
Preliminary results
for 2002 show high
shareholder votes3 27

Published by IRRC’s Corporate Governance and Global Shareholder Services

Volume XX, Number 1

Government vs. Governance: A Clear Verdict

New French law
could translate into
governance re-
forms

(continued on p. 3)

February  - May 2002

Lawmakers, gover-
nance groups push for
reforms in wake of
Enron

24

— Covering Shareholder Issues Worldwide —

Corporate  Governance
B U L L E T I N

IRRC is pleased to publish the first
of what will be a continuing series of
articles written by guest authors, in
order to provide corporate gover-
nance experts an opportunity to
shares their views and to give our
readers different perspectives on im-
portant issues.Our first contributor
is Roger Raber, president and CEO
of the National Association of Cor-
porate Directors, who has played an
active role advocating governance re-
forms in the wake of Enron. Those
interested in contributing an article
for publication in the Corporate Gov-
ernance Bulletin, should contact the
editor, Rosemary Lally at 202/833-
0700, ext. 170.

The December 2, 2002, bank-
ruptcy filing of Enron Corporation,
once the nation’s seventh largest
company, has revived a classic di-
chotomy for the American corporate
community—the old “government
vs. governance” debate.

Some argue that the Enron
bankruptcy shows a need for stron-
ger government regulations, and re-
veals the weakness of self-gover-
nance as a solution.(Governance is
dead, they say; long live govern-
ment.) They want to strengthen or
expand existing federal rules govern-
ing various aspects of corporate life,

ranging from auditor independence
rules to more stringent disclosure
rules.

These themes and others appear
in a package of reforms proposed on
March 7 by President George Bush.
They also appear in a bill introduced
to the House on February 28 by
Hon. John LaFalce (D-N.Y.), a high-
ranking member of the Financial
Services Committee, along with
Hon. Richard Gephart (D-Mo.), the
leader of the House Democrats. This
bill, The Comprehensive Investor
Protection Act of 2002 (H.R. 3818),
summarizes the problems that have
allegedly occurred in the Enron situ-
ation, and proposes specific regula-
tory solutions for each one.

Others doubt the value of com-
prehensive government solutions.
They say that the Enron case proves
the need for stronger self-gover-
nance, and exposes the weakness of
government-imposed solutions.  Gov-
ernance advocates assert that the
Enron catastrophe happened, de-
spite the great number of carefully
constructed rules and regulations
governing corporations in this coun-
try, because the key participants—
auditors, attorneys, executives, and
directors— failed to govern them-
selves. These pro-governance voices

call for continued efforts to
strengthen good governance within
corporations. The National Associa-
tion of Corporate Directors, helped
rally the troops for this side of the
debate in our February 6, 2002, tes-
timony to Congress, and in a March
1, 2002, statement to the Securities
and Exchange Commission.

Who is right? It is easy to argue
both sides of this debate. Certainly
it is tempting to consider the “gov-
ernment” solution — even from
where we sit at the NACD. We, too,
can get tired of waiting for “gover-
nance” to take its evolutionary ef-
fect in all boardrooms. Who should
know better than we how slow
progress can be? For over a quarter
century, the NACD has published a
regular flow of practical guidance on
governance basics, yet we have to
admit that not enough directors are
listening and learning.

On the other hand, there is
much (and indeed, in our view,
more) to be said for governance over
and above government.  Even the
most hardened government bureau-
crat has to admit that the “gover-
nance” solution makes sense, be-
cause some things simply cannot be
legislated — for example, common
sense and integrity, the bedrocks of
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good governance. We know this from
experience. We have seen first hand
time and again the power of effec-
tive governance when independent
directors exercise their duty of care.

In the end, we have to recognize
that both government and gover-
nance are needed. Purely “gover-
nance” solutions may at times rely
too heavily on human virtues, while
a purely “government” solution ig-
nores and even stunts those virtues.
Governance solutions need govern-
ment to give them teeth, and gov-
ernment solutions need good gover-
nance to give them life.

That is why, in responding to a
request from Hon. W. J. “Billy”
Tauzin (D-La.), the Chairman of the
House Committee on Energy and
Commerce, we are calling for a so-
lution that is both governance-based
and government-backed.

We are asking the SEC to en-
dorse a set of basic board practices,
and we propose for consideration 10
— ranging from board independence
to ongoingdirector education. These
solutions, developed by more than
200 corporate directors and others
serving on our eight Blue Ribbon
Commission groups over the past
decade, can work. In fact, they al-
ready are working for the companies
that have used them to strengthen
their board performance, and, ulti-
mately, corporate performance. The
following recommendations on best
board practices were presented to
the SEC for consideration. The
NACD believes that the SEC has the
authority to take action on these
without the need for further action
by Congress.

1. Boards should be comprised
of a substantial majority of “indepen-
dent” directors. At a minimum, these
directors should meet the definition
of “independent director” as defined
under relevant SRO standards, al-
though boards may consider adopt-

NACD’s Recommendation for 10 Basic Board Practices

1. A substantial majority of the board should be “independent”
directors.
2.  Key committees—including audit, compensation, and governance/
nominating—should consist entirely of independent directors, and
should be free to hire independent advisors.
3.  Each key committee should have a board-approved written charter
detailing its duties.
4.  Boards should consider formally designating an independent
director as chairman or lead director.
5.  Independent directors should regularly and formally evaluate the
performance of the CEO, other senior managers, the board as a
whole, and individual directors.
6.  Boards should review the adequacy of their companies’ compliance
and reporting systems at least annually.
7.  Boards should hold periodic sessions of independent directors only.
8.  Audit committees should meet independently with both the inter-
nal and independent auditors.
9.  Boards should constructively engage with management to ensure
the appropriate development, execution, monitoring, and modification
of company strategies.
10. New directors should participate in an orientation program to
learn about the company’s business, industry trends, and recom-
mended corporate governance practices, and directors should be
continually updated on these matters.

ing even more stringent standards
of independence. Furthermore,
boards should formulate and adhere
to clear conflict of interest policies
applicable to all board members.

2. Boards should require that key
committees—including but not lim-
ited to audit, compensation, and gov-
ernance/nominating—be composed
entirely of independent directors, and
are free to hire independent advisors
as necessary.

3. Each key committee should
have a board-approved written
charter detailing its duties. Audit
committee duties should include
not only assurance of financial re-
porting quality, but also oversight
of risk. Compensation committee
duties should include performance
goals that align the pay of manag-
ers with the long-term interests of

shareholders. Governance/nomi-
nating committee duties should
include setting board and commit-
tee performance goals and nomi-
nating directors and committee
members with the qualifications
and time to meet these goals.

4. Boards should consider formally
designating an independent director
as chairman or lead director. If they
do not make such a designation, they
should designate, regardless of title,
an independent member to lead the
board in its most critical functions,
including setting board agendas with
the CEO, evaluating CEO and board
performance, holding executive ses-
sions, and anticipating and respond-
ing to corporate crises.

5. Boards should regularly and for-
mally evaluate the performance of

(continued on p. 4)Con
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the CEO, other senior managers, the
board as a whole, and individual di-
rectors. Independent directors
should control the methods and cri-
teria for this evaluation.

6. Boards should review the ad-
equacy of their companies’ compli-
ance and reporting systems at least
annually. In particular, boards
should ensure ethical behavior and
compliance with laws and regula-
tions, approved auditing and account-
ing principles, and internal govern-
ing documents. In addition to meet-
ing the current requirements for dis-
closure of management compensa-
tion, boards should disclose the to-
tal value of each director’s compen-
sation, including the value of any
stock options or grants awarded dur-
ing the year.

7. Boards should adopt a policy of
holding periodic sessions of indepen-
dent directors only. These meetings
should provide board and committee
members the opportunity to react to

management proposals and/or ac-
tions in an environment free from
formal or informal constraints.

8. Audit committees should meet in-
dependently with both the internal and
independent auditors.

9. Boards should be constructively
engaged with management to en-
sure the appropriate development,
execution, monitoring, and modifi-
cation of their companies’ strategies.
The nature and extent of the board’s
involvement in strategy will depend
on the particular circumstances of
the company and the industry or in-
dustries in which it is operating.

10. Boards should provide new direc-
tors with a director orientation pro-
gram to familiarize them with their
companies’ business, industry
trends, and recommended corporate
governance practices. Boards should
also ensure that directors are con-
tinually updated on these matters.
      Acknowledging a role for govern-

ment, we do want the SEC to require
disclosure of these practices by all
public companies. Furthermore, we
want the New York Stock Exchange,
American Stock Exchange, and
Nasdaq to ask for proof of ongoing
director education for all listed com-
panies.
    Regulation alone is not the an-
swer and overregulation is never the
answer; the burden of change is on
the boardroom. There are times,
however, that government can be
helpful in placing it there. In the case
of Government vs. Governance, the
verdict is clear. The custody of cor-
porate America is in the hands of
governance, but government has vis-
iting rights. Governance solutions
— if backed by government support
— can usher in the reforms that
Corporate America so desperately
needs.

Roger W. Raber
President and CEO
National Association of Corporate
Directors

p Ed from NACD (Roger
Raber)

Government vs. Governance:
A Clear Verdict

The December 2, 2002,
bankruptcy filing of Enron
Corporation, once the
nation’s seventh largest
company, has revived a
classic dichotomy for the
American corporate commu-
nity—the old “government
vs. governance” debate.

Some argue that the Enron
bankruptcy shows a need for
stronger government
regulations, and reveals
the weakness of self-
governance as a solution.

The Enron debacle sounded a call to
corporate governance reform on all
fronts. The Securities and Exchange
Commission, the stock exchanges,
the Bush administration, Congress,
the Council of Institutional Investors,
the financial community and large
pension funds have answered that
call and are offering specific sugges-
tions on how to prevent another
monumental corporate collapse. Be-
cause the SEC is the federal agency
with the direct purview and the most
power to institute reforms quickly,
its recommendations are the most
likely to be implemented soon. What

portion of the reforms being pro-
posed by the other sectors will be
put in place is difficult to predict. The
political landscape is sure to have a
strong influence on the details of
what is adopted. All sectors and par-
ties appear to agree on the general
direction that the reforms should
take, but it is the devilish details that
have led to debate across sectors and
along party lines.

Rep. John LaFalce (D-N.Y.),
whose bill was defeated just before
an alternative less stringent Repub-
lican one, H.R. 3763, was passed by
the House of Representatives, pre-

dicts that “Given the disposition of
the president, the majority of the
House and those Democrats be-
holden to special interests, I am not
sanguine about the prospects for
meaningful legislation being passed.”
He also points out that although
President Bush proposed a 10-point
plan for reform in the wake of Enron,
the administration never sent any
follow-up legislation to Capitol Hill.

Ken Bertsch, director of corporate
governance for TIAA-CREF, is more
optimistic about the prospects for
reform, but he thinks that most of
the real changes will take place at

Devil is in the Details of Post-Enron
Legislation, Recommendations
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the company level. “These changes
are the most important, but they
also are the most informal and hard
to measure,” he says.“A lot of
changes already have occurred at
the board level, such as companies
establishing the right types of rela-
tionships with their auditors, com-
panies giving audit committees the
responsibility to approve the con-
tracts with auditors, companies in-
creasing the independence of their
boards and management asking
more tough questions. No one wants
to find themselves in the same situ-
ation as the Enron directors,” he
says.  Bertsch also says it is impor-
tant to note that the SEC has im-
proved the timeliness and thorough-
ness of critical disclosures. In addi-
tion, the commission has indicated
that it is serious about obtaining
disgorgements of the short-term
profits that executives make while
misleading the public about their
companies’ financials. Overall,
Bertsch said, Enron has led to “a lot
more focus on the long-term inter-
ests of shareholders.”

Although most of the sectors
weighing in on post-Enron issues
support the creation of an auditing
oversight body, debate persists over
how much representation the ac-
counting profession should have on
such a panel. The Bush administra-
tion is being criticized for pushing
for too many seats at the table for
delegates from the major account-
ing firms. The Council of Institu-
tional Investors has urged that the
opinions of “all interested parties—
not simply the Big Five accounting
firms—be considered before any new
oversight model is proposed.” In ad-
dition, there is disagreement across
sectors over what powers such a
board should wield. TIAA-CREF has
said that such a board needs to have
more power than SEC Chairman
Harvey Pitt’s proposal gives it.

The Bush administration and Bush

appointee Pitt are viewed by some
as being protective of the account-
ing industry. Some believe this bias
has manifested itself in the fact that
neither has recommended placing
restrictions on the types of nonaudit
services that auditors should be al-
lowed to provide to their audit cli-
ents. Other sectors do support re-
strictions on some non-audit services,
but disagree over where to draw the
line. Some are calling for a ban on
all non-audit services while others
are saying the restriction should be
on certain services, such as finan-
cial systems design.

Options scrutinized, too
Another area where there is a gen-
eral consensus on the issue, but dis-
agreements on the details, is the is-
sue of stock options. This type of
equity compensation attracted atten-
tion in the wake of Enron because
some charged that Enron execu-
tives, who held a generous number
of stock options, were motivated to
manipulate financial statements to
increase the amount they could reap
from their options.  While a general
consensus is forming over the need
for shareholder approval of stock
option plans, disagreements still ex-
ist over which types of plans  should
be exempted from shareholder votes.
Some, such as TIAA-CREF, are vo-
cal advocates of shareholder approval
of all equity-based plans with “mate-
rial” dilution; others are calling for
the creation of a dilution standard
to determine which plans must be
subject to shareholder consider-
ation. Still others, such as the New
York Stock Exchange and Nasdaq,
continue to stand by requiring that
only plans for executives and direc-
tors be put to a shareholder vote.

The issue of the accounting treat-
ment of stock options also is contro-
versial. Currently, companies are not
required to treat stock option com-
pensation as a corporate expense.

While President Bush recently said
this accounting treatment should
continue, several senators have in-
troduced a bill that would require
companies to deduct stock option
costs from their revenue if they in-
tend to take a tax deduction.

Even in the area of disclosure,
which everyone agrees needs to be
improved, the Council of Institu-
tional Investors says Pitt’s proposal
to improve the timeliness of disclo-
sures falls short. The council argues
that the SEC needs to go beyond
making disclosure of information
more timely and move toward
“meaningfully updating disclosure
requirements.”

    The Enron collapse turned “cor-
porate governance reform” into an
agenda item for every sector—cor-
porate, investor and political. The
remainder of this article will review
the major actions and proposals
emanating from each sector’s re-
sponse to what some have called a
crisis in corporate governance.

The SEC’s response
In its first effort aimed at quelling
the Enron firestorm, the Securities
and Exchange Commission on Janu-
ary 17 unveiled a plan to form a new
body to oversee how accountants
perform audits.

“This commission cannot and, in
any event it will not, tolerate this
pattern of growing restatements,
audit failures, corporate failures and mas-
sive investor losses,” he said.  “Some-
how we have got to put a stop to a vi-
cious cycle that has now been in evidence
for far too many years.” He said the
commission would explore address-
ing these problems with private,
regulatory and legislative actions.

Public accountancy board
The new Public Accountancy Board
will be “dominated by public mem-

(continued on p. 6)C
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bers” and will be responsible for dis-
cipline and quality control, he said.
“At its core, we believe the board
should be composed predominantly
of independent public members, un-
affiliated with the accounting profes-
sion,” he added. At the same time,
Pitt recommended that a small mi-
nority of the members from the ac-
counting profession be included be-
cause,  “They bring necessary exper-
tise and an understanding of current
accounting issues,” and it would be
ill advised to exclude them com-
pletely. Pitt proposed that the SEC
select the initial members of the
board and appoint the chairperson.
From then on, the board should be
responsible for appointing new mem-
bers and new chairmen, he said.
Those selections would then be sub-
ject to SEC approval. He recom-
mended that the chairperson always
be selected from among the indepen-
dent public members.

The disciplinary body will perform
investigations, bring disciplinary pro-
ceedings, publicize disciplinary ac-
tions taken, and restrict individuals
and firms that have failed to meet
ethical or competence standards
from auditing public companies. All
of the disciplinary actions and deci-
sions will be subject to SEC over-
sight. The board would possess pow-
ers almost equal to subpoena pow-
ers because it could threaten to re-
voke or suspend for a time member
firms’ or individuals’ registration
with the PAB.

Mandatory membership in the
PAB would aid the board’s disciplin-
ary powers. “If individual and firm
membership in the PAB is a prereq-
uisite to conducting audits of public
companies, the temporary or perma-
nent removal of an accountant or
firm from the PAB’s membership
would operate to prevent the accoun-
tant or firm from practicing before
the commission,” said Pitt.

The SEC would make the decision

whether questionable conduct would
be pursued as violations of law, in
which case the SEC would handle the
matter, or pursued as violations of
ethical and/or competence stan-
dards, in which case the matter
would be referred to one of the pri-
vate sector regulatory bodies.

This disciplinary body will oversee
a separate body charged with qual-
ity control. This subgroup will be re-
sponsible for a new process that
willreplace the current triennial
firm-on-firm peer review with more

frequent monitoring of audit qual-

ity and competence. The staff of this
body will be composed of “knowl-
edgeable people, who are not affili-
ated with accounting firms,” said Pitt.
Quality control reviews of audit
firms would be conducted by PAB
staff. He said the PAB should be
staffed to facilitate this, but it also
should be feasible for the board to
draw upon professional auditors to
assist in the reviews, as long as they
are under the direction of the PAB.
The PAB should draft standards for
the quality control process, publish
them for public comment and sub-
ject them to SEC approval.

The PAB will be able to impose
membership fees on accounting firms
and their members. Additional fund-

ing for the board should come from
companies that file financial state-
ments with the SEC. “Broad-based
funding from all users of audit ser-
vices would protect the PAB from
even the appearance of undue influ-
ence,” he said. To ensure that audi-
tors cannot circumvent the PAB’s
requirements and disciplinary mea-
sures, the SEC would make member-
ship in the PAB a condition for certi-
fying financial statements.

The SEC Chairman also said the
commission will work with the ap-
propriate congressional committees
to draft a final proposal on these
changes, but he said Congress would
have to decide if legislation was nec-
essary to enact the proposal.

Improved disclosure
In another effort to instill confi-

dence in the markets, the SEC pro-
posed new rules for faster corporate
disclosure. The commission voted to
approve the proposals on April 11,
and currently is accepting comments
on them. The proposed rules would
mandate accelerated reporting by
companies of trades in company stock
by senior executives and faster filing
of quarterly and annual reports.
These actions were intended to pro-
vide “significant actions quickly,” said
Pitt. In the future, the SEC will
propose further reforms covering fi-
nancial reporting and disclosure re-
quirements, accounting standard
setting, regulation of the auditing
process and profession, and corpo-
rate governance.

In terms of disclosure on trading
activities by executive officers, the
commission supports dramatically
shortening the amount of time re-
quired before such a trade must be
publicly reported. Generally, reports
of transactions or loans with an ag-
gregate value of $100,000 or more
would be due within two business
days. Reports of transactions under
$100,000 and some categories of

The proposed rules would

mandate accelerated

reporting by companies of

trades in company stock

by senior executives and

faster filing of quarterly

and annual reports.
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Figure

transactions would be due by the
close of business on the second busi-
ness day of the following week after
they are granted. However, reports
of transactions and loans with an
aggregate value less than $10,000
would be deferrable until the aggre-
gated cumulative value of unreported
events for the same director or ex-
ecutive officer exceeds $10,000. Now,
trades must be reported by the tenth
day of the month following the month
in which the trades occur. In the
meantime, the SEC is seeking ways
to provide for electronic filings of
reports on insider transactions. It is
considering an approach that would
require companies to file electroni-
cally information that they receive
from insiders.

Shareholder approval of stock
option plans

Stock option plans, and other eq-
uity compensation plans for officers
and directors, should be approved by
shareholders, said SEC Chairman
Harvey Pitt in two recent speeches.

In March 21 testimony before the
Senate Banking Committee, Pitt
asked Congress for help in passing
legislation to mandate that all na-
tional securities exchanges and na-
tional securities associations adopt
listing rules in the next six months
that require companies to seek
shareholder approval for plans that
allow corporate officers or directors
to acquire company securities. He
said he believed the exchanges
would proceed in implementing such
a policy, but “We would like to make
this a matter of law, rather than a
matter of choice.”

In an April 4 speech before the
Kellogg Graduate School of Manage-
ment and Northwestern Law School
Pitt said  the SEC needs to work with
the private sector to get corporations
to adhere to a set of governance best
practices, ethics and integrity, “Out
primary concern is to ensure that
management’s interests are aligned

with shareholders’ interests,” Pitt
said. “This is tougher than it sounds,”
he added. To help align these two in-
terests and to ensure that manage-
ment does not receive unearned wind-
falls while shareholders suffer, Pitt
offered the following recommenda-
tions.

•  Full disclosure of equity compen-
sation plans, and shareholders should
have to approve all such plans.

• A committee of independent direc-
tors should be responsible for decid-
ing whether to grant options to se-
nior management.

• Boards should require that offic-
ers demonstrate sustained long-term
growth before they are allowed to
exercise any of their options. “This
would help abolish perverse incen-
tives to manage earnings, distort ac-
counting or emphasize short-term
stock performance,” he added.

Higher profile for audit com-
mittees
In his speech before the Kellogg
School, Pitt also discussed the role
of audit committees in preventing
future Enrons. Audit committees
should be improved even more than
they have been under recent reforms,
he said. Specifically, Pitt recom-
mended that audit committee mem-
bers be required to understand the
company’s critical accounting prin-
ciples and how they are applied and
to urge continuous improvement to
systems of internal control. The SEC
Chairman also recommended that
directors sitting on audit committees
be allowed to hire their own indepen-
dent counsel and accounting experts
in instances where they believe cor-
porate disclosure needs to be im-
proved. He also suggested that the
SEC consider making the audit com-
mittee responsible for recommend-

ing auditors to the shareholders for
ratification. “While shareholder ap-
proval of outside auditors is now a
well established part of corporate
governance, I believe we should also
explore whether the audit commit-
tee should be vested with the initial
decision about which firm is recom-
mended to the shareholders,” Pitt
said. (Note that IRRC data indicate
that in 2001, only 62 percent of more
than 3,600 company meetings re-
viewed included an auditor ratifica-
tion proposal.)  Pitt also believes that
“audit committees should have the
authority to fire outside auditors or
to prevent management from firing
them.” Along these lines, the SEC
has asked the NYSE and Nasdaq to
consider whether audit committees
should be vested with the sole au-
thority for assessing the quality and
independence of their companies’
outside auditors, including the ex-
tent to which their audit firms can
perform other functions.

No restrictions on audit ser-
vices
In Pitt’s March 21 testimony before
the Senate Banking Committee, the
SEC chairman also said he opposed
restricting accounting firms from
offering consulting services to clients
that they audit. Instead, he said the
framework adopted by the SEC in
2000 to govern the types of non-audit
services that audit firms can perform
“will, over time, serve investors bet-
ter than would a blanket ban on the
receipt of non-audit services from the
auditor that certifies the financial
statement.” In addition, he said, “An
‘audit-only’ firm would be more de-
pendent, not less on their audit cli-
ents, and a single large audit client
could exert far more influence on such
a firm than is the case with firms
that have multiple sources of rev-
enue.”

Pitt also expressed reservations
(continued on p. 8)Co
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about restricting accountants from
becoming employees at their clients’
companies. He said that for smaller
companies that have more limited
options for hiring experienced ac-
counting personnel, such a ban
would present a serious hardship.

Barring executives and direc-
tors from serving
Another high ranking official at the
SEC, Director of Enforcement
Stephen Cutler, has suggested sev-
eral other corporate governance re-
forms to prevent another Enron,
including efforts to bar directors and
officers who violate certain federal
securities laws from serving at public
companies.

“Monetary penalties, often paid by
O[fficer] and D[irector] insurance
policies or which are otherwise in-
significant to wealthy wrongdoers,
are not always sufficient to achieve
the deterrence we seek,” Cutler told
those attending Glasser LegalWorks’
20th Annual Federal Securities Insti-
tute in Florida on February 15. “Ac-
cordingly, the division intends to
expand its use of a remedy that, in
my view, has been sought too infre-
quently by the commission, has been
imposed on too limited a basis by the
courts, and is needed now, more
than ever, to respond to large finan-
cial frauds, which no longer seem
rare. That remedy is the officer and
director bar.”

Congress provided the commission
with the authority to impose such
bars in 1990. Under the Securities
Enforcement Remedies and Penny
Stock Reform Act, the SEC can bar
directors and officers who violate
certain federal securities laws and
whose conduct shows them to be
unfit to serve on any board. The
prerequisite that a person be unfit
“has spawned a burdensome and
overly restrictive test for imposing
officer and director bars,” said Cutler.
Because the act itself does not pro-

vide a definition of “unfit,” the one
that is commonly used was drafted
by a law professor. That definition
imposes a six-part test. “The result
has been, unbelievably, that in some
cases, courts have refused to impose
permanent officer and director bars
on individuals who have engaged in
egregious—even criminal—miscon-
duct,” Cutler said.

To remedy the situation, Cutler
says the courts should begin barring
individuals who engage in serious
securities fraud and commit a serious
breach of the public trust and Con-

gress should grant the commission
the authority to impose officer and
director bars in administrative pro-
ceedings. “By subjecting corporate
wrongdoers to restrictions on their
ability to serve in high-paying posi-
tions of authority and respect, I be-
lieve we will succeed in causing oth-
ers to think twice about crossing the
line,” Cutler said.

NYSE and Nasdaq begin
process of competitive reform
The New York Stock Exchange re-
sponded to pleas from the SEC chair-
man to reexamine the exchange’s cor-
porate governance listing require-
ments by appointing a special com-
mittee of its board of directors to

review these.
The committee, which is called

the Corporate Accountability and
Listing Standards Committee, is co-
chaired by H. Carl McCall, Comp-
troller of the State of New York;
Gerald Levin, former CEO of AOL
Time Warner; and Leon Panetta,
director of the Panetta Institute for
Public Policy. The committee is re-
viewing corporate governance and
shareholder accountability issues
such as the composition of corporate
boards and committees, disclosure
requirements and the role of inde-
pendent audit committees. It plans
to issue a report on its findings as
early as June 2002.

NYSE Chairman and CEO Dick
Grasso emphasized that the commit-
tee will work in tandem with legisla-
tive and regulatory bodies as well as
other exchanges. “Competition
among markets must be put aside to
restore public confidence,” he said.

In April, the committee disclosed
that it was considering a rule that
would require companies to get ap-
proval from shareholders for plans
that grant stock options to execu-
tives. NYSE Chairman Richard
Grasso, along with co-presidents of
the exchange, Catherine Kinney and
Robert Britz, held a press conference
April 9 to discuss some of the items
considered by the group. Previously,
Grasso has said that if the NYSE pro-
ceeded in instituting this approval
requirement and Nasdaq did not fol-
low suit, the exchange would be at a
competitive disadvantage. Now, he
said, “these are far too important is-
sues to let pedestrian competition
interfere.”

The panel also discussed the pos-
sibility of requiring that only inde-
pendent directors sit on audit and
compensation committees, requiring
that the positions of CEO and chair-
man of the board be held by two dif-
ferent individuals, changing what
constitutes an ‘independent’ director,

Under the Securities

Enforcement Remedies

and Penny Stock Reform

Act, the SEC can bar

directors and officers who

violate certain federal

securities laws.
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requiring boards to evaluate auditors
every four or five years and drafting
a code of conduct for internal audi-
tors.

Just days after Grasso said the
NYSE would proceed with plans to
institute reforms even if Nasdaq
failed to follow suit, Nasdaq approved
initial recommendations to improve
corporate governance requirements
for its listed companies. The recom-
mendations, which were sent to Pitt
for review include the following:

•     Further limit the economic re-
lationship between an audit commit-
tee member and a company by tight-
ening the definition of
“independence.”Currently Nasdaq
rules generally provide that the fol-
lowing relationships would preclude
independence: employment with the
listed company, compensation paid
to directors for other services to the
company, familial relationships with
officers, payments between the listed
company and a company with which
the director is associated, and rela-
tionships arising from interlocking
service on another company’s com-
pensation committee. Nasdaq is con-
sidering adding other relationships
that might impair independence,
such as being a former employee of
a company’s auditor.

On a related note, the exchange
specifies that executive officers of all
listing markets should not be per-
mitted to serve on the boards of their
listed companies. (It should be noted
that NYSE Chairman Grasso serves
on the boards of X NYSE-listed com-
panies.) Nasdaq also is examining
whether its current rules address-
ing the qualifications of audit com-
mittee members go far enough to
ensure that these committees func-
tion well. The exchange plans to con-
duct a survey of its listed companies
to review the qualifications of audit
committee members.
• Require that all stock option

plans that include officers or direc-
tors be approved by shareholders.
(Currently the exchange does not re-
quire shareholder approval of
broadly based plans even though
some of these allow executive and
director participation as long as the
majority of options go to non-execu-
tive employees.)

• Require audit committees to rec-
ommend the selection or replace-
ment of the independent auditor.
The exchange is recommending that
this be coupled with the SEC require-
ment that each company disclose in
its annual report whether the board
disagreed with any recommenda-
tions of its audit committee regard-
ing the selection or replacement of in-
dependent auditors.

• Establish a best practice for the
continuing education of board mem-
bers.

• Require that all companies
adopt a code of best practices, and
that boards approve procedures for com-
pliance.

· Require non-U.S. companies to
disclose whether they have received
a waiver of a corporate governance
standard from Nasdaq. (The ex-
change also is considering improv-
ing its listing standards for foreign
issuers to ensure that the spirit of
U.S. corporate governance practices is
met, even when foreign rules differ.)

Bush administration ad-
dresses CEO abuses
At the beginning of March, President
George W. Bush released a proposal
to address the corporate failings that
became evident as a result of Enron.
His proposal includes: a requirement
that the CEOs sign statements at-
testing to the veracity of the finan-
cial information contained in each

of their companies’ quarterly finan-
cial statements; the creation of board
to oversee the accounting profes-
sion; a requirement that corporate
executives return a portion of their
bonus compensation if their com-
pany commits financial fraud; and
speedier financial disclosure when
company executives or directors buy
or sell company stock.

Although the president did not
address the accounting treatment of
options in his proposal, in an April
10 interview with The Wall Street
Journal, Bush advocated continuing
their current “zero expense” treat-
ment. But, he told The Journal, “I
think once options are ‘in the
money,’ they ought to be calculated
in the dilution, that they ought to
be dilutive in their earnings-per-
share calculations.”

Congress responds with
avalanche of bills
Legislators on Capitol Hill continue
to draft dozens of bills addressing the
corporate governance issues sur-
rounding Enron’s collapse. At press
time, only one had been passed by
the full House; the others remain in
committee.

Three of the most comprehensive
Enron-related bills proposed in the
107th Congress are H.R. 3763, which
was introduced by Reps. Michael
Oxley (R-Ohio) and Richard Baker
(R-La.), H.R. 3818, which was intro-
duced by Rep. John La Falce (D-
N.Y.) and S. 2004, which was intro-
duced by Sen. Christopher Dodd (D-
Conn.).

On April 22, the House in a 334-
to-90 vote passed the Oxley-Baker
bill, H.R. 3673, the Corporate and
Auditing Accountability, Responsibil-
ity and Transparency Act. This leg-
islation would:

• create a new auditor oversight
board (referred to as a public regu-

(continued on p. 10)C
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latory organization);

• place restrictions on auditors
providing internal audits and finan-
cial systems designs;

• give the SEC the direct power
to ban directors who have been con-
victed of wrongdoing from serving
on the boards of other companies
(currently the SEC must seek court
action to impose such a bar);

• grant  the SEC the authority to
write rules requiring corporate of-
ficers to give up their “profits” if their
companies restate their financial
statements with the SEC;

• prohibit corporate executives from
buying or selling company stock dur-
ing any period when employee retire-
ment plan participants are unable to
buy or sell such securities;

•   direct the President’s Working
Group on Financial Markets to study
current corporate governance stan-
dards to see if they are sufficiently
serving and protecting investors;

• improve financial disclosure to
investors; and

•    increase the SEC’s budget from
$480 million to $776 million, to en-
able it to perform the additional
tasks and oversight required by the
bill.

The public regulatory organiza-
tion, or PRO, that the legislation
would create to oversee accountants
would have five members. Three of
the members could not have ever
have worked as accountants while
the other two members could not
have worked as practicing accoun-
tants for at least two years. The PRO
would be under the direct authority
of the SEC. Any accountant wishing

to audit the financial statements of
public companies would have to be
certified by the PRO. In addition,
publicly traded companies would be
responsible for ensuring that their
accounting firms were in good stand-
ing with the PRO. An accountant or
accounting firm disqualified by the
PRO could be prohibited from certi-
fying financial statements. The PRO
also would have the statutory au-
thority to punish accountants who
violate securities laws or standards
of ethics, competency or indepen-
dence.

The bill that was considered to be
the Democratic alternative to H.R.
3763, The Comprehensive Investor
Protection Act of 2002 or H.R. 3818,
was not passed by the House. By,
most accounts that bill contained
much stronger “teeth” than the
Oxley-Baker legislation. Its provi-
sions would have:

•   Prohibited auditors from per-
forming non-audit services for audit
clients.
•     Established a Public Accounting
Regulatory Board to draft audit qual-
ity standards, review public account-
ing firms and individual audits, con-
duct disciplinary and investigation
proceedings, and suspend or revoke
auditors’ registration for non-com-
pliance.
•   Permitted state licensing boards
to participate in such proceedings
and impose sanctions.
•   Authorized the SEC to oversee
the board.
•   Subjected foreign accounting
firms that already fall within SEC
jurisdiction to board jurisdiction.
•   Prohibited insider trading during
pension fund blackout periods.
•   Increased financial disclosure of
off-balance-sheet transactions, in-
sider transactions, relationships be-
tween SEC registrants and philan-
thropic organizations, insider con-

trolled affiliates and provision of ser-
vice by related persons.
•   Mandated electronic disclosure
of affiliate transactions.
•   Amended law to establish liabil-
ity for aiding and abetting securities
violations.
•   Mandated preservation of audit
records for seven years.
•     Required preservation of records
during shareholder litigation.
•   Directed the SEC to study and
report to congressional committees
on credit rating agencies and ana-
lyst conflicts of interest.

Rep. John LaFalce (D-N.Y.), who
introduced this bill, is extremely
critical of the Republican version,
H.R. 3763, which the House did pass.
At the National Association of Cor-
porate Directors’ conference in
Washington, D.C. on April 29,
LaFalce said that the Republicans’
bill “does little, and, in fact, takes a
step backward.” For instance, he
said, it gives the SEC the power that
it already possesses to establish an
audit oversight body and allows the
SEC to designate the board’s pow-
ers. LaFalce said that the powers
should be specified in the legislation,
and that the composition should not
be decided by the SEC, but should
be “representative of the investing
public.”  He also noted that the
Oxley-Baker bill fails to address the
issue of executive responsibility.
“The president’s proposal would in-
crease executives’ responsibility by
requiring that the CEO or CFO cer-
tify as to the veracity and accuracy
of the financials, but the bill is si-
lent on this issue,” he said. LaFalce
said the legislation also fails to ad-
dress the issue of Wall Street ana-
lysts’ conflicts of interest. “There are
no fire walls in securities firms be-
tween the research side and the
banking side, and this must stop be-
cause until it does we will not get
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unbiased advice.” The congressman
also criticized the bill for not putting
enough restrictions on the services
that audit firms can provide to their
audit clients. “The bill purports to
limit the services that auditors can
supply to audit clients, but it actu-
ally codifies the existing limits on ser-
vice,” he said.

Senator Carl Levin (D-Mich.) in-
troduced a post-Enron bill that cov-
ers a lot of ground, addressing issues
ranging from accounting practices to
auditor independence to topics for
shareholder proposals. Two provi-
sions in the bill stand out as being
new issues not specifically addressed
in other legislation or best practices
recommendations. The first says the
SEC may not exclude certain types of
shareholder proposals that are per-
mitted under state law. The other
provision gives board audit commit-
tees new responsibilities to help over-
see the auditor and ensure the accu-
racy and clarity of the company’s
financial statements.

Specifically, the legislation con-
tains the following provisions.

•   Directs the SEC not to “prohibit”
shareholder proposals that are per-
mitted under state law to remove or
replace a director, to retain or re-
place the company auditor, to en-
sure director independence, to re-
quire the audit committee chairman
or company auditor to attend the
annual meeting to answer questions,
or to obtain disclosure of compensa-
tion information for any director or
company executive. In Delaware,
where the majority of U.S. compa-
nies are incorporated, the state law
does not specifically address the in-
clusion of any of these types of pro-
posals.
• Requires the audit committee to
oversee the accounting practices and
policies of the company. Also re-
quires the committee to evaluate
the relationship between the com-

pany and the auditor, to obtain and
evaluate financial information from
the company and the auditor, and to
provide the accountant with periodic
opportunities outside the presence
of management to express any con-
cerns about practices, policies, state-
ments or reports. In addition, makes
the audit committee responsible for
evaluating the quality, acceptability
and clarity of the company’s finan-
cial statements and for ensuring ad-
equate public disclosure of the
company’s accounting practices and
principles.
•    Requires shareholder approval of
any compensation plans that provide
stock options to directors, officers or
employees and that “do not require
such stock options to be treated as an
expense for the purpose of ascertain-
ing income, profit or loss in compa-
nies’ financial statements and re-
ports.”
• Establishes an independent
source of funding for the new non-
governmental body that the SEC is
going to establish to replace the Fi-
nancial Accounting Standards Board
and to oversee accounting standards.
Funding will come mainly from com-
panies and public accountants. All
members of the body will have ex-
pertise in accounting. One member
will be nominated by the SEC and at
least one-third of the members will
represent investors and will not have
been employed recently by a public
accounting firm.
• Requires the independent ac-
counting standards body to resolve
pending accounting and reporting
matters in a prompt manner with
due process and public participation.
For any matter left unresolved after
two years, the SEC is authorized to
require action by a certain date or to
resolve the matter itself.
• Prohibits audit firms from pro-
viding non-audit services to their
audit clients during the duration of

the audit contracts and for two years
following their engagements with
these clients.
• Prohibits those employed by au-
dit firms from serving as employees,
directors or consultants at the firms
they audited during the duration of
the auditing contract and for two
years afterward.
• Requires companies to provide
auditors with all of the pertinent
information they need to perform
the audit.
• Prohibits directors, executives
and employees from trying to “influ-
ence, coerce, manipulate or mislead”
any independent public accountant
engaged in an audit.
• Directs the SEC to issue rules
barring companies in cases of bank-
ruptcy from providing preferential
treatment on compensation benefits
to company directors or officers com-
pared to other employees or credi-
tors of the company. Directs SEC to
issue rules requiring improved dis-
closure of company loans to direc-
tors and executives and company
contributions.

At press time, Senate Banking
Committee Chairman Sen. Paul
Sarbanes (D-Md.) was expected to
introduce legislation that contains
some of the same types of gover-
nance provisions found in the Levin
bill, but also includes President
George Bush’s recommendation that
chief executives and chief financial
officers certify their company’s audit
report and financial statements.

 Another bill with a fairly wide
scope, S. 2004, the Investor Confi-
dence in Public Accounting Act of
2002, authorizes the SEC to create
an Independent Public Accounting
Board, subject to SEC oversight,
that would exercise regulatory juris-
diction over public accounting firms.
The IPAB would be responsible for
establishing and enforcing auditor

(continued on p. 12)Co
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quality control and auditing stan-
dards and for establishing record
retention criteria.

The bill also contains the follow-
ing provisions:

•   Prohibits a registered indepen-
dent public accounting firm from
providing non-audit services to its
audit clients.
•   Prohibits an auditing firm from
performing audit services for a com-
pany if any management-level per-
sonnel of that company had been an
employee during the two-year period
preceding the audit.
•   Makes it unlawful for any officer,
director or affiliated person regis-
tered with the SEC to make mate-
rial representations to an audit firm.
•   Increases the number of SEC pro-
fessional accountant positions to pro-
vide more oversight of auditors.
•   Mandates prompt electronic dis-
closure of affiliate transactions.
•   Directs the SEC to submit rec-
ommendations to the IPAB regard-
ing the treatment of stock options.

S. 1940, a bill introduced by Sena-
tors Carl Levin (D-Mich.), Mark Day-
ton (D-Minn.), Richard Durbin (D-
Ill.), Peter Fitzgerald (R-Ill.) and John
McCain (R-Ariz.), would require com-
panies to deduct stock option costs
from their revenue if they take a tax
deduction for option profits (which
the IRS considers compensation
when it taxes optionees on those
amounts). The legislation, which was
introduced in mid-February, would
not directly require companies to
expense stock option pay, but would
require companies to treat stock
options on their financial statements
the same way they treat them on
their tax returns. In other words, if
a company does not declare a stock
option expense on its books, then the
company would not be able to deduct
that amount in the same year on its

tax return.
“Stock options were a driving force

behind management decisions at
Enron that focused on increasing
Enron’s stock price rather than the
solid growth of the company,” says
Levin. He also notes that Enron
apparently avoided paying taxes on
its $1.8 billion in reported income
during four of the past five years by
claiming large stock option tax de-
ductions. “At the same time, Enron
never reported this $600 million as
an expense on its financial state-
ments—an expense which, had it
been reported, would have reduced
Enron’s income by one-third,” Levin
explained.

He also pointed out that 10 years
ago the Financial Accounting Stan-
dards Board attempted to close the
‘stock option loophole’ that Enron
used, but FASB’s efforts were torpe-
doed by corporations and audit firms
that conducted a strong lobbying cam-
paign. In the end, the only conces-
sion that FASB managed to get was
a requirement that companies in-
clude a footnote in their proxy state-
ments noting pro forma earnings per
share if options were treated as an
expense, based on their “fair value”
at grant. Some observers speculate
that closing this loophole could be
easier now because it has the back-
ing of Arthur Andersen and Deloitte
& Touche, as well as the Interna-
tional Accounting Standards Board.

Several other bills introduced in
the 107th Congress focus on more
specific reforms.

H.R. 3795, the Investor, Share-
holder and Employee Protection
Act of 2002—Establishes within the
SEC an independent regulatory
agency, the Federal Bureau of Au-
dits, which would conduct an annual
audit of the financial statements sub-
mitted to the SEC by companies.
Requires the president to appoint
the director of the bureau, by and

with the advice of the Senate. Pro-
hibits bureau employees from re-
ceiving employment of compensa-
tion from companies audited by the
bureau, or any accountant that pro-
vides audit-related services to a bu-
reau-audited issuer for 10 years af-
ter employment with the bureau.
Requires the SEC to establish stan-
dards for audits. Directs the SEC to
assess and collect a fee from each
company that submits a financial
statement to be audited by the bu-
reau.

H.R. 3693—(No Title Given)
Directs the SEC to prohibit allowing
auditors to provide non-audit ser-
vices to their audit clients.

H.R. 3617, the Accountability
for Accountants Act of 2002—
Makes liable auditors 1) who have
been found by a jury to have failed to
detect and report illegal acts of the
issuer of securities that are the sub-
ject of a class action; and 2) who have
performed non-audit functions for
companies during the time within
which an alleged violation of securi-
ties occurred. Mandates maintenance
of company audit records and im-
poses criminal sanction for noncom-
pliance. Requires auditors to report
to the SEC on their decisions to
divest themselves of interests in non-
audit businesses and to stop provid-
ing non-audit services to companies
they audit. Mandates preservation
of records during shareholder litiga-
tion.

S. 1896, Auditor Indepen-
dence Act of 2002—Prohibits an
independent public accountant who
performs auditing or related ser-
vices for a client from also providing
to such client during the calendar
year in which such services were
provided: 1) management consulting
services, 2) any other service that is
not related to the audit, 3) any other
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service that could result in a potential
conflict of interest or otherwise im-
pair auditor independence.

H.R. 3745, the Corporate
Charitable Disclosure Act of
2002—Mandates disclosure of: 1) cor-
porate charitable contributions with
a value exceeding that made by the
company during the previous year to
any nonprofit organization of which a
director, officer, or controlling person
of the company (or a spouse of such
person) was a director or trustee, 2)
the name of such nonprofit organiza-
tion and the value of contribution, 3)
the total value of contributions made
by the issuer to nonprofit organiza-
tions during its previous fiscal year,
and 4) the organization name and the
value of contributions if the value to
any one organization exceeds the
amount designated by SEC rule.

H.R. 3736, the Financial Accu-
racy in Reporting Act of 2002—
Directs the SEC to revise auditor
independence rules governing non-
audit services for an audit client to
establish standards pertaining to fis-
cal period audits as of October 1, 2002,
that are consistent with, and at east
as stringent as, those established in
the revisions of the Government Au-
diting Standards by the Comptroller
General on January 25, 2002.

H.R. 3769, the Insider Trading
Full Disclosure Act of 2002—Re-
quires that mandatory disclosures per-
taining to the sale of securities by an
officer or director or other affiliated
person of the issuer of those securi-
ties shall be made available in elec-
tronic form: 1) to the SEC by the
affiliated person before the end of
calendar day immediately following
the calendar day on which the trans-
action occurs, 2) to the public by the
commission, and 3) in any case in
which the company maintains a cor-
porate web site that is accessible only

internally, on that internal web site,
before the end of the calendar day
immediately following the calendar
day on which the transaction oc-
curs.

CII offers detailed recom-
mendations

At a February news conference
on Capitol Hill, the Council of In-
stitutional Investors called for a
package of comprehensive reforms
to the U.S. auditing and corporate
governance systems, “designed to
ensure that another Enron won’t
happen.” Specifically in letters sent
to congressional committees inves-
tigating the Enron case and to SEC
Chairman Harvey Pitt, the council
suggested seven steps “that would
go a long way toward improving
current investor safeguards.” They
include:

• Reform auditor indepen-
dence standards by prohibiting
auditors from providing any
non-audit services to their au-
dit clients—a position the SEC
backed off from in 2000 under heavy
pressure from the accounting indus-
try and some members of Congress.
The SEC might also consider requir-
ing companies to rotate their out-
side auditors every few years as the
AFL-CIO has recommended, impos-
ing “cooling-off” periods before au-
dit firm employees could work for
audit clients, and prohibiting out-
side accountants from providing any
internal audit services to audit cli-
ents, the council suggested.

• Radically reform the over-
sight of auditors. Noting that “it’s
clear that the accounting
profession’s current system of self-
oversight is not working,” the coun-
cil urged that the opinions of “all
interested parties—not simply the
Big Five accounting firms—be con-
sidered before any new oversight

model is proposed.” New ideas, such
as the creation of a new, indepen-
dent auditing entity, should be con-
sidered and publicly debated, the
council recommended.

• Require enhanced disclo-
sure of director links to compa-
nies. Current disclosure rules are
inadequate, the council said. “Some
very basic, yet material information,
about director relationships does not
have to be disclosed under current
rules. And companies aren’t volun-
teering to provide those details,” said
the letter. More than four years ago,
the council submitted a rulemaking
petition to the SEC to toughen the
disclosure rules so that investors
would have access to information
necessary to evaluate the potential
for relationships that could interfere
with a director’s independent judg-
ment. “It’s time for the commission
to act on this important disclosure
rule,” the council said.

• Toughen the stock ex-
changes’ listing standards on
board independence and board
composition. “While some
changes affecting board audit com-
mittees were adopted several years
ago, they fell far short of standards
endorsed by a ‘blue ribbon’ commis-
sion, the council, its members and
even the Business Roundtable,” the
letter said. The council believes the
exchanges should adopt a definition
of independent director that matches
its own or comparable definitions en-
dorsed by TIAA-CREF, the Califor-
nia Public Employees’ Retirement
System or other major investors. It
also believes the exchanges should
require that a substantial majority
of the board (at least two-thirds) and
all audit committee members qualify
as independent directors. Current
standards for board independence
are inadequate, with the NYSE re-

(continued on p. 14)Co
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quiring only two outside directors
and the Nasdaq and AMEX requir-
ing only a sufficient number of inde-
pendent directors to satisfy the au-
dit committee requirements, the
council noted.

• Do not soften the SEC’s
stance on enforcement. The coun-
cil believes tough enforcement ef-
forts—and criminal prosecutions
whenever possible—are the most
effective deterrents to criminal ac-
tivity, and it is distressed by Chair-
man Pitt’s recommendation when he
first assumed the chairmanship that
the agency take a “kinder, gentler”
approach with the accounting pro-
fession and other possible wrongdo-
ers, the letter said. “Behind-closed-
doors discussions and settlements
set no examples for others nor offer
any deterrent benefits.”

• Restore integrity to the
proxy voting system by eliminat-
ing the stock exchanges’ “broker
may vote” rule, which allows bro-
kers to vote on so-called “routine”
proposals, including the election of
directors and the ratification of au-
ditors. “As Enron has shown, these
proposals are not ‘routine.’ In fact,
they may be two of the most impor-
tant votes cast by shareholders,” the
council’s letter said.

The exchanges say the purpose
of the 70-year-old “broker may vote”
rule is to ensure that companies
meet quorum requirements. But,
the council says, recent studies have
concluded that this argument is a red
herring, and that nearly all U.S. com-
panies satisfy quorum requirements
without the broker votes. Permitting
broker votes amounts to “ballot stuff-
ing for management,” the letter said.
It recommended that the SEC work
with the exchanges to prohibit bro-
kers from voting on any ballot items
without express instructions from
the beneficial owners.

• Meaningfully update disclo-
sure requirements for financial
and other critical information.
“Meaningfully” is the key to this rec-
ommendation; simply switching to
more current disclosure, as Chair-
man Pitt has proposed, is not
enough, the council said. “We urge
you to consider views from all in-
terested parties, including inves-
tors, corporations and accounting
firms, as you move forward with re-
forming the disclosure require-
ments and with considering other

reforms, including changes to ac-
counting standards,” said the letter.

In its letters, the council also said
it is concerned that the current
“frenzy surrounding the Enron
meltdown—while generating volu-
minous media coverage—may fail to
result in any meaningful reforms to
a system clearly in need of improve-
ments.”

“As tragic as the Enron case may
be, it is also an opportunity for regu-
lators and legislators to take a close
look at the painful failure of some
safety nets intended to protect in-
vestors and to make meaningful
changes,” wrote council Executive
Director Sarah A.B. Teslik.

Teslik, also  gave members of the
Senate Banking Committee an ear-
ful when she testified March 20.
“People will behave badly to get

great wealth if the stock exchanges
don’t stop them. If the SEC doesn’t
deter them. If FASB [Federal Ac-
counting Standards Board] and
AICPA [American Institute of Certi-
fied Public Accountants] enable
them. If prosecutors rarely go after
them. And if you legislate loopholes,”
she told the committee.

She suggested that, in terms of
auditor reforms, Congress should
pass legislation that 1) requires the
board’s audit committee, not the
managers, to hire the auditors; 2)
fixes FASB’s and AICPA’s account-
ing and audit standard-setting sys-
tems with guaranteed funding and
better accountability to investors; 3)
requires CEOs, audit committee
members and outside auditors to sign
the financials as true and accurate;
4) removes nontrivial conflicts of in-
terest; 5) comes down hard on indi-
viduals, not just companies, who
break the law.

While making these recommenda-
tions, Teslik cautioned that legisla-
tion focusing only on audit reform
will be ineffective.  The current sys-
tem that allows executives to pick
the boards who are supposed to po-
lice them is a “fundamental misalign-
ment that is more important to
fraud prevention than auditor inde-
pendence because a board’s respon-
sibilities are more critical to a
company’s health,” Teslik said. She
then offered eight examples of how
the current system of corporate gov-
ernance places shareholders at a dis-
advantage when it comes to submit-
ting proposals and voting on those
proposals.

She emphasized that protecting
investors in this misaligned system
should not be left up to the New York
Stock Exchange. “The NYSE is a pri-
vate sector corporation. It gets
money from corporate executives—
listing fees. Never expect private
sector bodies to act against those who
fund them—they won’t do it,” Teslik

While making these

recommendations, Teslik

cautioned that legislation

focusing only on audit

reform will be ineffective.



February -May 2002   ●   IRRC Corporate Governance Bulletin   ●   15

said to the committee.
She also advised Congress to pass

legislation requiring better and im-
mediate information about compa-
nies’ executive compensation prac-
tices and about directors’ and CEOs’
buying, selling, borrowing and hedg-
ing activities. In addition, Teslik rec-
ommended that investors be given
more ways to control this compen-
sation through votes on all stock
option plans and the ability to put
up board candidates “if existing
boards are giving away the shop.”

Finally, she argued for better en-
forcement. “There is too little en-
forcement and too much of it targets
companies and not human wrongdo-
ers.  When you punish companies,
you punish innocent shareholders, the
victims,” Teslik said.  She concluded
her testimony by telling committee
members, “A CEO or a director going
to jail would be a corporate governance
shot heard around the world.”

AICPA puts faith in private sector
The American Institute of Certified
Public Accountants also offered Con-
gress advice on how to restore faith
in the financial reporting system and
to reassure investors by improving
audit quality and corporate account-
ability.

Chairman of the AICPA James
Castellano told members of the Sen-
ate Banking Committee on March
21 that the group’s recommenda-
tions “strike an appropriate balance
between the need for government
oversight and the efficiency of the
private sector.” He recommended
four initiatives:

1. Create a new private sector
regulatory body. “The time is right
to create new systems for perform-
ing quality reviews of the practices
of public company auditors and for
disciplining those auditors. Accord-
ingly, we support moving from pub-
lic oversight to public participation,

from self-regulation to public regu-
lation for these important processes.
We further believe that these pro-
cesses should be subject to SEC over-
sight.”

2. Reform the financial report-
ing process. Castellano suggested
a move toward more timely—and
ultimately, real time—disclosures
and reports containing a broader
“bandwith of information. Investors
should know about plans, opportu-
nities, risks, uncertainties and the
drivers of future success,” he said.

3. Establish new rules for cor-
porate governance. “Audit com-
mittee members should have audit-
ing, accounting or financial experi-
ence. Periodically, audit committees
should hold separate executive ses-
sions with management, the inde-
pendent auditor and the internal au-
ditors. We also believe the audit com-
mittee should be involved in hiring
and firing the independent auditor.”

4. Support corporate truthful-
ness. Castellano urged Congress to
make it unlawful to improperly in-
fluence or mislead the auditor.
“Make it a felony for anyone in a
company or anyone else involved in
the financial reporting process to lie
to their auditor,” he said.

From the corporate corner
Financial Executives International,
an organization comprised of CFOs
and other senior financial execu-
tives, released a set of 12 recommen-
dations to address industry reform.
The set, which was developed by a
task force comprised of CFOs and
senior financial executives from
prominent public companies, was
sent to Congress, the SEC and the
stock exchanges. As might be ex-
pected from a group comprised of a
group comprised of senior financial
executives, few of these executives

would implement significant reforms
beyond what has become generally
accepted since Enron.

“To restore the foundation of trust
in a checks-and-balances system of
corporate governance, immediate
action must be taken to correct the
weaknesses exposed by Enron,” said
FEI Board Chair David A. Young,
who also serves as CFO at Adaptec.

The group recommended adoption
of the following reforms.

1.    Have financial executives ad-
here to a specialized code of ethical
conduct. A revised FEI Code of Ethi-
cal Conduct now calls on financial
professionals to acknowledge their
affirmative duty to proactively pro-
mote ethical conduct in their orga-
nizations.

2.     Provide means for employees
to surface concerns and actively pro-
mote ethical behavior. Mechanisms
should include a written code of con-
duct, employee orientation and
training, a hotline or helpline that
employees can use to raise compli-
ance concerns without fear of re-
prisal, and procedures for voluntary
disclosure of violations.

3.    Designate the principal finan-
cial officer and principal accounting
officer as defined in the Securities
Act of 1933. The principal financial
officer should report to the CEO and
the principal accounting officer to the
principal financial officer. One or
both should meet quarterly with the
audit committee to review significant
financial statement issues, including
key judgments, estimates and dis-
closure matters.

4.      Create a new oversight body
for the accounting profession. The
SEC should sponsor an independent
body with members experienced in
accounting and finance but indepen-

(continued on p. 16)Co
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dent of public accounting firms or
other accounting industry organiza-
tions.

5.     Place restrictions on certain
non-audit services supplied by the in-
dependent auditor. Any instance
where services could present conflict-
of-interest questions should be
avoided. In addition to internal au-
dit services and consulting on com-
puter systems used for financial ac-
counting and reporting, these would
include services where the audit
firm could be put in a position of re-
lying on their own work product.

6.     Restrict hiring of senior person-
nel from the external auditor. Corpo-
rations should adopt policies restrict-
ing the hiring of engagement audit
and tax partners or senior audit or
tax managers.

7.       Reform the Financial Account-
ing Standards Board. Form a blue rib-
bon committee to recommend within
three months FASB reforms in the
areas of organization, financial state-
ment content and timeliness of stan-
dard setting.

8.        Modernize financial reporting.
Steps here include developing best
practices for Management Discus-
sion and Analysis (MD&A), imple-
menting plain English financial re-
porting, and providing web site ac-
cess to key performance measures.

9.     Require the stock exchanges to
include in their listing agreement a
mandate that at least one member of
a public company’s audit committee
be a “financial expert,” as recom-
mended by the 1999 Blue Ribbon
Panel. In setting higher standards
for “financial expertise,” the NYSE
and Nasdaq should require explicit
knowledge of GAAP obtained through
education or experience and require
experience in the preparation or au-

dit of financial statements for a com-
pany of similar size, scope and com-
plexity.

10.     Require continuing profes-
sional education for audit commit-
tee members. Companies should dis-
close in the audit committee report
whether members have undertaken
such training.

11.    Periodically consider rotation
of the audit committee chair. Corpo-
rations should evaluate the need to
rotate the individual holding the au-
dit committee chair position approxi-
mately every five years.

12.   Disclose corporate governance
practices. Public companies should
provide a report of key corporate
governance practices.  Current best
practice is to have a governance and
nominating committee made up of
independent directors.

TIAA-CREF comes out swinging
TIAA-CREF Chairman and CEO

John Biggs focused on three specific
areas that need reform when he tes-
tified before the Senate Banking
Committee on February 27: stock
options; auditor independence; and
oversight of the accounting profes-
sion.

Stock option accounting should
be reconsidered
Biggs believes that the way that
most companies treat fixed price op-
tions as “free” and performance op-
tions as potentially very expensive
creates many negative results. This
has led to an explosive growth in the
use of stock options since 1995. In
turn, he said, this growth has cre-
ated a serious distortion of earnings
statements so that some companies
report large earnings at the same
time they pay no taxes; an unprec-
edented focus on the stock price by
all the employees of the company,

to the point where serious ethical
dilemmas are posed for employees;
a dramatic decline in dividends; stock
options replacing pension plans; and
an almost exclusive use of fixed price
stock options rather than perfor-
mance-triggered options in employee
compensation plans.

To counteract all of these negative
effects, the accounting methods used
for stock options should be reexam-
ined by a private sector entity, such
as the Financial Accounting Stan-
dards Board, the Government Ac-
counting Standards Board or the In-
ternational Accounting Standards
Board, he recommended. “Some ex-
pression of support by your commit-
tee, or by the full Senate or House of
Representatives—the form of which
you understand better than I—might
make it possible for the IASB to
study the issue, and for the FASB to
reopen the question,” Biggs told the
Senate Banking Committee.

Prohibit non-audit work
Increasing auditor independence also
will help prevent future Enrons, ac-
cording to Biggs. Audit firms should
not do any consulting or even tax
work for the companies that they
audit. In addition, Biggs recom-
mended that companies rotate their
auditors every five to 10 years. “Ro-
tation reduces dramatically the fi-
nancial incentives for the audit firms
to placate management,” he said. “If
the audit firm has a kind of virtual
perpetuity of millions in fees every
year (from whatever source), the
present value of that relationship is
enormous: in the Enron case, prob-
ably over a half-billion dollars, given
that the total fees paid to Arthur
Andersen for fiscal year 2000 were
$52 million. That amount could be
even higher if one considers the poten-
tial growth in ‘cross sold’ services,”
Biggs added.  He also pointed out that
rotation eliminates the revolving
door problem, where former auditors
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become the top financial officers at
the companies they once audited,
hiring their former colleagues who
continue to conduct audits.

Biggs strongly endorses auditor
rotation, but he does not believe it
will become a generally accepted
practice without “explicit action by
Congress.”

Create a powerful, autonomous
oversight body
Congress needs to help create a bet-
ter regulatory body to oversee the
accounting profession, said Biggs.
“Elements of [SEC] Chairman
Harvey Pitt’s proposal [for a public
accountancy board] certainly move

in the right direction, but I believe
the proposed entity needs more au-
thority. And that authority can
come only from Congress,” he told
the committee. The types of author-
ity that should be granted to such
an entity should be clear cut and
separate from the SEC. In addition,
the body must have access to the in-
formation needed to conduct an in-
vestigation, but have the ability to
keep that information out of the
hands of litigators. He also told the
panel that the body should be able
to discipline firms and individuals
and have licensing authority beyond
that of the states.

Biggs stressed that such an entity

should not have to rely on voluntary
contributions from the accounting
profession. He suggested a fee on
stock market transactions, or regis-
trations, or some other financial ac-
tivity that would be devoted to pay-
ing for auditing oversight, the work
of the Financial Accounting Foun-
dation and a share of the IASB’s
American needs.

“If these goals are reached, I be-
lieve we may look back on Enron as
being a short-term financial tragedy
for its employees and the holders of
its securities, but a major long-run
benefit for the U.S. capital markets,”
he said in summation.

In these strange days when arcane
corporate governance terminology
graces the front pages of major
newspapers it is, perhaps, acceptable
to use the language of Hollywood to
describe a shareholder proposal.  In
that case, clearly the “sleeper hit” of
the proxy season has been the audi-
tor independence proposal submit-
ted by union funds.

The resolution, which seeks to
limit the non-audit work a company’s
auditors can perform, was initially
submitted to 31 companies by funds
affiliated with the United Brother-
hood of Carpenters and Joiners, the
International Brotherhood of Elec-
trical Workers, the United Associa-
tion of Plumbers and Pipefitters and
the Sheet Metal Workers Interna-
tional Association.  The timing of the
proposal could not have been better
– it premiered in the proxy state-
ment at Walt Disney, which was first
published in early January.  That
same week, the House Financial Ser- (continued on p. 18)

Auditor Independence Emerges as the
Hit Issue of the 2002 Proxy Season

vices Committee heard testimony
from Arthur Andersen’s Chief Execu-
tive Joseph F. Berardino, defending
his firm’s failure to catch Enron’s
problems. Also testifying at that
hearing was AFL-CIO Secretary-
Treasurer Richard L. Trumka who
told the committee, “You had an
audit firm that was dependent on
Enron management for higher-mar-
gin consulting services, purporting
to provide independent review on
behalf of investors of transactions,
some of which they, themselves,
may have designed and charged a fee
for.”

Initial reviews of the proposal
glowed. “There could not be a more
timely issue, even though the pro-
ponents introduced it before the
Enron story broke,” said Ann Yerger,
director of research for the Council
of Institutional Investors said. “[The
proponents] should get the ESP
award for corporate governance this
proxy season.”

A high vote at Disney–42 percent
of votes cast favored the proposal–
seemed to be a clear indication of
box office success. “It’s hugely con-
sequential,”  Bill Patterson, director
of the office of investment at the
AFL-CIO, told The Washington Post.
“The whole system is on autopilot.
For this vote to take place is extraor-
dinary. This is just the beginning of
a show of force for these reform pro-
posals.”

Many companies responded by
entering into serious negotiations
with the proponents.  Nineteen com-
panies have made change to their
policies regarding the hiring and
monitoring of outside audit firms,
partly in response to this proposal.
From the outset it was not clear if
the proposal would achieve such stat-
ure. The auditor independence pro-
posal was inspired by concerns that
lucrative consulting contracts may
jeopardize auditor independence.

—Rosemary Lally
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The information that provided
ammunition for that concern be-
came available in 2001, when com-
panies were required for the first
time to include in their proxy state-
ments information on audit fees.
IRRC conducted a study of audit ver-
sus non-audit fees and discovered
that many companies were paying
much higher fees for non-audit ser-
vices. Representatives from union
funds, including Ed Durkin, director
of special projects at the Carpenters,
also were surprised to discover the
extent of fees paid for non-auditing
services. The Carpenters discovered
that there were at least five compa-
nies in their portfolio—Apple Com-
puter, Best Buy, Bristol-Myers
Squibb, Delphi Automotive Systems,
and Kmart—that had non-audit  fees
that comprised more than 89 percent
of the total fees paid.

Union funds initially submitted a
total of 29 auditor conflict proposals,
with the most—17—filed by Carpen-
ters’ funds, including to the five com-
panies mentioned above. “Our funds
submitted shareholder proposals on
the auditor conflict issue in order to
protect the integrity of the audit
process,” says Durkin. “The wide-
spread and significant consulting
relationships between corporations
and their audit firms revealed in
recent corporate disclosures threaten
to undermine investor confidence in
the independence of audit firms and
the financial reporting system. The
shareholder proposals provide an
opportunity for investors, not just
regulators, to speak loud and clear
on this issue.”

Because the Disney annual meet-
ing date was the earliest, that com-
pany was the first to appeal to the
SEC’s Division of Corporation Fi-
nance for no-action relief, saying it
planned to exclude the proposal sub-
mitted by the United Association of
Journeymen and Apprentices of the
Plumbing and Pipe Fitting Industry

funds on the grounds that it related
to the company’s ordinary business.
The company argued that because
the auditor firm’s familiarity with
the company “can substantially en-
hance its ability to provide needed
support in an effective and cost-effi-
cient manner” the firm should be
allowed to continue to perform non-
audit services.

In its response, the Plumbers’ fund
suggested that, “The fund submits
that those same types of arguments
could have been used in the various
audit scandals that have occurred in
recent years that spurred the SEC to
require the disclosure of payments
to accountants.”

The Plumbers’ fund asserted that
this proposal does not interfere with
the company’s ordinary business,
writing that, “the company has con-
fused the ordinary business of ‘se-
lecting’ auditors… with the broad
policy sought in the proposal to en-
sure that whoever the company se-
lects to be its independent accoun-
tant is truly ‘independent’ by remov-
ing the potential for conflicts of in-
terest that is created if the accoun-
tant renders ‘other’ services to the
company in addition to its audit ser-
vice.”

The Securities and Exchange
Commission refused to grant Disney
no-action relief.  In its ruling, the
SEC said, “In view of the widespread
public debate concerning the impact
of non-audit services on auditor in-
dependence and the increasing rec-
ognition that this issue raises signifi-
cant policy issues, we do not believe
that Disney may omit the proposal
from its proxy materials in reliance
on rule 14a-8(i)(7).”  Similar rulings
at Ameren and Motorola soon fol-
lowed.

Although the proposal now could
go forward at these companies, which
had challenged the proposal only on
ordinary business grounds, there
were still other hurdles to be crossed

at the SEC. The proposal had been
challenged, by various companies,
on the following six grounds.

• (i)(1) The proposal would be a vio-
lation of state law, since Califor-
nia law gives the board the role
of hiring auditors (Apple Com-
puter).

• (i)(2) The proposal would require
the company to violate federal
law since federal law includes re-
quirements about documents
the auditors need to sign (Do-
minion Resources).

• (i)(3) The proposal is false and
misleading, particularly in its
reference to the recent SEC
rulemaking on auditors.

• (i)(6) The company lacks the
power to implement the pro-
posal.

• (i)(9) The proposal is counter to
a management proposal (since
the company’s nomination for au-
ditor will appear on the
company’s proxy statement).

• (i)(10) The proposal already has
been substantially implemented
– auditors are already indepen-
dent.

The Division of Corporation Fi-
nance ruled that the proposal can-
not be omitted under (i)(2) or (i)(3).
The Commission did concur with
PG&E that portions of the proposal’s
supporting statement could be con-
strued as misleading, and required
that the proponent revise the pro-
posal to provide “accurate citation to
a specific source.”

Disney was also the earliest test
case for the vote.  The proposal sub-
mitted by the Plumbers and
Pipefitters received 42 percent of the
votes cast at the company’s Febru-
ary 19 annual meeting. This is a high
vote for any first-time proposal, but
it is an especially strong show of sup-
port given that Disney announced
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just several weeks before the meet-
ing that it no longer would allow its
independent auditor,Pricewater-
houseCoopers, to perform any con-
sulting or any other non-audit work
for the company. Disney paid the ac-
counting firm $8.7 million in audit
fees and $42.9 million in non-audit
fees last year.

The success of the proposal may
have helped spur more serious ne-
gotiations between companies and
proponents.  Since the Disney vote,
at least 11 proposals have been with-
drawn after companies agreed to new
policies.  Carpenters’ pension funds
withdrew proposals at Apple Com-
puter, Best Buy, Bristol-Myers
Squibb, FirstEnergy, Equitable Re-
sources, Viacom and Dominion Re-
sources after reaching settlements
with the companies. The Sheet Metal
Workers International Union with-
drew the proposal at Johnson &
Johnson. IBEW has withdrawn the
proposal at Ameren, McGraw Hill
and TXU.

The core policy agreed to by most
of these companies has three com-
ponents:

1) A limitation on services
• No consulting, no financial

information services, no inter-
nal audit work

2) Changes to internal processes and
procedures
• Pre-authorization of every en-

gagement at the management
level

• Dissemination of new policy
throughout the organization

• An agreement that the audit
committee will meet four times
a year and that it will receive an
itemized description of the
auditor’s work and fees at each
meeting

3) Enhanced disclosure
• Better itemization

• Inclusion of policy in audit com-
mittee report

• Inclusion in the proxy statement
of “an affirmative statement that
the engagement of the auditor
to perform work other than the
audit work has not impaired the
auditor’s independence.”

The intention of the negotiations
was to take a more “comprehensive

and broader approach” than simply
seeking elimination of consulting
services by auditors, although that
remains a critical part of each agree-
ment, Durkin says. Each settlement
is a bit different: for some compa-
nies the alterations means changes
in the charter, at other companies
they mean a different review process.

For example, Bristol-Myers
Squibb agreed that the audit com-
mittee will have to pre-approve the
use of the auditor for tax work based
on an estimate of aggregate fees,
while FirstEnergy agreed that the
audit committee will have to pre-
approve the use of the audit firms to
perform any audit-related work
when the engagement contract ex-
ceeds $100,000. Durkin expects that
approximately one-third of the 30

companies facing this proposal will
settle.

Even at firms where the proposal
will be, or has been, voted on, a num-
ber of companies are making
changes. IRRC is aware of eight com-
panies facing the audit proposal that
adopted new policies (see chart).
Halliburton, for example, included
with its proxy statement a two-page
appendix entitled “Corporate Policy:
Services of Principal Independent
Auditors” that details the conditions
under which the auditors will be
hired to complete specific tasks.
      As we go to press, there are only
a few preliminary votes available.
The highest was at PG&E, where the
proposal reportedly received support
of 47 percent of the votes cast.
      It also seems reasonable to ex-
pect that more of these proposals will
be filed next year.  The Enron scan-
dal did not erupt until most compa-
nies’ filing deadlines had passed, but
not quite all. The Carpenters have
filed four additional proposals at com-
panies with later meeting dates: Au-
tomatic Data Processing, Fedex,
Nike and Sara Lee. The proposal also
has been picked up by an individual
investor, W. Engstrom, who filed it
at Sepracor in late December.
  The Amalgamated Bank’s
Longview Fund filed two proposals
at companies with late deadlines,
Albertson’s and Labor Ready, where
the fund specifically raised the Enron
issue. “The recent collapse of Enron
Corporation has once again shone a
spotlight on the role of independent
auditors, as previously happened af-
ter disclosures of accounting fraud at
Sunbeam, Cendant and Waste Man-
agement.  The failure of Enron Cor-
poration has raised questions about
what Enron’s auditors knew, when
they knew it, and what facts they saw
fit to certify to the SEC and to share-
holders,” the LongView proposal
states.

—Rosanna Landis Weaver

The success of the pro-

posal may have helped

spur more serious nego-

tiations between compa-

nies and proponents.
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Company Proponent Company’s Challenge at SEC Status as of 5/30/02

Albertson’s LongView none known 06/06 meeting date – expected to go to a vote

Allegheny Energy Carpenters none known 05/09 meeting date – expected to go to a vote
The company announced will no longer use
auditors for new financial systems design
and implementation projects, but believes it
should retain the flexibility, with audit
committee oversight, to retain auditors for
other matters.

Ameren IBEW company asked for an exclusion: Withdrawn—Company adopted a policy of
(i)(7) ordinary business more disclosure (including an itemized
SEC ruled against ommission breakdown) and will describe internal

monitoring processes in report. Proponent
allowed audit-related fees as long as
disclosure and monitoring were in place.

American Power Carpenters none known 06/11 meeting date—expected to go to a vote
         Conversion

Apple Computer Carpenters company asked for an exclusion: Withdrawn—company adopted a new auditor
(i)(7) ordinary business independence policy, which prohibits its
(i)(l) violation of state law auditors from performing non-financial con-
(CA law gives board role of hiring sulting services, such as information tech-
auditors) nology consulting and internal audit services.
(i)(9) counter to a management proposal The policy also mandates that an annual
(company’s nomination of auditors) budget for both audit and non-audit services
(i)(10) already substantially implemented— be approved by the audit committee in ad-
auditors already independent vance, and that the audit committee be

provided with quarterly reporting on actual
spending. The policy requires non-audit
services to be approved by the director of
technical accounting and the CFO.

Automatic Data Carpenters none known Submitted in April
         Processing

Avon Products Carpenters none known 05/02 meeting date – preliminary results show
12.5 percent support for proposal.
In 2002, Avon amended its existing policy to
prohibit the hiring of its independent
auditors for non-audit services, except for
cetain audit-related services, such as
statutory audits required in certain interna-
tional locations, and certain tax consulting
services that the audit committee has
approved.

Best Buy Carpenters none known Withdrawn—company agreed to adopt core
agreement.
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Boston Properties Carpenters            none known 06/01 meeting date – expected to go to a vote

Bristol Myers Squibb Carpenters            none known Withdrawn—Company agreed to adopt code
agreement. Bristol-Myers Squibb agreed that
the audit committee will have to pre-approve
the use of the auditor for tax work based on
an estimate of aggregate fees.

Constellation Energy IBEW           none known 05/24 meeting date—expected to go to vote
   Group

Delphi Automotive Carpenters          none known 05/01 meeting date – expected to go to a vote.
Delphi reports that “the audit committee has
instucted the company to refrain from engaging
in any future consulting services with its inde-
pendent auditor.”

Dominion Resources Carpenter         company asked for an exclusion: Withdrawn—company agreed to adopt
        (i)(2) require to violate federal laws policy
        (i)(6) lacks the power to implement
        (i)(7) ordinary business
        agreed to adopt policy

Duke Energy United         Company asked for an exclusion 04/25 meeting date—preliminary  results:
 Association         (i)(7) ordinary business 36 percent support for proposal.

        (i)(9) conflicts with management In late 2000, company adopted additional
           proposal restrictions beyond those imposed by the SEC’s

auditor independence rules, prohibiting Deloitte
& Touche from providing internal auditing
services or financial information systems design
implementation services.

Emmis Carpenters none known June meeting date—expected to go to
     Communications a vote

Equitable Resources Carpenters none known Withdrawn

Fedex Carpenters none known Submitted in April

First Energy Carpenters none known Withdrawn  - adopted core policy.
FirstEnergy also agreed that the audit commit-
tee will have to pre-approve the use of the audit
firm to perform any audit-related work when
the engagement contract exceeds $100,000.

co

Company Proponent Company’s Challenge at SEC Status as of 5/30/02



22   ●    IRRC Corporate Governance Bulletin    ●     February -May 2002

Halliburton United Association           none known 05/15 meeting date – expected to go to a vote.
Halliburton adopted a policy that limits, but
does not forbid, the provision of non-audit
services by the company’s outside auditors.
The policy permits the company’s outside
auditors to provide non-audit services that
facilitate the performance of the audit, improve

t the financial reporting process and internal
controls environment, and relate to tax consult-
ing or advice. The policy sets stipulations of
conditions that must be met before the auditor
can provide these non-auditing services.

Johnson & Johnson Sheet Metal         none known Withdrawn – Company agreed to adopt core
 Workers agreement

K-Mart Carpenters         bankruptcy/no longer listed Company filed for Chapter 11

Labor Ready Longview         none known 06/19 meeting date – expected to go to a vote.

Lafarge North America Carpenters         none known 05/07 meeting date. Preliminary results show
proposal received 14.3 percent support.

Liz Claiborne Carpenters          none known 05/16 meeting date. The company’s new policy
prohibits its independent auditor from perform-
ing any internal audit services or any consulting
services related to the company’s financial
information systems. The audit committee
reviews any proposed non-audit assignments in
advance.

Manpower Carpenters         none known 04/30 meeting date. Preliminary voting results
show proposal received 18.1 percent support.
In March the company adopted  a new policy
regarding non-audit services that prohibits the
company’s independent auditors from providing
any financial information systems design and
implementation services, information technol-
ogy, systems consultation, and internal audit
services, including internal control services.

Marriott International United       company asked for an exclusion: 05/03 meeting date—expected to go to a vote.
 Association      (i)(7) ordinary business

     (i)(10) substantially implemented
     — shareholder already get to vote
     (i)(3) and (I)(6) vague and false

McGraw-Hill IBEW      none known Withdrawn. “They created a policy that was
close to what we wanted,” says the IBEW.

Company Proponent Company’s Challenge at SEC Status as of 5/30/02
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Motorola Sheet Metal     company asked for an exclusion: 05/06 meeting date. Preliminary results show
  Workers     (i)(7) ordinary business proposal received 39.4 percent support. In

    SEC refused to grant no action 2001, Motorola adopted a policy that KPMG
would not provide IT consulting, internal audit,
or financial transaction services in the future.

Nike Carpenters        Submitted in April

PG&E Carpenters        company asked for an exclusion: 04/17 meeting date. Preliminary results
       failed to comply with eligibility require show proposal received 46.5 percent support.
       (i)(7) ordinary business
       (i)(3) false and misleading
       – improper citation of rules

Reliant Carpenters 06/05 meeting date – expected to go to a vote.

Safeway United      company asked for an exclusion: 05/16 meeting date—expected to go to a vote.
  Association      (i)(7) ordinary business

     (i)(1) under Delaware law, not proper matter
     for stockholder action
     (i)(9) conflicts with management proposal
     (i)(10) already substantially implemented

Sara Lee Carpenters      none known Submitted in April

TXU IBEW      none known Withdrawn. Company is improving disclosure
 and monitoring.

VF IBEW     none known 04/23 meeting date. Preliminary results show
proposal received 33.2 percent support.
The audit committee has adopted a policy to
prohibit the retention of its auditors for services
related to internal auditing functions and the
design and implementation of financial  informa-
tion systems. The audit committee has also
adopted a policy to require pre-clearance
from audit committee members for substantial
non-audit engagements by its auditors.
Specifically, the audit committee chairman must
approve any engagement that is expected to
generate fees of $250,000 or more, and the full
audit committee must approve any engagement
expected to generate fees of more than
 $1 million.

Viacom Carpenters      withdrawn – eligibility Withdrawn- adopted core agreement

Walt Disney United      ordinary business challenge Went to a vote February 19 and received
     SEC declined to omit proposal, citing support of 41 percent of shareholders voting.
     widespread public debate on the issue. Disney announced, before the meeting,that it

would no longer hire auditors as consultants.

Company Proponent Company’s Challenge at SEC Status as of 5/30/02
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In keeping with the French capital
market’s efforts to embrace sound
corporate governance practices, re-
cent changes to French law help pro-
vide a framework within which com-
panies can work to improve the ways
in which they currently operate.  The
adoption last year of the New Eco-
nomic Regulations Act (NER) was
seen by many as the logical legisla-
tive consequence to a gradual but
steady institutionalization of many
Anglo-Saxon-style governance prac-
tices within France’s equity market.
The practices were first espoused by
the Viénot Committee, led by well
known businessman Marc Viénot,
which drafted the country’s first cor-
porate governance report in 1995.
Viénot’s principles, as well the work
of several French shareholder orga-
nizations such as Proxinvest, and
AFG-ASFFI (an association that rep-
resents France’s asset management
industry) in advocating for improved
corporate governance, all helped
pave the way for many of the land-
mark governance measures spelled
out in the NER.

The NER addresses a number of
key areas including disclosure of di-
rector remuneration, board of direc-
tors, and proxy voting, as well as less
critical issues such as taxation of in-
centive plans. Though considered to
be far reaching for a continental Eu-
ropean market, the legislation falls
short, according to some, particu-
larly in the area of proxy voting.

The New Economic Regulations
Act, ratified on 15 May 2001, is an
amendment to the Commercial
Code of 18 September 2000.  The act
principally is aimed at improving
corporate disclosure in France.  Pro-
posed by the former Finance Minis-

Legislation Guides French Firms on Improving
Governance Framework

ter, Christian Sautter, the purpose
of the new regulations “is to create
a safe and transparent financial en-
vironment and to place [the coun-
try] among the best in matters of
corporate governance.”

Board practices:  a key element
One of the legislation’s key compo-
nents concerns director pay and
board practices. The NER calls on
companies to reveal the total remu-
neration granted to either the top
five or ten highest paid directors,
depending on the size of the com-
pany.  Public companies that exceed
200 employees should disclose the
top ten best paid directors, while
companies with fewer than 200 em-
ployees should report the top five.

The size of the board should be
between three and 18, says the NER.
Members of either the board of di-
rectors (one-tiered boards) or the
supervisory, or nonexecutive, boards
(two-tiered boards) can only serve up
to six years and are only allowed to
hold director positions simulta-
neously in a total of five boards.  For
two-tiered boards, members of the
management, or executive, board
would have terms of between two
and six years and are not allowed to
hold any other director positions si-
multaneously.

In addition, the NER advocates
that the chairman and CEO posts be
separated, and that no director
should be chairman of more than two
companies at a time.  On the execu-
tive side, no CEO or general man-
ager should hold the same position
at another firm.

Market observers believe that
many French companies will imple-
ment a large number of these provi-

sions this year, including disclosure
of the highest paid directors.  Some
of the companies that have already
disclosed individual directors’ remu-
neration include Alcatel, Crédit
Lyonnais, and Renault.  Also, of the
CAC 40 companies that IRRC has cov-
ered so far, about 16 companies have
made amendments to their company
bylaws in order to comply with the
new provisions of the NER.  Some
of the companies include AXA, BNP
Paribas, Bouygues, Cap Gemini,
Danone, L.V.M.H., Société
Générale, Suez, Total Fina Elf, and
Vivendi Univeral.

NER falls short on proxy voting
reform
Aside from board structure and
qualifications, the NER attempts to
address concerns regarding proxy
voting procedures.  Over the past two
years, non-French institutional in-
vestors have had a difficult time lodg-
ing their votes, as French issuers
used a loophole within existing laws
to require that proxy ballots be
signed by beneficial owners before
they are deemed valid. The extra
time required to secure a beneficial
owner’s signature resulted in a num-
ber of non-French institutions fail-
ing altogether to cast their votes, and
French issuers scrambling to head
off an investor relations nightmare
and meet quorum requirements.

The NER was meant to allevi-
ate this cumbersome process for in-
vestors but decidedly favors compa-
nies since issuers still retain a great
deal of latitude when determining
which votes can and cannot be ac-
cepted.  The legislation, for example,
grants companies the right to re-
quest that custodian banks, or other
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financial institutions that are act-
ing as third parties, pass on the
name, nationality, date of birth or
establishment, the addresses and
the amount of shares held by a ben-
eficial owner.  Failure to comply
with the company’s demands can
result in the cancellation of voting
rights and/or the suspension of divi-
dend payments for up to five years.
And as the shareholder activist
group Proxinvest states: “The legal
protection of investors is not at all
insured since the issuer can change
[his/her] mind anytime about the
quality of the investor’s identifica-
tion as shareholder.”  As for wet sig-
natures, the latest issue of Global
Proxy Watch indicates that the
French government was unable to
implement the changes regarding
the signatures of the beneficial own-
ers in time; therefore, foreign in-
vestors are most likely to face proxy
difficulties.

Burdensome proxy voting pro-
cedures are not the only issue that
the NER fails to address, say share-
holder activists.  Still permitted
under the legislation are double
voting rights, an archaic takeover
defense which persists at some
French companies.  Double voting
rights are assigned to certain reg-
istered shareholders that have held
their shares continuously for at
least two years.  The law also stipu-
lates that registered shareholders
are entitled to receive double vot-
ing rights when management in-
creases the company’s share capi-
tal through the incorporation of re-
serves.  Only registered sharehold-
ers who are French nationals or citi-
zens of other European Union coun-
tries are entitled to double voting
rights, however, thereby discrimi-
nating against other shareholders
and underscoring the NER’s failure
to mete out equal treatment.

—

The European Commission is poised
to resubmit for parliamentary ap-
proval legislation designed to stan-
dardize takeover regulations among
the 15 countries that are members
of the European Commission.  An
earlier version of the code was ve-
toed by parliamentarians last sum-
mer, but the code’s proponents and
architects – who have spent more
than a decade crafting the legisla-
tion – are determined to see some-
thing come of their efforts.  The re-
drafting of the code is receiving sup-
port from both within and outside
the EU, and governance observers
suggest it may be ready for parlia-
mentary approval before year’s end.
However, others suggest the re-
draft’s chances for approval are slim
at best because Germany, the Neth-
erlands and Sweden have launched
a strong lobbying effort against the
redraft.

Last July, the EU voted down the
original version of its much antici-
pated takeover code, which would
have unraveled longstanding take-
over defenses that are common
amongst most EU members.  Ger-
many, in particular, lobbied against
the takeover code fearing it would
pave the way for hostile takeovers of
German companies by foreign firms.
The code’s shelving meant German
companies, as Berlin had sought,
could employ a wide range of defen-
sive measures to ward off unwel-
come bids.

Much of the German unease
with a common, transnational take-
over code stemmed from lingering
discomfort over London-based
Vodafone’s hostile takeover of
Mannesmann, a German telecom-
munications giant, in 2000.   Work-

European Union Seeks Consensus
As New Code Takes Shape

ers at Mannesmann believed they
were not consulted fully before man-
agement approved the deal, and de-
manded legislation that would give
them more of say in the face of take-
over bids.  Union advocates argued
that the EU’s proposed takeover di-
rective did not give an adequate
voice to workers’ concerns.  In the
wake of the Mannesmann takeover,
German companies sought the right
to ask shareholders for a blanket
authority to issue a antitakeover
device on an annual basis, for up to
18 months, even before a takeover
bid is made.  This too was the major
sticking point in the EU legislation,
which spelled out that companies
could only convene shareholder
meetings only after a takeover bid
had been made.

On the heels of the code’s defeat,
the European Commission an-
nounced late last summer that it
would begin the process of redraft-
ing legislation to standardize take-
over regulations.  The goal was to
make the original version palatable
to all, and proponents of a common
code felt the slim margin of defeat –
just one vote – meant odds for fu-
ture approval were favorable.

A seven-member panel of ex-
perts was convened by the EC to
spearhead the redrafting process and
address major sticking points.  The
committee of academics, industrial-
ists and lawyers is headed by Jaap
Winter, an academic and legal advi-
sor to the Anglo-Dutch group,
Unilever. Commenting on the
panel’s mandate, the EC’s internal
markets commissioner, Frits
Bolkestein, said the initiative, “dem-
onstrates the commission’s determi-
nation to come forward as soon as —Cristina Yen
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possible in 2002 with a new proposal
that takes account of the broadest
range of views.”

In January, the panel issued a
set of recommendations designed to
undergird a final takeover code draft.
Those key recommendations, ac-
cording to the weekly governance
publication Global Proxy Watch, ad-
dress the following five areas.

•  Disclosure. All listed EU compa-
nies should face a common re-
quirement to reveal often undis-
closed defenses, such as pyrami-
dal share structures, cross-hold-
ings and change-of-control pro-
visions.

•   Shareowner powers. Investors
should have a vote on any take-
over defense, and such a defense
must be specific to a bid—not a
general authority. Panel head
Jaap Winter also urges one vote
per share in such cases.

•  Defenses. A bidder winning 75
percent of a company’s common
stock should be able to override
any “golden share” or other take-
over defense and gain control.

•   U.S. bids. U.S. boards have wide
authority to adopt poison pills.
To level the playing field, the
panel leaves open the possibil-
ity that EU companies could in-
stall equivalent takeover de-
fenses—but only for hostile bids
by American firms.

•   Price. A successful bidder would
have to buy out remaining in-
vestors at the highest price the
shares hit in previous months.

     The influential International Cor-
porate Governance Network, which
is comprised of 250 members who

represent investment organizations
and corporations with $12 trillion
under management, came out in fa-
vor of the panel’s recommendations,
giving it much needed support from
the institutional investor commu-
nity.
    The ICGN concurs with the
panel’s call that only shareholders –
not regulators or political bodies –
determine the success or failure of
a takeover bid; and, that “one share,
one vote” should apply to small and
large shareholders, allowing each
individual or institution to vote in
proportion to the financial interest

they own in the company.
    Assessing the framework for a
new takeover code, ICGN Chairman
Peter Clapman voiced the gover-
nance group’s strong opposition to
unequal voting rights for certain
classes or groups of shareholders,
emphasizing that differences among
various EU member states on this
issue helped derail a previous effort
to create uniform takeover proce-
dures. Referring to so-called “golden
shares,” Clapman said, “The logical
remedy is to abolish them every-
where.”
     While the ICGN publicly has
given a future code based on the
January recommendations its strong

Sweden and the

Netherlands have joined

Germany in lobbying to

water down the code’s

provisions, reports The

Financial Times.

backing, others groups have been
working behind the scenes to derail
efforts to resurrect a common EU
takeover directive.  Sweden and the
Netherlands have joined Germany
in lobbying to water down the code’s
provisions, reports The Financial
Times.  Observers say the three gov-
ernments are keen on seeing the EC
create another high-level panel to
offer further recommendations on
the final shape of the takeover code.
Those further recommendations,
says one observer, would effectively
“ensure that Winter’s recommenda-
tions do not go unrevised.”  Unequal
voting rights are common at firms
based in Germany, the Netherlands
and Sweden, and used by firms as
the primary defense to ward off for-
eign takeover attempts.
      German opposition to a common
takeover code is particularly strong,
because Berlin, corporate Germany
and labor groups all worry that in-
dustry giant Volkswagen could fall
prey to a foreign suitor under provi-
sions of a new code.  In its current
form, the code would not allow the
government of Lower Saxony, with
its 18.6 percent stake in the
automaker, to continue to retain its
power to veto corporate decisions.
This particular issue has proved
emotive for many Germans, and
Chancellor Gerhard Schroeder, fac-
ing re-election in the fall, is unlikely
to back any EU legislation that could
jeopardize Volkswagen’s standing as
a symbol of pride for German indus-
try.
     Until Germany can get its politi-
cal act together, the chances for ap-
proval of a common, EU takeover
code appear slim.  In the words of
one pundit, “A European takeover
directive is dead in the water, at
least until the next German elec-
tions in September.”

— Subodh Mishra
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Shareholder Proposals Old and New
Are Registering High Votes in 2002

—Rosemary Lally

As the vote tallies for 2002 share-
holder proposals begin to stream in,
all indications are that a substantial
number of proposals addressing a
wide range of corporate governance
issues are registering higher votes
this year than in years past.

Auditor independence
The much publicized proposal that

asks companies to adopt a policy
ensuring that any public accounting
firm used by a company for outside
audit services not be retained to
provide other services to the com-
pany has been garnering some strong
support. Union pension funds drafted
and submitted the first-time pro-
posal this proxy season. The average
level of support for the nine propos-
als that IRRC has obtained voting
results for so far is 30.6 percent, a
strong showing for a proposal that is
just out of the gate. The highest vote
recorded so far on an “auditor inde-
pendence” proposal was at PG&E,
where the proposal received 46.5
percent of the votes cast. Earlier in
the year, an auditor independence
proposal at Walt Disney garnered
the support of 41.2 percent of the
votes cast. That count was viewed as
particularly high in light of the fact
that the company agreed before the
annual meeting no longer to hire
auditors as consultants.

Golden parachutes
Proposals aimed at curbing what

is viewed as excessive executive com-
pensation are proving quite popular
with shareholders in 2002. In par-
ticular, the average level of support
has risen for proposals asking com-
panies to allow shareholders to vote
on future severance agreements with
senior executives—either all such

agreements or those that exceed a
specified level (e.g. such as those in
an amount exceeding two times the
sum of the executive’s base salary
plus bonus). So far this year, IRRC
has voting results for 11 of these
golden parachute proposals, and av-
erage support stands at 39.2 percent
of the votes cast. In 2001, IRRC
tracked 13 golden parachute propos-
als that came to a vote and average
support for these registered at 31.8
percent of the votes cast.

One vote on this issue that made
headlines took place at Bank of
America, where 50.7 percent of the
votes cast favored a golden para-
chute proposal. In 2001, an almost
identical proposal submitted by the
same proponent, the Teamsters, re-
ceived 40.7 percent of the votes cast.
This year, when asked if his com-
pany would act on the slim majority
vote, Bank of America CEO Ken
Lewis responded, “Absolutely.”

Similar proposals submitted by the
Amalgamated Bank’s LongView Col-
lective Investment Fund garnered
strong support. LongView says its
proposal at Sprint received 50 per-
cent of the votes cast, one at
Raytheon garnered 44.4 percent of
the votes cast and another at Massey
Energy received 46.7 percent of the
votes cast.

Board independence
Shareholders also appear to be

throwing support behind proposals
asking for more independent direc-
tors on boards. So far, IRRC has
voting results for three of these pro-
posals, and average support stands
at 32 percent. A proposal submitted
by Walden Asset Management that
asked EMC to increase the number
of independent directors on its board

garnered the most support, receiv-
ing 56 percent of the votes cast,
according to preliminary results. In
2001, average support for seven pro-
posals that came to a vote was just
22.5 percent, and the highest sup-
port was 31.9 percent (at America
International Group).

Antitakeover provisions
Shareholder proposals addressing

such standard antitakeover issues
as poison pills and classified boards,
which historically have registered
high votes, continue to do so in 2002.
At press time, IRRC has obtained
voting results for 21 proposals ask-
ing companies to repeal their classi-
fied boards, and average support for
these registers at 63.7 percent of the
votes cast. By contrast, the 46 classi-
fied board shareholder proposals
IRRC tracked in 2001 that came to a
vote received average support of 52.4
percent of the votes cast. So far in
2002, the highest level of support for
a classified board proposal was re-
corded at Airborne, where a proposal
submitted by the Teamsters, gar-
nered 84.5 percent of the votes cast.

Proposals asking companies to
redeem their existing poison pills
and/or allow shareholder votes on
future pills also remain popular. IRRC
had obtained voting results for 31
poison pill proposals at press time,
and average support for these stands
at 60.3 percent. The highest vote
recorded so far in 2002 was again at
Airborne, where a proposal submit-
ted by John Chevedden garnered
91.4 percent of the votes cast, ac-
cording to preliminary results. In
2001, the 22 poison pill proposals
tracked by IRRC that came to a  vote
received average support of 57 per-
cent of the votes cast.


