- 

regulatory organizations, issuers, and the federal bank regulatory 

agencies is necessary. Such an advisory committee would assist in 

the the development of .a system for issuers to identify the beneficial' 

9/ See Securities Act Release Nos. 6231-36 (September 2, 1980). 
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owners of, stock he.!d in. street�9 or..other numinee name for the purpose 

of establish'Lng, a .uniform system for distributing proxy material and 

other corporate communications, to all shareholders The staff .:-. 

therefor@ _rgqcmlx~_nds_,th@t: th e .Commission authorize, the staff to take , 

the neqgssary.:preparatory steps:to create such. an~advisory'cu,mittee. 

The de .velopment of Such a system should eliminate .the need for�9 broker- 

dealers to vote proxies other than pursuant to an agreement which 

specifically: grants, ~voting discretion to the broker.dealer. 

Pending completion of the work of the Advisory Committee, the 

staff has. the following recommendations: , ,. 

i., In view ,of. the..fact that some issuers do not send out search 

cards to.,record holders as requiredbyRule 14a-3(d),.all issuers should " 

review their prooedures and practices to assure they are in compliance 

with this aspect of Rule 14a-3(d). 

2. Rule 14a-3(d) also requires issuers to respond to broker 

requests by proyidi~g, additional copies of proxy material "in a-timely... 

manner." ,The staff,-therefore,, urges issuers not to delay �9 filling 

broker-dealer, requests for, proxy materials until, such materials are 

distributed to all record holders. The staff will monitor issuer 

practices with :respect to Rule 14a~3 (d). , If;: 'imp~nts in this 

area are not forthccming, it may be necessary, to amend Rule.14a-3(�9 

to require each issuer to deliver the requested number of copies of -~ 

proxy materials, to broker-dealers, banks or their nominees by at least' 

a specified number of days in advance of the meeting of security holders. 

3. The. Cummission.should encourage the efforts of the banking and 

securities industries to eliminate impediments to the distribution of 
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proxy materials created. by the piggy,backing:~.of depository-held 

securities. The staff should monitor developments in this area to 

determine formal whether action by the Commission is necessary. 
�9 n .~j �9 

4. The staff reccmnends that the securities industry be urged to 
,.'" . .  ~ " ~ ~ ~ ,, �9 

prepare a brochure explaining to customers the effects of street or 
a 

nominee name registration on their voting rights. The availability of 

such a brochure could be of immediate benefit to those who hold stock 

in street or nominee name and also may help educate beneficial owners 
~ 'L 

during the period of transition to a more effective system of bene- 
b .* 

ficial owner participation in the corporate electoral process. 

5. The ccmpliance departments of the exchanges should monitor 

the nature and extent of the process by which late arriving voting 

instructions from beneficial owners are given legal effect. 

Based upon the nature of the recommendations the Commission 

receives from the Advisory Ccm~ittee, the Ccmmission may wish to con- 

sider whether to amend Rule 14b-I so as not to permit broker-dealers 
~. t§ ~ �9 . , �9 

to vote proxies unless instructions are received from the beneficial 

owners thereof, or, in the alternative, urge the exchanges to amend 

their own rules to a~lish the same objective. Also based upon 

the nature of the reconmendati0ns from the Advisory Committee, the 

Commission may wish to ~ n d  to Congress amending Section 12(i) 
4 , " 

of the Exchange Act by making Section 14(b) one of the enumerated 
b .. i 

sections pursuant to which the bank regulatory agencies are required 

to issue regulations substantially similar to those promulgated by 

the Co,mission. . .~ 
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Chapter Five: The Role of 
�9 " ~ c o _ u n t a b f ]  ~ty Process 

Institutional-Investors in the Cor~rate 

�9 � 9  . . , .  , 

Financial institutions, which invest and manage funds for the 

benefit of millions of individuals, are rapidly becoming the major 

sharehoiders of many American corporations. When the first federal 

s e c u r i t i e s  law was adopted in 1933, i n s t i t u t i o n s  ~,~'ned l e s s  than 8 .5  

percent of the outstanding New York Stock Exchange listed securities. 

By the end of  1979, N::~ver,  the holdings  of  i n s t i t u t i o n a l  i n v e s t o r s  

amounted to approximately 35 percent of the value of all stock out- 

standing, ii__/ Moreover, institutional stockholdings will increase 

fur ther  with the continued growth o f  pr ivate  and publ ic  pension p lans .  

Institutional shareholders face somewhat of a dilemm~ in their 

relationships with portfolio ~ies. They are accused by some 

of exerting undue influence if they actively participate in corporate '~ 

affairs. On the other hand, institutions that abstain from shareholder 

participation are accused by others of not fulfilling their responsibi- 

lity to their beneficiaries and to other shareholders. Moreover, when 

institutions adhere to the Wall Street Rule by automatically voting with 

management they are nevertheless exercising their control. 

The chapter analyzes institutional voting practices and procedures. 

Information submitted during the corporate governance p~ing and from 

other sources indicates that there is a clear trend away from the Wall 

Street Rule, pursuant to which institutions sold the securities of a 

l__O/ Staff of Suboomm. on Securities of Senate Comm. on Banking, 
Housing and.Urban Affairs, ..Securities~ . Industry Study ~l~ort, 
S. DOC. No. 13, 93rd Cong., istSess. 113 (1973). 

z_z/ Securities and Exchange Commission, 39 Statistical Bulletin 28 
(July, 1980). . . . . . .  

A 
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c~y if they did not approve of management rather than exercise 

their voting authority. Instead, an increasing number of institutions, 

especially banks, are establishing formalized systems for processing 
4 

and examining proxy statements and for reaching objective decisions 
J '~  ." "~ ,:. 

. ~  , ~ o 

about how to vote. 

The primary voting criterion considered by institutions is whether 

adoption of the proposal will enhance or be detrimental to the investment. 

Many matters to be voted upon, however, have no investment implications, 

and it is unclear on what basis institutions reach voting decisions 

with respect to such matters. Ao~ordingly, the staff recommends that 

the Commission urge institutions, which have not already done so, to: 

formalized ~ures for processing proxy i. Establish 

. 

statements and reaching voting decisions. 
. . ,, 

Establish voting criteria designed to produce objec- 
PP % 

tiv? voting decisions o0nsistent with fiduciary re spcm- 

sibilities. Such criteria should include consideration 

of the way in which decisions having no investment 

implications are reached; and 
p 

ungon- 
,~ ~C ." , 

tested election of directors as a routine matter war- 

ranting an automatic vote for the entire slate of nomi- 

3. Dis~tinue the practice of categorizing an 

rices, bearing in mind that  more exacting jLKkjments 

with respect to the election of directors may 

.o~ate a~tability and long-term profi.tabilitY. 

Based on its review of the c~ts and testimony submitted in the 

corporate governance proceeding, the Co~mission, in July, 1978, ooncluded 
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that there .was inadequate information available about institutional 

voting policies and practices. While a few institutions voluntarily 

make such information public, many other institutions do not. Accord- 

ingly, the C~ission proposed Rule 14a-3(b)(ll), which would have 

required certain institutions and parent holding companies subject to 
, �9 . , 

the proxy rules to disclose their voting policies and procedures in 

their annual-report to shareholders. 

The" public Commentators identified a number of problems with 

the proposed rule, including the fact that many large institutions, 

such as banks (other than bank holding ~ies), are not subject 

to the proxy rules and therefore would not be covered by the proposal. 

The Commission decided to withdraw the proposal because it concluded 

the proposal was "not an appropriate vehicle for eliciting such dis- 

closure." ~ r ,  the Commission, at the same time, reaffirmed its 

belief that "there is shareholder interest in institutional voting 

policies and procedures." 

The staff oontinues to believe that such information is important 

and therefore ~ n d s  that all financial institutions make information 

concerning their voting procedures and practices readily available to 

customers and the public. Moreover, the staff ~ n d s  that the Com- 
. f , �9 

mission authorize it to study the extent to which institutional investors 

I . 2 

make public their'proxy voting procedures and practices and the extent 

of shareholder interest in such information. If it is determined as a 

result of this study that such information is not readily available at 

present and there is sufficient public interest in obtaining it, the 
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staff should be authorized to develop a legislative proposal to amend 

Section 13(f) of the Exchange Act to require disclosure by institutions 

of their proxy voting procedures and Practices. ~ Any such legislation 

should authorize the Cc~mission to determine, by rule, the exact nature 

and extent of the information to be disclosed. 

The following categories of information provide a suggested starting 

point for determining the adequacy of existing institutional disclosure 

of voting practiees and procedures and appropriate parameters of any 

new legislation or rulemaking addressing this subject: 

i. A public statement of whether or not the institution has 
established voting procedures and criteria; 

2. Description of the procedures for processing proxy statements, 
obtaining additional information related to voting issues and 
reaching voting decisions; 

3. The criteria or guidelines employed in deciding whether to 
to vote for or against a matter or to abstain from voting; 

1__2/ In recommending a similar requ. irem~nt in its Institutional In- 
vestor Study Report, the Ou,mlssion stated that such disclosure 

would focus the obligation of institutions 
to act in the interests of their beneficiaries 
and lead to their setting up procedures for 
systematic attention to questiorLg of. stockholder 
voting. As a number of institutions responding to 
the Study's questionnaires indicated,-the beneficiary 
should be able-to choose the~ institutional manager 
whose policies on investment management appear to him 
most appropriate. The only way in which this can be 
done is to give beneficiaries full information about 
the policies followed, including policies regarding 
relationships with portfolio oompanies. The public 
nature of such :information would also serve to. in- 
form corporate management and other shareholders of 
any general policies of the institution.: 

Securities and Exchange Commission, Institutional Investor Study 
(19n). - 

r 
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4. The voting practices during the period covered by the re- 
.port, indicating, for example, how the institution voted 
on each prcgosal or, in the alternative, instances when the 
institution voted against the issuer's recommendation; and 

5. A brief explanation of the reasons for any deviation from the 
institution's own voting procedures and criteria. 

With respect to the subject of passthrough voting, the staff notes 

that some groups have expressed concern about whether the interests of 

persons having an economic interest in the accounts managed by institu- 

tions are reflected adequately in the investment and voting decisions 

made by investment managers. The record of the corporate governance 

proceeding, however, conveys little sentiment favoring passthrough 

voting or the�9 polling of beneficiaries. The staff reconm~nds that 

the Commission monitor the studies currently under way elsewhere on 

passthrough voting. Based upon the conclusions reached in such studies 

and any actions resulting therefrom, the staff may reecm~m~r~ further 

action to the Commission in the future. The staff is cognizant, hcwever, 

that this issue may transeend the existing authority of the Commission. 

PART I I: THE ~DLE OF THE _BOARD O F  DIRECTORS IN THR CORPORATE ACCDUNT- 
ABILITY PROCESS - "  ' " - - :  ~ 

Chapter Six: The Cc~ition, Structure and OPeration of Boards of 
D' �9 .... ~ - ' �9 �9 .~. . ~rectors and. Chapter Seven. The Proxy D~sclosure Monitoring Program 

While commentators at the corporate governance hearings disagreed 

about the extent of shareholder interest in participating in corporate- 

affairs, there was almost universal, agreement that a strong, indepen- 

dent board of directors is a key to effective corporate accountability. 

Therefore, drawing on information about 1200 boards of directors gener- 

'.-" "" ~'~: �9 2 : ~ .~~ "- .. i, . 
b. �9 .. %~- #' 

, .  ~,' .4% " ~9,. 

~, 
,,~ 
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ated by the ~C~mission,s first large scale survey of corporate proxy 

disclosure practices, summarized in, Chapter Seven, as well as on other 

information, Chapter Six examines the evolving ~ition and �9 

organizational features of boards of directors, as well as their 

potential for enhancing corporate acoountability. 

The staff reports that a general consensus has emerged with .respect 

to the c~mloosition and structure of boards of directors ~- at~least 

a majority of the board independent of management with effectively 

functioning audit, compensation and nominating committees. The ccm~ 

sition of the boards of surveyed issuers is sc~t ~, consistent-with 

this consensus. For example, the data indicates that only approximately 

19 percent of the responding issuers have boards on which a majority 

of the directors are employed by the issuer or, one of its ,affiliates.. 

Despite the trend toward more independent boards, the monitoring 

program data reveals that 29.4 percent of all directors of the issuers 

surveyed have significant economic or personal relationships with the 

issuer or its management .which potentially eould interfere with the 

ex~rcise of independent judgment. In particular, 7.5 percent of 

all directors of surveyed o0mpanies were associated with law firms 

performing legal services for the cca~any on whose board they served. 

The relationships studied were (i) former officer or employee; 
(2) relative of an executive officer; (3) affiliation with a 
significant supplier, customer or creditor of the issuer;. (4) 
associated with a retained law firm; (5) associated with an invest- 
ment banking firm retained by the issuer; and (6) a control person. 

~. ~ ,I~" s ' ~2~'~ 
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A major%ty of the boards of 19 percent of the issuers surveyed were 

osmfx~ed of directors having a relationship with the ~ y  which 

potentially could interfere with the exercise of independent judgment. 

The chapter analyzes the problems that may arise when such persons 

serve on the board, and discusses the reasons why commentators deem 

it desirable that at least a majority of the board be completely 

independent of management. 

In view of the proxy monitoring data, and the general consen- 

sus discussed above, the staff reconm~nds that issuers give careful 

eonsideration to board ~ition. Such an evaluation should consider 

the appropriatenumber of management employees on the board, if any, 

the independence of its "'outside directors," including questions re- 

lating to customers, suppliers, lawyers and bankers on the board, and 

the overall performance of the board. 

The chapter reviews the functions performed by audit, oompensa- 

tion, nominating, executive .and public policy committees. The audit 

o0mmittee today has become so well established that any ~ y  which _ 

has chosen not to establish such a committee, ~ e d  solely of direc 

tors independent of management, should weigh carefully the costs of 

such a decision in terms of liability and loss of control against the 

reasons, if any, for not establishing an audit committee. In addition, 

companies who have established audit committees should ensure that they ~ 

are functioning effectively. 14_/ 

See SECv. Falstaff (No. 79-1467, D.D.C. May 29, 1980) in which 
the Court held tha~ disclosure that an audit committee existed 
is false and misleading where the audit committee never met or 
functioned. 

| 

k 
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continue tomonitor the trend of establishmen~ - .  ---=;---;7 . . . .  of audit ecmmittees~ 

and strive to obtain suoh committees in a~iate enforcement 

W h i l e  t he  s t a f f  ~ s  not bel ieve  . tha t  an, aud i t  . c r ~ i t t e e  r u l e  i s  n e ~ - .  

s a r y  a t  t he  .P.~..,~.. _.spent,time_ ,due, . to  .the signifi,cant ,Per,...c~n~,.~ge-of ~ i e s  

that have estab%ished such committees, it will return to the Commission 
'~ �9 ~ "= "~ " ~" ~ �9 ~ ~ ' + ' '~ " % "~'~'" " ~ - ~ ". " " -" - , ' ~ ~ 2' ~ "~[ -'-* " 'w "~ 

with f~r reconmendations if t/~e~trend in establishment of suoh 

committees does not continue or if it, appears that further gui~ 

with react t~ the functions of audit committees is necessary. . 

board of directors is the nominating ' commit~ ~. Such a committee holds 

the promise of not only foster'Lgg " director indePendence, but also acting 
. . . . .  ' , t  k ~ . , ~  ~ '  t .  J , , ~ " 

as an initiator and evaluator of other COZlXEate acc0untah]l]~v e~eor+=. 

While many ~ies, �9 the larger one. s, appear to be 

forming nom'Inat'ix/g oommitttees, the extent ,to whir h these_. committees ~. �9 ~ , . . -  = . ~ - . . ~  ~ ,~ ~ -~ . . . ~ , . .  ~ - :  - . .  

are fu!fil!'ing their p ~  remains unclear. It appears that many 

Such ~q~ittees currently are iimi~4 ~ ~s~r~m~ for qualifi~ can- 

and may not be searching very far. ~P~ zle this is ~ "a~oortant 
. . ~  = j ~  ~ ~ ; ; ~  . ~ . ~ j  ; . , ~  . ~ . . .  . , 

function, it is essential that t h e s e  ccmm~ ittees ass~ne responsibility 
, *-~ . - , . ~ ." .., ," , ~:~, ~ . . , 7o 

for a e mg the way in which the board is f mci  

evaluation of ~ members. In this .o~ion, selection criteria 
, , ~ - . ~ �9 ~. ~ .,?. , ~.; . . . .  = ,,: , . ~ ! ~ ~j ,, 

and ....p~. ures ~ to be develops., and disclosed to shaz~hoZ~rs. 

Such criteria should ensure that the board is ~u. sufficiently independent, 

and that it ~ a broad range 0 f b a ~ s  to achieve a breadth of 
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viewpoints regarding future board problem~. If corporations do not 

voluntarily disclose more information about the criteria and processes 

for director selection, the Commission may want to authorize the �9 

to 6onsider amending the proxy rules to�9 such information. 

Moreover, if nominating committees develop effective means to 

encourage and consider shareholder nominations, 

the criteria and selection process, a separate 

in this area may not be necessary. 

that under State corporate statutes 

vested in the shareholders, and to 

c 

are ~ not more forthcoming ~ in 

including disclosure of 

rule by the Commission 

I t is essential to recognize, however, 

the power to elect the board ~ is 

the extent that boards of directors 

their efforts to facilitate shareholder 

participation in the electoral process, a shareholder nomination rule, 

as discussed above, may be necessary. 

The chapter also addresses the functions performed by the full 

board of directors, including monitoring management performance, 

providing advice and counsel to the �9 executive �9 officer, ensuring 

legal ccm~pliance and attention to social'responsibility, and participating 

in corporate policymaking and strategic planning. 

The staff notes, however, that effective operation ~ of the board 

depends on the receipt of adequate relevant information. Unfortunately, 

little data is available today with respect to this issue. If shareholders 

are to be able to evaluate the functioning of their board of directors, 

they need information about the board's processes, including the way 

in which it is informed. The staff believes that disclosure concerning 

J 

. 4  

. .  . m* . . . . . .  

�9 .,, , :~ .�9 �9 
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I 

the way ~ which a corporation's board is informed would provide useful 

information to shareholders and, at the same time,: p rc~ide an incenti~ 

for osmpanies to study their information systems.: However, ccmtDanies 

utilize many different practices to keep ~:'~ thelr board informed, and it 

therefore is difficult to formulate a genericdisclosure requirement 

in this area. Nevertheless, this is important information for share- 

holders. The staff reccam~nds that the Commission urge c~~ies to 

disclose=this information v01unt/rily, in the way most meaningfu~ 

to their shareholders. ' 

Tee chapter also notes that various private sector groups have 

performed a valuable function in addressing questions of board ccmpc~i- 

tion and structure and publishing guidelines for director conduct. 

The staff, therefore', urges these groups tO o0ntinue their efforts 

to provide guidance 

Omm~ission continue 

to directors. The staff recommends that the 

to set forth its own views on" director conduct in 

r.he of .enforcement  ings. 

The chapter concludes that pressures by interested parties, includ- 

ing the corporate and legal cc~ties, the acommting profession, pro- 

fessional organizations and the Commission, must continue 8o that 

a "rubber stamp board"t at "acesn't . waves" a thing 

of the past. ' 
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PANT Ill: THE ROLE OF OTHERS IN %~HE ~ORIK)RATE ACCOUNTABILITY PROCK~S 

Chapter Ei@ht: The .I~le of Self-I~gulatory Organizations in Promoting 
Corporate Accountabll ity 

The self-regulatory organizations ("SROs.), in particular the 

New York Stock �9 historically have imposed requirements on 
i 

listed cc~panies, including disclosure and more substantive regulatory 

requirements. More recently, the C(m~ission has sugested to the SROs 

that they require that their listed oclnp@nies have audit cxmlnittees 

composed of independent directors, and the chapter reviews the manner 

in which the exchanges have responded. 

The staff recommends that SROs continue to be concerned about 

corporate accountabilitY as it relates to investor confidence. 

However, the staff also recommends that the Oammission not require 

SR0s to make changes in their listing standards relating to internal 

corporate structure at this time. 

Chapter Nine: The Role of 
 countabil- y 

State.. I~gulation in PromP_ting Corporate 

Although the standards to which directors are held primarily are 

ones established by state law over which the Coamission has no juris- 

diction, controversy over the adequacy of state law has led to increased 

calls for federal legislation setting minimum standards of care for 

directors. Since the standard of care required of directors is critical 

to corporate accountability, this chapter of the Report discusses recent 

developments under state law concerning this standard and suggests 

�9 ways to respond to emerging problems. 
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The staff's discussion focuses on the issue of whether directors 

under present law have, or should have, a duty of reasonable inquiry 

into the business conducted by the osmpanies on whose boards they 

sit. It is noted that cases such as Greene v. Emersons Ltd. 

may have the anumalous result of encouraging director inattentiveness. 

On the other hand, a duty of care stated in terms of what a prudent 

person ~0uld do in like circ%m%stances is a potentiaily d~amic 

concept. Thus, the staff urges courts to be sensitive to emerging 

trends with respect to boards of directors, including the increasing 

use of directors independent of management and the presence of 

audit and other ~ittees, and to in. corporate these' changes into 

the standard of care required of directors. 

The chapter also addresses recent judicial developments 

concerning application Of the business judgment rule as a defense 

to legal challenges to decisions made by the board �9 of directors. 

In particular, the staff notes that if board decisionsto terminate 

shareholder derivative suits are subjected to judicial examination 

in terms of the independence of the decisi0nmad~rs, the adequacy " 

of the decisi~ing process, and the reasonableness of the decision 

and its explanation, courts will encourage the establis~t of 

corporate processes which will serve the board well in all its 

decisionmaking. 

Law Rptr. �82 (S.D.N.Y. 1980). 
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Chapter Ten: Congressional Initiatives Concerning Corporate Accountability 

Chapter Ten traces the long history of interest in framing some 

form of Federal corporation law and notes that this interest is unlikely 

to diminish. It also presents a description of several recent legislative 

proposals that could affect the system of corporate accountability, in- 

cluding the Shareholders' Rights Act of 1980 and the Corporate Democracy 

Act of 1980. 

PART IV: THE EFFICACY OF EXIST~ ACCOUNTABILITY MECHANISMS 
i ,, ,to ,,, , . . . . . . . . . .  

The staff concludes that a cxm~ination of financial debacles, 

questionable and illegal payments, and Co,mission actions has resulted 

in voluntary actions by corporations which are changing expected 

standards of perforce of directors. Whether or not these changes 

are occurring at a sufficient pace and degree to make Federal legisla- 

tion unnecessary remains to be seen. 

The staff notes that while there have been a number of changes 

in boards of directors, the private sector has ignored, for the 

most part, the possibility of enhanced shareholder participation. 
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