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In the aftermath of some spectacu-
lar corporate failures recently,
companies continue to struggle to
implement practices commonly
associated with “good” governance,
finds IRRC’s recently published
annual analysis of the structure
and composition of the boards of
directors at S&P 1,500 companies.

While many firms are ensur-
ing that a majority of independent
directors sit on their boards and
are creating audit committees com-
prised entirely of independent di-
rectors, others continue to have
too few independent directors serv-
ing on their nominating commit-
tees and in positions of board lead-
ership. IRRC analysis shows that
71 percent of S&P 1,500 companies
and 66 percent of NYSE companies
will need to make some type of
change if the proposed rules relat-
ing to board and committee inde-
pendence are implemented.  The
2002 edition of Board Practices/
Board Pay 2002 covers a total of
1,245 companies in the S&P 500,
MidCap, and SmallCap indices.

Landmark reforms prompted
by this year’s accounting debacles
will continue to stimulate gover-

nance changes.  The major stock
exchanges have proposed new list-
ing rules that will require that
boards and key board com-
mittees—including audit, compen-
sation, and nominating—are com-
prised solely of independent direc-
tors. (At press time, the proposed
listing rules were pending SEC ap-
proval.) The Sarbanes-Oxley Act of
2002 codifies audit committee au-
thority and responsibilities, estab-
lishes new accounting firm over-
sight, compels top executives to
certify their financial statements,
and increases penalties for execu-
tive malfeasance, among other
things.

These rules, along with a new
level of consciousness about the
critical role of governance in pre-
venting future corporate melt-
downs, are likely to sustain the
recent progress toward governance
“best practices” in the future.

Board and director
independence
Independence is one of the key el-
ements proposed by the stock ex-
changes to maintain investor con-
fidence in public companies and

their management. Under the gov-
ernance changes, proposed by
NYSE, Nasdaq and Amex, boards
will have to consist of at least a
majority of independent directors
(although the definition of indepen-
dence set forth by each exchange
varies). Currently, there are no re-
quirements for overall board inde-
pendence.

In recent years, many compa-
nies have made efforts to ensure
that a majority of their directors
are independent. The percentage
of companies with at least a ma-
jority (50 percent or more) of inde-
pendent directors serving on the
board is 85 percent among all com-
panies surveyed, based on IRRC’s
definition of independence. IRRC’s
definition says any director who is
linked to the company through cer-
tain relationships, and whose views
may be affected because of such
link is not independent.  IRRC  con-
siders the following factors to de-
termine if a director is affiliated:
€•••• A former employee of the com-
pany or of a majority-owned sub-
sidiary.
••••• A provider of professional ser-
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vices—such as legal, consulting or
financial—to the company or an
executive. These services may be
provided either personally by the
director, by an immediate family
member of the director, or by the
director’s employer.
••••• A customer of or supplier to the
company, unless the transaction
occurred in the normal course of
business. These relationships may
be between the director, an imme-
diate family member of the direc-
tor, or the director’s employer.
••••• A designee under a docu-
mented agreement between the

company and a group, such as a
significant shareholder.
••••• A family member of an execu-
tive.
••••• An interlocking directorship.
••••• An employee of an organiza-
tion or institution that receives
charitable gifts from the company.

The 85 percent of boards that
had majority independent boards
are an increase of eight percent-
age points from just five years ago
when 77 percent of companies had
majority independent boards. Fig-
ure 1 shows that the proportion of
companies with majority indepen-
dent boards has increased only one

percentage point from the prior
year, however, suggesting that
voluntary increases in indepen-
dence are leveling off.

Despite the increase in the
overall proportion of companies
with majority independent boards,
many boards still do not contain
enough independent directors to
satisfy activists. These sharehold-
ers encourage companies to ensure
that at least two-thirds of their di-
rectors are independent. Only 57
percent of companies analyzed
have boards that are at least two-
thirds independent.

Some companies will have to

(continued from p. 1)

Average Voting Results on Significant U.S. Governance
Shareholder Proposals

2002  2001
     # of Average  # of       Average
proposals vote+      proposals      vote+ Trend^

(X) = proposals pending
Eliminate supermajority vote 10 61.5 12 57.9 +3.6
Repeal classified board 41 61.3 46 52.4 +8.9
Redeem or vote on poison pill 50 60.2 22 57.0 +3.2
Confidential voting 5 59.4 7 52.9 +6.5
Increase compensation committee independence 2 43.1 2 42.1 +1.0
No repricing underwater stock options 2 41.0 1 46.6 --
Separate CEO and chairman 3 35.8 3 15.7 +20.1
Vote on future golden parachutes 18 35.3 13 31.8 +3.5
Provide for cumulative voting 19 33.2 19 30.4 +2.8
Increase board independence 12 30.8 7 22.5 +8.3
Increase board diversity (1) 3 21.2 6 20.5 +0.7
Increase nominating committee independence 6 20.3 2 38.6 -18.3
Performance-based stock options 4 19.9 9 25.9 -6.0
Restrict executive compensation* 8 16.0 17 12.2 +3.8
Sell company/spin off/hire investment banker 2 13.5 21 13.2 +0.3
Disclose executive compensation 2 10.1 2 9.2 +0.9

+ Vote as percentage of shares voted for and against, abstentions excluded
* Includes proposals to restrict executive pay, cap executive pay and link executive pay to performance
^ Trend figures are calculated for categories with more than one proposal

Vote tallies on 2002 shareholder proposals indicate general increased support, on average,
for major issues.
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make significant changes to their
boards to comply with the proposed
independence rules. For example,
the five companies listed in Table
2, which are those in the study
with the least independent boards
at the time they held their 2002
annual meetings, will need to al-
ter the composition of their boards
to reach the 50 percent indepen-
dence level.

Board committees
Corporate governance reforms ini-
tiated by the major exchanges and
under the Sarbanes-Oxley Act also
will affect board committees. Gen-
erally, the new exchange rules will
tighten the definition of indepen-
dence for audit committee mem-
bers, and will require that the
functions of the compensation and
nominating committees be carried
out by a committee of independent
directors, or, if the company does
not have a committee, by a major-
ity of their board’s independent
directors.

Nominating committees will be
most affected by the new exchange
rules. Only 74 percent of the com-
panies surveyed have nominating
committees in place, and only half
of those committees are 100 per-
cent independent. The percentage
of companies with nominating
committees increased from 68 per-
cent last year, the biggest jump in
several years. This may be in re-
sponse to increasing pressure from
investors and governance advo-
cates making the director recruit-
ment process more independent of
management. The prevalence of
nominating committees is directly
tied to company size—88 percent
of S&P 500 companies currently
have nominating committees,
while only 63 percent of SmallCap
companies have committees with
nominating responsibilities.

Independence levels on audit
and compensation committees al-
ready are high because they cur-
rently are subject to regulation or
stock exchange requirements.
Even with existing regulations,
however, fewer than 75 percent of
companies have 100 percent inde-
pendent audit or compensation
committees. Previous stock ex-
change rules adopted in late 1999,
which were designed to provide a
framework for audit committees
and to improve audit committee ef-
fectiveness, have affected the in-
dependence of audit committees.
The average level of independence
on audit committees now stands at
90 percent, an increase of eight
percentage points since 1998. Sev-
enty-one percent of audit commit-
tees are now 100 percent indepen-
dent, up from just 50 percent in
1998.

Corporate governance
committees and guidelines
Only 41 percent of companies ana-
lyzed have a committee in place
with corporate governance respon-
sibilities—a committee that over-
sees the governance policies and
processes of the board and com-
pany. Proposed NYSE rules would
require all listed companies to have
nominating/governance commit-
tees and to adopt and disclose cor-
porate governance guidelines.
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These guidelines would have to be
included on each company’s
website and be available in print
at the request of any shareholder.
Companies often do not disclose
corporate governance guidelines.
Only 44 study companies disclosed
their corporate governance guide-
lines in either their 2001 or 2002
proxy statements.

Board leadership
In recent years, corporate gover-
nance activists have advocated that
companies have an independent
leader on the board—either an in-
dependent board chair or a lead
director. These activists contend
that CEOs who also serve as board
chairs effectively control the board
of directors. Companies do not ap-
pear to share that view. Only 7
percent of companies have an in-
dependent board chair, according
to IRRC’s definition of indepen-
dence, and only 3 percent have
designated a lead director.

Although it is common practice
for companies in other markets,
particularly the United Kingdom,
to separate the board chair and
CEO positions, companies in the
United States have not caught on
to this idea. Recently, as part of
its proposed new listing rules, the
NYSE considered requiring compa-
nies to separate their CEO and
board chair positions. Ultimately,

 Figure 1

(continued from p. 3)
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this requirement was not included
in the final rules. Had the NYSE
gone ahead with this proposal, it
would have resulted in significant
changes to the structure of boards
at NYSE-listed companies.

Leadership of the board contin-
ues to be held by the CEO at most
companies—only 27 percent of the
companies in this year’s study
have separated the positions of
CEO and chair, and only about a
quarter of those are considered “in-
dependent” chairs.  Nine percent
of all the companies surveyed have
a non-employee director who still
has ties to the company serving as
board chair, and 84 percent of
these directors once were em-
ployed by the company.

Table 3 illustrates a three-year
trend that suggests that more com-
panies are separating their chair
and CEO positions; however the
companies are not ensuring that
their chair is independent of man-
agement. SmallCap companies are
most likely to separate the posi-
tions. Smaller companies also are
more likely to have an independent
director serving as board chair.

In 2002, just 3 percent, or 41

of the companies surveyed, have
identified a “lead” director (typi-
cally an independent board mem-
ber). Of these 41 companies, more
than half are in the S&P 500 in-
dex. Although the NYSE stopped
short of requiring listed companies
to have lead directors, its proposed
rules mandating that non-manage-
ment directors hold regular execu-
tive sessions without the CEO
present are likely to result in an
increase in lead director designa-
tions (alternatively, companies
may establish a lead director posi-
tion to be held by non-management
directors on a rotating basis).

Board diversity
In recent years, there has been
more focus on diversifying boards
of directors. Diversified boards are
encouraged for multiple reasons.
Many believe that if a board’s
strategy for selecting qualified can-
didates includes selecting those
from a variety of backgrounds,
then a policy of diversified recruit-
ment will follow through to all lev-
els of the company. A diverse board
projects a positive image for cur-
rent and prospective employees

and investors, and for the commu-
nity. In addition, a diverse board
can provide added insights that can
influence decision making.

One of the most important rea-
son for diversification may be that
women and minority directors
tend to be more independent than
other directors. Eighty-six percent
of directorships held by women are
classified as independent. This is
significantly greater than the per-
centage of independent directors
among all directors surveyed: out
of 11,833 directors, 70 percent are
considered independent. Like
women, minority directors are
likely to be independent directors:
82 percent of the directorships held
by minorities are classified as in-
dependent.

The demand for diversity on
boards is hindered by a lack of di-
versity in executive suites, from
where most companies recruit
their directors. Only 1.6 percent of
all directorship positions are held
by female CEOs, and minority
CEOs hold 1.6 percent of all direc-
torships. Because so few women
and minorities hold top executive
positions, companies often are
competing for the same individu-
als to diversify their boards.

In order to comply with the
new regulations that will be im-
posed by the NYSE, Nasdaq and
AMEX, most companies will need
to make some changes to their cur-
rent governance structures.
IRRC’s analysis of S&P 1,500 com-
panies highlights the latest trends
and the changes that companies
must make in these corporate gov-
ernance areas. —Stacey Burke

Tab le  3 : Tren d s  in  sep arate  cha irm an /C E O  at S & P  1 ,500  co m p an ies

#  w ith  se pa ra te
ch a ir/C E O

%  w ith  se pa ra te
ch a ir/C E O

%  w ith  n o n -
e m p lo ye e  ch a ir

%  w ith  in d ep e nd e n t
ch a ir

A ll C o m p a n ie s
2 0 0 2 3 4 2 2 7 % 1 6 % 7 %
2 0 0 0 2 7 2 2 3 % 1 3 % 6 %
T h re e - ye a r c h a n g e 7 1 5 % 3 % 1 %

Table 2: Top five least independent boards*

Company S&P
Index

Board
size

#
Independent

directors

% Board
Independence

Dreyer’s Grand Ice Cream MidCap 8 1 12.5
Papa John’s International MidCap 8 1 12.5
Bed Bath & Beyond S&P 500 7 1 14.3
Atmel MidCap 6 1 16.7
Nature’s Sunshine Products SmallCap 6 1 16.7

* Based on board structure disclosed as of the 2002 annual meeting
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Excessive executive pay and the
increasing use of stock options to
compensate CEOs have been long-
standing concerns for activist in-
vestors. Stock-based grants and op-
tion awards generally are made
under stock incentive plans that
must be approved by shareholders,
but investor concern has deepened,
especially over issues of dilution,
option expensing and stock-based
grants made outside of share-
holder-approved equity plans. With
these so-called “broad-based” plans,
shareholders are stripped of their
control over the creeping dilution
to their investments resulting
from those grants.

The recent market downturn
and the corporate scandals that de-
pleted many employees’ retire-
ment savings while executives
made fortunes have led to even
more focus on non-shareholder-
approved plans. Consequently, the
stock exchanges, the SEC, and
other prominent players in the cor-
porate governance arena have pro-
posed rules and issued opinions on
the matter. (See Table 2 on p. 8.)

Stock plan approval
On June 6, 2002, the New York
Stock Exchange (NYSE) Corporate
Accountability and Listing Stan-
dards Committee submitted a re-
port to the NYSE board recom-
mending significant changes to the
exchange’s corporate governance
rules. Current NYSE rules exempt
a stock option or stock purchase
plan from shareholder approval if
it is “broadly-based.” A plan is
“broadly-based” if at least a major-
ity of the non-officer employees are
eligible to receive stock option

grants under the plan. In addition,
at least a majority of the stock
awards and stock option grants
during any three-year period must
be awarded to non-officer employ-
ees under the plan. Other exemp-
tions to the existing shareholder
approval requirement are for in-
ducement grants to new employ-
ees and plans that meet certain
dilution limits. The report recently
issued by the NYSE Corporate Ac-
countability and Listing Standards
Committee recommended that all
equity plans be subject to share-
holder approval. As proposed, the
new rule would require that share-
holders be given the opportunity
to vote on all equity compensation
plans. Exemptions would be made
to permit inducement grants to
new employees and for certain tax-
qualified plans, i.e. employee stock
ownership plans and 401(K) plans.
Assumption of pre-existing grants
in connection with a merger or
acquisition would be exempt as
well. (See Table 3 on p. 10.)

The Nasdaq and AMEX fol-
lowed suit by submitting similar
proposals to change corporate gov-
ernance rules to require share-
holder approval of all equity com-
pensation plans. Both the NYSE
and the Nasdaq have submitted
their proposals to the SEC. The
comment period for the new NYSE
listing standards ended Ocotber 29;
the Nasdaq’s ended November 1.
Both proposals currently are await-
ing further SEC action.

In a September 2002 speech
before the Council of Institutional
Investors,  SEC Chairman Harvey
L. Pitt announced his support for
the changes proposed by the NYSE

and the Nasdaq.  He said the SEC
is “working hard to pull together a
comprehensive rulemaking to ad-
dress these issues and it will in-
clude reforms such as requiring
stockholder approval of all stock
option programs…” Now that Pitt
has announced his resignation, his
post, his successor may or may not
move quickly to implement these
reforms.

Earlier, in December 2001, the
SEC issued a ruling on the disclo-
sure of information on equity com-
pensation.  According to the new
rule, companies are required to
disclose all shares reserved under
equity compensation plans. Share-
holder-approved and non-share-
holder-approved compensation
plans must be listed separately.  All
public companies with fiscal years
ending on or after March 15, 2002,
and with shareholder meetings on
or after June 15, 2002, are required
to comply with the ruling.

This information is required to
be disclosed in annual reports on
Forms 10-K and 10-KSB.  In addi-
tion, the information also must be
included in a company’s proxy or
information statement in years in
which the company is submitting
a compensation plan for share-
holder approval.  The new equity
table must include the number and
weighted average exercise price of
outstanding options, warrants and
rights, as well as the number of
securities available for future is-
suance under existing equity com-
pensation plans.

The number of companies with
non-shareholder-approved plans
known to IRRC has increased
greatly in recent years, which is

Shareholders’ Focus
on Stock Options Intensifies
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partly due to the enhanced disclo-
sure requirements. According to
the previous edition of the Stock
Plan Dilution study, IRRC was
aware of 131 plans (i.e. 10 percent
of 1,219 study companies) that are
in place without shareholder ap-
proval. This number has almost
doubled and now stands at 237
plans among the 1,458 companies
that are included in the latest edi-
tion of the study (i.e. 16 percent).

An analysis of the enhanced in-
formation now disclosed in SEC fil-
ings shows that, on average, non-
shareholder-approved plans ac-
count for 10 percent of the total
company overhang (or the sum of
outstanding grants and shares
available divided by total outstand-
ing common). Among the 120 com-
panies examined, an average dilu-
tion of 2.3 percentage points was
created by non-shareholder ap-
proved plans. The average overall
company dilution for these early
reporting companies is 22.8 per-
cent.

Shareholder proposals
TIAA-CREF focused its efforts on
broad-based plans during 2002 by
submitting shareholder proposals
to five companies (Adobe Systems,
Autodesk, Cadence Design Sys-
tems, Synopsys and Mentor Graph-
ics) that have active option plans
that did not receive shareholder
approval. (See Table 1 below.) The
proposals asked the companies to
submit all equity compensation
plans with material dilution, and
amendments to add shares to those
plans, to shareholders for ap-
proval. All five companies have a
high total company overhang of
above 20 percent.

The SEC ruled that the propos-
als submitted to Adobe Systems,
Autodesk, Cadence Design Sys-
tems and Synopsys could be omit-
ted from the company’s proxy

statements because they relate to
“ordinary business.” Mentor
Graphics did not challenge the pro-
posal at the SEC and gave share-
holders an opportunity to vote on
it at the 2002 annual meeting. The
proposal passed, receiving 57.2 per-
cent of the votes cast.(See Table
1.)

Good-by to the ordinary
business rule?
In an SEC Staff Legal Bulletin
dated July 12, 2002, the commis-
sion announced that it changed its
‘ordinary business’ rule policy on
shareholder proposals regarding
the approval of stock plans. “We
believe that the public debate re-
garding shareholder approval of
equity compensation plans has be-
come significant in recent months.
Consequently, in view of the wide-
spread public debate regarding
shareholder approval of equity
compensation plans and consistent
with our historical analysis of the
‘ordinary business’ exclusion, we
are modifying our treatment of
proposals relating to this topic.”

Going forward, the SEC would
no longer allow companies to ex-
clude a shareholder proposal if the
proposal calls for shareholder ap-
proval of equity compensation
plans in which only senior execu-
tive officers and directors may par-
ticipate.

In addition, companies may no
longer omit shareholder proposals
from their proxy statements if the
proposal calls for shareholder ap-
proval of equity compensation

plans for senior executives, direc-
tors and the general workforce
that would result in material dilu-
tion to existing shareholders.

In September 2002, SEC Chair-
man Pitt proposed that the “ordi-
nary business exception” be elimi-
nated from the list of reasons that
companies could use to exclude
otherwise valid shareholder pro-
posals. If implemented, his pro-
posal would significantly affect the
number of shareholder proposals
that ultimately are included in
company proxy statements, includ-
ing those that address non-share-
holder-approved plans. In addition,
if proposed changes to the listing
requirement of the NYSE, Nasdaq
and Amex relating to shareholder
approval of all equity compensation
plans are adopted, shareholder pro-
posals on this matter no longer will
be needed.(As illustrated in Table
2, governance activists would wel-
come that action.)

Option expensing
The question of if and how to re-
quire companies to expense the
cost of stock option grants also has
received much attention in the
wake of the accounting scandals at
Enron, WorldCom and others. A
recent Bear Stearns study on op-
tions concluded that the aggregate
diluted earnings per share (EPS)
for S&P 500 companies would drop
20 percent if the fair value of em-
ployee options were charged to
earnings.

Current Financial Accounting
(continued on p. 9)

Table 1: Shareholder proposals calling for shareholder approval of
 equity compensation plans

Company Proponent Status
Adobe Systems TIAA-CREF omitted
Synopsys TIAA-CREF omitted
Autodesk TIAA-CREF omitted
Mentor Graphics TIAA-CREF 57.2 percent (passed)
Cadence Design TIAA-CREF omitted
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FigureTable 2: Key players in corporate governance on the issue of shareholder approval
of equity compensation plans

Conference Board
In September, the Conference Board issued suggestions on executive compensation best practices, which
call for shareholder approval of all stock plans because, the groups says, shareholders should have the final
say in determining how much dilution they may suffer as a result of equity compensation programs. The
Conference Board also mandates shareholder approval of material modifications of existing arrangements,
including stock option repricings.

The Corporate Library
In a comment letter on the proposed Nasdaq rules, Michelle Edkins, Corporate Governance Director of the
Corporate Library, says, We support whole heartedly Arthur Levitt s recent comment that shareholder
approval of any plan that materially dilutes their ownership interest is a matter of basic corporate fairness.
Many of the stock option plans in operation at Nasdaq-listed companies, in particular, involve a
considerable transfer of wealth from the existing shareholders to the officers and directors.

National Association of Corporate Directors
In an August press release, the National Association of Corporate Directors announced its support for the
proposed listing requirements released by the NYSE and Nasdaq. The NACD adds that it has collaborated
closely with both NYSE and Nasdaq in the development of the proposals, particularly on issues regarding
board independence and director education.

Business Roundtable
In section IV of its Principles of Corporate Governance, the Business Roundtable says, Because
stockholders have a particular interest in the amount and nature of equity compensation paid to directors
and senior management, corporations should obtain stockholder approval of new stock options and
restricted stock plans in which directors or executive officers participate.

Council of Institutional Investors (CII)
The Council of Institutional Investors says in its policies, Shareholders should have the opportunity to
vote on all equity-based compensation plans that include any director or executive officer of the company.
Shareholders should also have the opportunity to vote on any equity-based compensation plan where the
number of reserved shares, together with the company s outstanding equity-based awards and shares
available for grant, may have a material impact on the capital structure of the company and the ownership
interests of its shareholders. Generally, 5 percent dilution represents a material impact, requiring a
shareholder vote.

TIAA-CREF
In its Policy Statement on Corporate Governance, TIAA-CREF says, All plans that provide for the
distribution of stock or stock options to employees and/or directors should be submitted to shareholders for
approval.  TIAA-CREF expects that all stock-based plans for which executives and directors are eligible,
and any plan that could result in significant dilution, will be submitted to shareholders for approval. TIAA-
CREF has developed decision-rules to guide its voting of proxies related to these proposals.
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(continued from p. 7)

(continued on p. 11)

Standards Board (FASB) rules per-
mit companies to report stock op-
tion grants in one of two ways.
Under APB 25, the “intrinsic value”
method (used by most publicly
traded companies) measures com-
pensation cost as the excess of the
market price of the stock at the
grant date over the exercise price.

As most stock options are
granted at 100 percent fair mar-
ket value on the grant date, com-
panies using the “intrinsic value”
method of stock option accounting
essentially have a “zero” charge
against their earnings. The second
method, the “fair value” method
under FAS 123, determines com-
pensation cost based on the fair
value of the award, generally us-
ing Black-Scholes methodology,
and recognizes it as an expense in
the income statement. Under FAS
123, all companies are required to
disclose the fair value of all options
granted. Companies using the in-
trinsic value accounting method
need to do this only in a note to
the financial statements on a pro
forma basis.

In early October, FASB pro-
posed changes to the current
method of accounting for stock-
based compensation that amend
the transition and disclosure pro-
visions of FAS 123. The proposed
changes provide three methods of
transition for companies that vol-
untarily adopt the fair value
method of recording expenses re-
lating to employee stock options.

In addition, FASB proposed to
amend the requirements of FAS
123 to require clearer and more
prominent disclosures about the
method and cost of stock-based
employee compensation, and to
increase the frequency of those
disclosures. Companies will be re-
quired to list the costs of stock-
based compensation in the “Sum-

mary of Significant Accounting
Policies,” which generally is dis-
closed in the first footnote to the
company’s financial statements.

Currently, the pro forma in-
come and earnings per share are
required to be disclosed in the eq-
uity compensation footnote to con-
solidated financial statements,
which includes information on eq-
uity incentive plans. FASB solic-
ited comments on the proposed
rules until Nov. 4, 2002. It plans
to issue the amendment to State-
ment 123 by the end of this year,
and its provisions would be effec-
tive immediately. The proposed
disclosures in annual financial

 statements would be required for
fiscal years ending after Dec. 15,
2002. The proposed disclosures to
be provided in interim financial
information would be required as
of the first interim period begin-
ning after Dec. 15, 2002.

In a July 2002 news release,
FASB says recognizing compensa-
tion expenses that relate to the fair
value of employee stock options
granted is the preferable approach
under current U.S. accounting
standards (FASB Statement No.
123, Accounting for Stock-Based
Compensation). In addition, the
International Accounting Stan-

dards Board (IASB) has announced
plans to issue a proposal for public
comment. That proposal would re-
quire companies using IASB stan-
dards to recognize, starting in
2004, the fair value of employee
stock options granted as an ex-
pense in arriving at reported earn-
ings. During the past few months,
more than 100 companies have
announced that they will begin to
charge the cost of stock options to
their earnings statements. Among
them are such blue-chip companies
as General Electric, General Mo-
tors, Citigroup, Coca-Cola and
Amazon. Also in July 2002, TIAA-
CREF announced an intensive
campaign to urge public companies
to begin expensing stock options.
The Council of Institutional Inves-
tors has indicated that it plans to
follow suit.

Shareholder proposals
Labor funds began to file option
expense proposals this year at
companies with late 2002 annual
meeting dates. Doing so allows
them to take advantage of the re-
cent publicity surrounding the is-
sue of option expensing. IRRC cur-
rently is tracking 62 option expense
shareholder proposals.(See Table
5 on pages 13 and 14.)

Earlier this year, the SEC
ruled that National Semiconductor
could omit the option expense pro-
posal based on the fact that the
company’s choice of how to ex-
pense its options is a choice of ac-
counting methods and, therefore,
relates to ordinary business mat-
ters. The proposal requested that
the board of directors establish a
policy and practice of expensing in
the company’s annual income
statement the costs of all future
stock options issued to company
executives. As a result of the SEC’s
decision on National Semiconduc-

During the past few

months, more than 100

companies have an-

nounced that they will

begin to charge the cost of

stock options to their

earnings statements.
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FigureTable 3: Shareholder approval of equity plans current and proposed
listing rules

Stock
Exchange

Summary of proposed  listing rules Summary of current listing rules

NYSE To increase shareholder control over equity-
compensation plans, shareholders must be given
the opportunity to vote on all equity-
compensation plans, except:
•  inducement awards,
•  plans relating to mergers or acquisitions, and
•  tax qualified and parallel nonqualified plans.

Shareholder approval is required with respect to a
stock option or purchase plan, or any other
arrangement, for officers or directors except:
•  pursuant to a broadly-based plan (at least a

majority of the company’s full-time
employees are eligible to receive stock or
options under the plan; and at least a majority
of the shares of stock or shares of stock
underlying options awarded under the plan
during any three year period must be awarded
to employees who are not officers or directors
of the company);

•  inducement awards;
•  no officer or director may acquire more than 1

percent of the company s outstanding stock,
or all non-shareholder approved arrangements
do not authorize more than 5 percent of the
company s outstanding stock for issuance.

NASD Shareholder approval is required  when a stock
option or purchase plan is to be established or
materially amended or other arrangement made
pursuant to which options or stock may be acquired
by officers, directors, employees, or consultants,
except for:
•  tax qualified, non-discriminatory employee

benefit plans (e.g., plans that meet the
requirements of Section 401(a) or 423 of the
Internal Revenue Code) or parallel
nonqualified plans;

•  plans relating to an acquisition or merger; or
•  inducement grants.
Inducement grants, tax qualified non-
discriminatory benefit plans, and parallel
nonqualified plans are subject to approval by
either the issuer s compensation committee, or a
majority of the issuer s independent directors.

Shareholder approval is required for a stock option
or purchase plan pursuant to which stock may be
acquired by officers or directors, except:
•  broadly based plans or arrangements

including other employees (e.g. ESOPs);
•  inducement grants;
•  plans or arrangements that authorize the lesser

of 1 percent of common stock outstanding, 1
percent of the voting power outstanding, or
25,000 shares.

Amex Amex-listed companies must obtain shareholder
approval of all stock option plans subject to
limited exceptions, and brokers will not be
permitted to vote their customers’ shares on stock
option plan proposals without instructions from
the customer.

Shareholder approval is required to list additional
shares reserved for options granted or to be granted
to officers, directors or key employees, except for:
•  inducement grants not to exceed 5 percent of

the company s outstanding common stock;
•  under plans in which all of the company s

employees participate;
•  and under plans for officers, directors or key

employees that do not authorize the issuance
of more than 5 percent of outstanding
common stock in any one year, or more than
10 percent in any 5-year period under all
non-shareholder approved arrangements.
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tor, companies have been able to
omit these types of proposals be-
cause of their infringement on the
“ordinary business” rule. So far,
Clayton Homes and SWS Group
chose not to challenge the option
expense proposal at the SEC and
consequently included the proposal
in their proxy statements. Clayton
Homes shareholders voted on the
proposal at the company’s October
30 annual meeting, and it received
the support of about 24 percent of
votes cast according to a prelimi-
nary tally. At SWS Group’s Novem-
ber 6 annual meeting, 30.1 percent
of the votes cast supported the pro-
posal.

The SEC finally took a stand
on the option expensing issue on
December 6 when it issued a deci-
sion on a proposal submitted to Na-
tional Semiconductor. The full
commission’s decision said, “in the
future, we will not treat share-
holder proposals requesting the
expensing of stock options as re-
lating to ordinary business mat-
ters.” The proponent that submit-
ted the proposal, the United Broth-
erhood of Carpenters and Joiners
of America, had appealed the origi-
nal no-action letter issued in July
by the SEC, which had allowed the
company to omit the proposal be-
cause the commission said it per-
tained to the company’s ordinary
business. The AFL-CIO also joined
the campaign urging the SEC to re-
consider its position on  stock op-
tion expensing. In an August 30
letter, AFL-CIO Associate General
Counsel Damon Silvers challenged
the SEC’s previous decision to al-
low National Semiconductor to
omit the option proposal from its
proxy statement. He argued for in-
clusion of such proposals on the
grounds that stock option expens-
ing is a significant policy issue and
that it relates to executive compen-

sation, and thus falls under the
existing commission staff policy of
allowable proposals.

Although the SEC’s December
6 decision will allow many option
expensing proposals to be included
in companies’ 2003 proxy state-
ments, National Semiconductor
held its meeting on October 18 and
did not include the carpenter’s pro-
posal in its proxy statement.

On October 11, the SEC staff
issued a rather vague opinion on
an option expensing proposal sub-
mitted to Mercury Computer Sys-
tems. The staff said at that time it
could not “express any view with
respect to whether it concurs or
does not concur with [Mercury

Computer Systems’] view [to] omit
the proposal.” The resolution,
which was submitted by the Inter-
national Brotherhood of Teamsters
and requested that the board es-
tablish a policy and practice of ex-
pensing in the company’s annual
income statement the costs of all
future stock options issued to com-
pany executives, was not included
in the company’s proxy statement
for its November 19 special meet-
ing. The company said without an
official change in the SEC’s posi-
tion, it omitted the proposal on the
grounds of existing precedent
(namely the National Semiconduc-
tor decision). The Teamsters chal-
lenged the company’s decision not
to include their proposal in the
proxy statement. In a letter to

Gary Olin, director of communica-
tions at Mercury Computer Sys-
tems, the Teamsters’ General
Counsel Patrick Szymanski de-
manded that the company cease
and desist all publication and dis-
tribution of its proxy materials
that excluded the option expens-
ing proposal. In addition, the union
wrote a letter to the Director of
the SEC’s Enforcement Division
urging the commission to take ac-
tion against the company.

The building trades unions, led
by the United Brotherhood of Car-
penters and Joiners of America,
are focusing on the issue of stock
options with two proposals for the
upcoming 2003 proxy season. The
first asks the company’s board of
directors to establish a policy of
expensing in the company’s annual
income statement the costs of all
future stock options issued. In the
proposal’s supporting statement
the proponents note, “The lack of
option expensing can promote ex-
cessive use of options in a
company’s compensation plans,
obscure and understate the cost of
executive compensation and pro-
mote the pursuit of corporate strat-
egies designed to promote short-
term stock price rather than long-
term corporate value.” Ed Durkin,
director of special projects at the
Carpenters says, “Ultimately this
needs to be handled as a universal
change, but in the meantime this
is an opportunity for shareholders
to go on record with their support.”
Table 3 on page 13 lists recent op-
tion expensing proposal submis-
sions.

The second proposal asks the
company’s board to adopt an execu-
tive compensation policy that all
future stock option grants to se-
nior executives be performance-
based. For the purposes of this
resolution, that means the option
exercise price is linked to an in-

(continued from p. 9)

The AFL-CIO joined the

campaign urging the SEC

to reconsider its position on

stock option expensing.
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The labor funds are

paying particular atten-

tion to companies that

already have announced

their intention to expense

options.

dustry peer group stock perfor-
mance index, so that the options
have value only to the extent that
the company’s stock price perfor-
mance exceeds the peer group per-
formance level. “Implementing an
indexed stock option plan would
mean that our company’s partici-
pating executives would receive
payouts only if the company’s
stock price performance was bet-
ter then that of the peer group
average,” note the proponents. “By
tying the exercise price to a mar-
ket index, indexed options reward
participating executives for outper-
forming the competition.”

Carpenters’ funds have filed
the “expense options” proposal at
Analog Devices, Bear Stearns, R.R.
Donnelley, Genuine Parts,
Lehman Brothers, and Starbucks;
and have filed proposals seeking
indexed options at Morgan Stanley,
SunTrust Banks and Tyco Inter-
national. The Laborers Interna-
tional Union funds have filed a pro-
posal to expense options at Cincin-
nati Financial and proposals to in-
dex options at Bear Stearns and
Texas Instruments. The Sheet
Metal Workers International As-
sociation has filed a proposal to in-
dex options at General Electric.
(Calpers recently announced that
it would be co-filing a similar pro-
posal at GE with the LongView
fund. It is not clear whether
SMWIA is a co-filer of that resolu-
tion or is filing an additional reso-
lution on the same topic.)

In the past, when proposals
seeking indexed-priced options
were filed, companies argued that
adopting the proposals’ recommen-
dation would put them at a com-
petitive disadvantage because that
type of option requires a variable
charge to earnings under current
accounting rules. They contended
that their operating income would

thus appear lower than that of
competitors. Now, these union
funds are using the continued pub-
lic attention surrounding stock
option accounting as an impetus to
take the issue a step further and
look at the basis by which options
are awarded.

The funds are paying particu-
lar attention to companies that al-
ready have announced their inten-
tion to expense options. With the
argument related to the expense
of performance-based options
eliminated, the funds hope strong

shareholder votes will encourage
these companies to index their op-
tions. The funds have filed index-
ing proposals at the following com-
panies that have either expensed
or plan to expense their options:
Morgan Stanley, Goldman Sachs
Group, SunTrust Banks, and Gen-
eral Electric. The funds expect to
file proposals at a number of the
approximately 135 companies that
have announced that they are
adopting this policy change.

Total overhang continues to
rise
Through option expensing and
shareholder approval of stock
plans, investors hope to rein in
widespread use of options to com-
pensate executives and the result-
ing stock option overhang. IRRC’s

latest analysis of 1,458 companies
listed in one of the three S&P in-
dices (S&P 500, S&P MidCap 400,
S&P SmallCap 600) indicates that
average company dilution has
again increased in the past year.

Average overhang from stock
plans at the S&P 1,500 companies
studied now stands at almost 16
percent. This is up from about 14
percent in 2002. The latest find-
ings, which are included in IRRC’s
upcoming Stock Plan Dilution 2003
study, show continuation of trends
from previous years. The average
dilution of most economic sectors
is between 12 percent and 15 per-
cent. Exceptions are the Energy
and Utility sectors at the low end
of the spectrum (both 8 percent
average dilution) and Information
Technology companies at the high
end of the spectrum (24 percent
average dilution). Average dilution
among the three S&P 1,500 indi-
ces falls between 15 percent (S&P
500 companies) and 18 percent
(SmallCap companies). MidCap
companies have an average dilu-
tion of 17 percent in 2002.

Companies continue to use
stock options liberally to compen-
sate their employees. The number
of options granted in the last fis-
cal year dilutes shareholder inter-
ests by an average of 2.5 percent.
The annualized average three-year
grant rate is 2.3 percent, up from
2.1 percent in the prior year. CEOs
received on average 10 percent of
all options granted. One quarter of
all options granted in the last fis-
cal year went to the top five ex-
ecutive officers.

The study, which also contains
information on non-shareholder-
approved plans, voting on stock
plans, evergreen plans, and stock
purchase plans, may be ordered at
www.irrc.com.

 —Annick Dunning
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Table 5: Shareholder proposals on stock option expensing

Company Proposal Proponent Status

Analog Devices Expense future stock options Carpenters pending
Apple Computer Expense future stock options Carpenters pending
Bear Stearns Expense future stock options Carpenters pending
BellSouth Expense future stock options Carpenters pending
Black & Decker Expense future stock options Carpenters pending
Boston Scientific Expense future stock options Carpenters pending
Capital One Financial Expense future stock options Carpenters pending
CarrAmerica Expense future stock options Carpenters pending
Caterpillar Expense future stock options IBEW pending
Cincinnati Financial Expense future stock options LIUNA pending
Clayton Homes No comp. that is not expensed Laborers 24%
Coca-Cola Expense future stock options Carpenters pending
Convergys Expense future stock options LIUNA pending
Donnelley (R.R.) Expense future stock options Carpenters pending
DPL Expense future stock options Carpenters pending
E.W. Scripps Expense future stock options LIUNA pending
Eastman Kodak Expense future stock options LIUNA pending
EMC Expense future stock options Carpenters pending
Entergy Expense future stock options Carpenters pending
Equifax Expense future stock options Carpenters pending
Equity Office
Properties

Expense future stock options Carpenters pending

Fluor Expense future stock options Carpenters pending
FPL Expense future stock options Carpenters pending
Gateway Expense future stock options Carpenters pending
Genuine Parts Expense future stock options Carpenters pending
Georgia-Pacific Expense future stock options Teamsters pending
Halliburton Expense future stock options Carpenters pending
Hershey Foods Expense future stock options Carpenters pending
Kimberly-Clark Expense future stock options Carpenters pending
Kinder-Morgan Expense future stock options LUINA pending
Lehman Brothers Expense future stock options Carpenters pending
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Table 5: Shareholder proposals on stock option expensing (cont’d.)

Company Proposal Proponent Status

Lilly (Eli) Expense future stock options Carpenters pending
Lockheed Martin Expense future stock options Carpenters pending
Maximus Expense future stock options Longview pending
MBNA Expense future stock options AFSCME pending
Mercantile
Bankshares

Expense future stock options Carpenters pending

Mercury Computer Expense future stock options Teamsters omitted
Meredith No comp. that is not expensed Carpenters omitted
MIPS Technologies Expense future stock options Sheet Mtl. Wrkrs. omitted
National
Semiconductor

Expense future stock options Carpenters omitted

NCR Expense future stock options LIUNA pending
Parker-Hannifin Rpt. on impact of expensing Carpenters withdrawn
PeopleSoft Expense future stock options AFSCME pending
PG&E Expense future stock options Carpenters pending
R.R. Donnelly Expense future stock options Carpenters pending
Reebok Expense future stock options Carpenters pending
ResMed Expense future stock options Sheet Mtl. Wrkrs. omitted
SWS Group No comp. that is not expensed Sheet Mtl. Wrkrs.  30.1%
Siebel Systems Expense future stock options AFSCME pending
Starbucks Expense future stock options Carpenters pending
Sysco Expense future stock options Electrical Wrkrs. omitted
T. Rowe Price Expense future stock options Carpenters pending
TECO Energy Expense future stock options Carpenters pending
TXU Expense future stock options Carpenters pending
UnitedHealth Group Expense future stock options AFSCME pending
US Bancorp Expense future stock options Carpenters pending
Verizon Communica. Expense future stock options CWA pending
Washington Mutual Expense future stock options Carpenters pending
Wells Fargo Expense future stock options Carpenters pending
Weyerhaeuser Expense future stock options Teamsters pending
Yahoo Expense future stock options Carpenters pending
Zale No comp. that is not expensed Sheet Mtl. Wrkrs. omitted
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As investors become more fervent
in their calls for directors who are
actively engaged in the companies
they oversee, companies, as well
as shareholders, have a renewed
interest in director compensation
practices.

IRRC’s 2002 Board Practices/
Board Pay study, which includes
data from 1,245 companies, finds
that elements of director compen-
sation rise as the demands and re-
sponsibilities on corporate direc-
tors increase. Areas of significant
change in director compensation
practices include an increase in
the value of the annual retainer
and board meeting fees and an in-
crease in the proportion of compa-
nies that grant stock options to
directors on an annual basis. Ben-
efits awarded to non-employee di-
rectors continue to stagnate or
decline. (See Figure 1.) In addition,
IRRC has identified companies that
have begun to pay extraordinary
compensation to audit committee
members.

The most common element of
director compensation is the board
retainer, which includes cash and
the value of any unrestricted an-
nual stock awards. Ninety percent
of the study companies pay a board
retainer, equal to $29,350, on av-
erage, up 3.7 percent from 2001.
The median value of $25,000 is
unchanged from last year. Of the
companies that pay a board re-
tainer, 19 percent pay at least part
of it with unrestricted stock; 4 per-
cent pay the entire board retainer
in unrestricted stock.

Fewer companies are paying
board meeting fees than in the past,
particularly among large compa-
nies. Since 1997, the prevalence of

Figure 1: Benefits for non-employee directors
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board meeting fees at S&P 500
companies has fallen from 83 per-
cent to 72 percent. However, those
that do pay such fees are paying
more every year. The average
board attendance fee among all
companies—$1,468—has increased
by 4 percent since 2001 and 8 per-
cent since 2000. The median value
is $1,200, and 40 percent of the
companies that pay a board atten-
dance fee set it at $1,000 per meet-
ing. Five percent pay directors per
diem fees for services beyond nor-
mal board duties. Only 10 compa-
nies in the study financially penal-
ize directors for poor meeting at-
tendance.

Seventy-two percent of all com-
panies pay a fee for attending each
audit or compensation committee
meeting; the average fee is $1,041.
Of the study companies, 12 percent
reduce meeting fees in the event
that more than one meeting is held
on the same day. The average re-
tainer payable for serving on the
audit or compensation committee

is $7,718. Only 8 percent of study
companies use committee retain-
ers, however.

Seventy-four percent of all
companies in the study offer some
type of stock option to directors,
up from 70 percent in 2001. The
proportion of companies making
annual option grants to directors
rose by a hefty 10 percentage
points this year, from just 58 per-
cent in 2001. The average value of
an annual stock option grant re-
mains essentially unchanged, at
$64,758, but the average value of
a one-time stock option decreased
by 8 percent. (IRRC estimates the
present value of a stock option
grant by dividing the underlying
shares’ market value as of the last
fiscal year-end by three). The av-
erage annualized value of a one-
time option grant is $31,187 (IRRC
annualizes one-time grants by di-
viding the estimated present value
by five).

IRRC recently has taken note
of a number of companies paying

Director Compensation Continues
to Evolve, IRRC Study Shows
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Table 1: Cash, equity-based compensation, and total remuneration
for a typical  non-employee director in 2002

Index Avg. cash
comp.

Cash % of
total

Avg. equity-
based comp.

Equity-based
% of total

Average total
remuneration

S&P 500 $47,832 33% $96,627 67% $144,459
MidCap $34,534 34% $66,461 66% $100,995
SmallCap $28,266 37% $47,809 63% $76,075
S&P 1500 $36,763 34% $69,070 66% $106,584

more for audit committee service
than for service to other commit-
tees, such as compensation or
nominating. Many of these compa-
nies pay additional fees to the chair
of the audit committee. The study
lists approximately 40 companies
with compensation policies favor-
ing audit committee service. Many
expect this number to grow over
the next year, considering the bur-
dens that have been placed on au-
dit committee members.

Stock accounts for lion’s
share of total compensation

For the first time, IRRC esti-
mated non-employee directors’ to-
tal remuneration and found that

it stands at $106,584, of which
about one-third is paid in cash. A
total remuneration figure provides
a simplified means for comparing
director compensation practices
among peer groups. Directors’ ac-
tual remuneration normally de-
pends on a number of variables,
such as meeting attendance, the
number of committees on which
they serve, or the future direction
of the company’s stock price. For
this reason, the formula used for
estimating a “typical” director’s
total remuneration assumes per-
fect attendance at all board meet-
ings and two key committees—au-
dit and compensation—during the
previous fiscal year. The 2002

study indicates that despite the
bear market, the annualized value
of disclosed equity-based compen-
sation comprises approximately
two-thirds of a typical director’s
total remuneration. Equity-based
compensation includes the value of
stock awards (including unre-
stricted annual awards) and stock
options. The Health Care and In-
formation Technology sectors have
the highest average total remu-
neration, finds IRRC.

In addition to providing total
remuneration estimates, the 2002
study benchmarks each component
of director pay for three S&P indi-
ces, 10 revenue groups, and 10 eco-
nomic sectors.

The following story was contributed
by IRRC Board Member Terence
Gallagher. Gallagher is CEO of Cor-
porate Governance Associates. He
recently retired as Vice President-
Corporate Governance of Pfizer. He
assumed that position in 1992 and
had worked for Pfizer since 1966.
He also serves at co-chair of the
Council of Institutional Investors
and chair of the Coordinating Com-
mittee of the Corporate Governance
Task Force of the Business
Roundtable.

The market for corporate con-
trol that intensified in the late

1970s and 1980s alerted institu-
tional investors who had been ac-
quiring a significant number of
shares that they should take ac-
tion. These institutions were con-
cerned that they had no effective
voice in the terms under which the
changes of control occurred. A tra-
ditional solution might have been
for them to sell their shares in the
companies involved, but the insti-
tutions owned shares of so many
companies that they believed the
so-called “Wall Street Walk” would
not work. As an alternative, they
sought to have more influence over

how companies reached the deci-
sions that affected shareholders.

Institutional shareholders then
turned their attention to the cor-
porate governance structures
within the corporations. They iden-
tified criteria that could be mea-
sured from the outside and pres-
sured companies to adopt these.
During the 1980s and 1990s, many
companies did, in fact, adopt some
or all of the structural elements of
good corporate governance. Efforts
by institutions and organizations
such as IRRC to monitor the ex-
tent to which companies had

Corporate Governance Officers Help Ensure
Compliance with Good Governance Practices

—Glenn Davis
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complied with best practices en-
couraged more compliance. Never-
theless, this was a voluntary sys-
tem without legal sanctions, and,
thus, the only consequence of non-
compliance was increased pressure
from the institutions.

Pfizer was one of the first cor-
porations to recognize the impor-
tance of good corporate gover-
nance—a realization that resulted
primarily from its corporate cul-
ture. The company is heavily regu-
lated and cannot test or market its
pharmaceutical products without
government approval. Coming
from this perspective, the company
decided to take a proactive stance
and try to affect the environment
in which it operated. Pfizer’s man-
agement then began to view cor-
porate governance as another form
of regulation of the corporation. My
appointment as Vice President of
Corporate Governance was a direct
result of this philosophy. Pfizer
then proceeded to adopt many of
the best practices advocated by in-
stitutions and other organizations.

Even at Pfizer, however, there
were some measures that did not
appear to be necessary or appro-
priate. An example of a provision
that Pfizer decided not to adopt was
the separation of the chairman and
CEO positions. This combination
had worked well for many years,
and the board believed it was inap-
propriate to change. Because the
company opted not to separate the
two positions, institutional inves-
tors asked that a lead director be
designated, but again the Pfizer
board decided that the heads of its
three key committees—audit, com-
pensation and corporate gover-
nance—would act as the lead direc-
tor when questions arose in their
areas of expertise. Another issue
was the elimination of  Pfizer’s
poison pill. Here, the corporate
governance committee asked that

the company review the reasons
why institutional investors oppose
poison pills. The company found
that investors object to poison pills
because they believe that they en-
trench management, last too long
(typically 10 years), and are not
subject to shareholder approval.
The committee asked that the com-
pany create a pill that would ad-
dress these concerns.

Pfizer then devised a TIDE, or
Three-Year Independent Director
Evaluation pill. All decisions re-
lated to the pill are made by the
independent corporate governance
committee, which also reviews the
pill at least every three years. The
committee did not agree to have a
shareholder vote on the pill be-
cause the board believed it was its
prerogative to adopt such a mea-
sure. I spent time explaining our
reasoning on this to institutional
investors. For the most part, they
agreed that Pfizer still was prac-
ticing good corporate governance
even if it did not follow their spe-
cific best practices in all areas.

With the adoption of the
Sarbanes-Oxley Act and the pend-
ing adoption of new listing stan-
dards by the exchanges, much of
what constitutes a good corporate
governance structure now will be
a matter of law and regulation
rather than of best practice. To
some observers it may seem that
the advocates of good corporate
governance have accomplished
their goals. However, a nagging
question is how the recent scan-
dals occurred at companies that
already had adopted many ele-
ments of a good corporate gover-
nance structure. The answer lies
in the difference between struc-
ture and process. Having in place
corporate governance principles,
conflict of interest rules and an in-
dependent board are not enough if
the process of compliance with the

structure is ignored. The element
that still is missing in virtually all
companies is a senior person with
the prime responsibility of oversee-
ing compliance with the process.
The various disciplines—legal, fi-
nancial and human resources—
oversee elements of the process
within their jurisdictions, but a
corporate governance officer ties
these various aspects together to
assure full compliance. Such a po-
sition requires the complete au-
thority of the chairman and CEO.
Also, he or she must act as a liai-
son to the board members to help
them fulfill their fiduciary duties,
which most directors believe are
expanding. D&O insurers have said
that when deciding whether, and
at what rates, to provide coverage,
they look positively on companies
that have corporate governance
officers who enjoy significant sta-
tus in their corporations.

In addition to overseeing the
process, the corporate governance
officer has the unique function of
establishing a continuing relation-
ship with the company’s major
shareholders. During my tenure as
VP Corporate Governance for
Pfizer, this was a vital function
that I accomplished by maintain-
ing individual contact with insti-
tutional investors and by being
active in their trade associations.
I also kept in contact with other
activist groups. These relation-
ships proved invaluable when a
question arose that needed to be
explained to institutional inves-
tors. It also allowed me to keep
them advised of what was happen-
ing at Pfizer both in its business
and its community activitiies.

For all of these reasons, now
is the time for companies to seri-
ously consider creating a corporate
governance officer position.

—Terence Gallagher
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On the international front, the
number of management-sponsored
proposals rose by 14 percent this
year, according to IRRC statistics
drawn from a sample 2,021 global
companies, including 865 based in
Japan.  Conversely, the number of
shareholder proposals on global bal-
lots declined, due principally to wan-
ing activism in Japan. On the legis-
lative front, the European Union
made strides in its attempt to har-
monize proxy voting requirements,
and U.K. legislators implemented
plans to sharpen the focus on ex-
ecutive pay by mandating that firms
secure a non-binding, shareholder
ratification of their pay policies.

Proposal overview
The number of management propos-
als increased by 40 percent at 865
Japanese firms tracked by IRRC,
and a much more modest 2.3 per-
cent at firms outside of Japan. (See
tables on page 19.) The sharp rise
in Japan can be attributed to Japa-
nese commercial law changes that
expanded the number of board reso-
lutions and capital proposals — such
as share repurchases, stock issues

and other matters relating to
share capital.  Specifically, the
legal changes forced firms to seek
shareholder approval for amend-
ments to their bylaws in order to
abolish par value systems and to
allow for the use of treasury
stock. Likewise, board proposals
shot up in response to manage-
ment calls to amend company ar-
ticles to reflect an increase in
terms for the statutory auditor
board. Board terms were pushed
up from three to four years in an
effort to increase the stature of
statutory auditors, who have been
widely regarded as having only a
limited or even ceremonial role.
In theory, this board is respon-
sible for assuring that business is
conducted in compliance with the
law by overseeing the board, the
audit process and management.
Last year, capital and board pro-
posals represented just 5.6 per-
cent of the total number of man-
agement proposals at Japanese
companies tracked by IRRC.  This
year, that figure shot up to 32
percent.

The volume of board propos-

als also increased at some non-
Japanese firms, particularly those
in France. In order to comply with
the New Economic Regulations, or
NER, French firms began amend-
ing their articles on board practices
and size this year.  The NER — an
amendment to the Commercial
Code of Sept.18, 2000, meant to
improve French governance prac-
tices — suggests that boards be
comprised of between three and 18
directors and that members serve
a term of up to six years. The rati-
fication of the NER by French law-
makers half way through this
year’s proxy season means that
many companies with early meet-
ings will be implementing similar
amendments next year. The 21
percent increase in board propos-
als at companies outside of Japan
from 2001 to 2002 markedly con-
trasts with the 8 percent jump evi-
denced between 2000 and 2001.

Other notable changes this
year included an 8 percent increase
in the number of compensation
proposals at 1,156 non-Japanese
companies tracked by IRRC.  The

Management Proposals Up, Shareholder
Proposals Down in 2002 Global Proxy Season

(continued on p. 20)

Global Shareholder Service
Proxy Season* Voting Statistics 2000-2002

I.  Restructuring Proposals 2000-2002
Non-Japanese
Firms 2002

Japanese
Firms 2002

Non-Japanese
Firms 2001

Japanese
Firms 2001

Non-Japanese
Firms 2000

Japanese
Firms 2000

Restructuring/Recapitalization 28 3 34 1 32 3
Merger/Acquisitions 66 33 63 17 110 23
Divestiture/Spinoff 31 0 26 0 37 2
Intra-Company Contracts 37 33 40 23 21 18
Dissolve/Liquidate Company 1 0 2 0 2 0
Joint Venture/Strategic Partnership 3 0 6 3 8 0
Totals: 166 69 171 44 210 46
Source: IRRC Proxy Voter Database of 1,156 Non-Japanese Companies; 865 Japanese Companies
* The period between January 1 and June 30
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G lobal Shareholder Service Proxy Season*
 Voting Statistics 2000-2002

II.  M anagem ent Proposals at non-Japanese C om panies 2000-2002
2002 2001 2000

R outine 5,388 5,345 4,845
C apita l 2,210 2,182 2,153
C om pensation 822 762 710
Board 908 753 698
Takeover D efenses 50 35 38
R estructuring 166 171 210
M iscellaneous 208 283 413
Tota ls : 9,752 9,531 9,067

III.  M anagem ent Proposals at Japanese C om panies 2000-2002
2002 2001 2000

R outine 2,947 2,600 2,566
C apita l 1,424 242 282
C om pensation 1,128 1,394 1,320
Board 150 45 27
Takeover D efenses 0 0 0
R estructuring 69 44 46
M iscellaneous (m ain ly  board  re la ted) 391 48 92
Tota ls : 6,109 4,373 4,333

IV .  Shareholder Proposals 2000-2002
2002 2001 2000

Japan 64 75 70
A ll O ther M arkets: 73 75 88
Tota ls : 137 150 158

Source: IR R C  Proxy Voter D atabase
Sam ple S ize : 1,156 N on-Japanese C om panies ; 865 Japanese C om panies

*The period betw een January 1 and June 30
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increase is in keeping with a trend
going back to 2000 when legisla-
tion was enacted allowing for stock-
based incentive plans in many con-
tinental European markets. More-
over, the increase in compensation
proposals reflects a greater num-
ber of U.K. firms submitting their
pay policies to a shareholder vote
in anticipation of pending legisla-
tion that mandates that firms do
so in January 2003.  As a percent-
age of overall management reso-
lutions, compensation proposals
held steady.  In 2002, compensa-
tion proposals represented 8.4 per-
cent of total management propos-
als, up slightly from 8 percent in
2001.

Restructuring proposals at non-
Japanese companies, such as merg-
ers and acquisitions, divestitures,
and joint ventures,  saw a 3 per-
cent decline from 2001. (See Table
1 on page18.)  The drop from last
year is in keeping with a trend dat-
ing back to 2000 when interna-
tional capital markets entered a
downward spiral, forcing many
firms to put the brakes on plans to
effect stock-financed mergers and
acquisitions.

Despite the decline in restruc-
turing resolutions, extraordinary
general meetings (EGMs) in-
creased at the non-Japanese firms
tracked in this study.  The 17 per-
cent rise over 2001’s figures con-
trasts with the 31 percent decrease
evidenced between 2000 and 2001.
The precipitous decline during that
period can largely be attributed to
the aforementioned drop in stock-
financed mergers and acquisitions.
This year’s increase reflects a re-
turn to a more balanced figure.

Shareholder proposals trailed
off markedly in Japan.  The 15 per-
cent decline among Japanese
firms, due mainly to waning activ-
ism on socially responsible invest-
ing issues, pulled the total down

8.6 percent.  Still, the overall num-
ber of markets, other than Japan,
where shareholder proposals ap-
peared on company ballots, held
steady this year at 10 markets.  Al-
beit in fewer numbers, Japanese
firms, mostly utility companies,
played host to a perennial medley
of shareholder proposals that cov-
ered a range of issues from direc-
tor bonuses to nuclear power.

Governance reforms
Corporate governance reforms re-
ceived fresh attention this year in
the wake of widely publicized ac-
counting scandals at major U.S.
firms including Enron and Global
Crossing.  Regulators the world
over sought to assure jittery inves-
tors that their markets were well
governed and firms, consequently,
immune to an Enron-type melt-
down.

To that end, Germany issued
its first code of corporate gover-
nance, while the Bouton Commit-
tee in France tightened the Vienot
report, commonly referred to as
that market’s governance bible.
Italy’s business community and
regulators made moves similar to
their counterparts in France, and
European Union parliamentarians
adopted legislation mandating that
all companies in member states use
International Accounting Stan-
dards beginning in 2007.  In the
U.K. this summer, regulators
moved to redefine the role of
nonexecutive directors to ensure
their independence, while in
Canada, proposals for the creation
of an independent body to oversee
the accounting industry were in-
troduced.

While these issues were piv-
otal, much of the attention this
proxy season focused on initiatives
dealing with proxy voting in the
European Union, as well as execu-
tive pay in Britain.

In late September, the Expert
Group on Cross-Border Voting,
chaired by former Unilever legal
advisor Jaap Winter, issued its rec-
ommendations to streamline proxy
voting at companies based in the
European Union. The group iden-
tified three core questions that
needed to be addressed: who is
entitled to vote or should have the
right to determine how the votes
are executed; which entities should
be enabled to exercise voting
rights; and how markets can pro-
vide assurance that these entities
receive the relevant information
to exercise their voting rights in
an informed manner.

The group’s findings are now
being debated by the European
Commission, and, if approved, will
radically alter Europe’s proxy vot-
ing and governance landscape.
Most critically, Winter’s report
calls for an end to shareblocking,
or freezing share trading in the
run up to a shareholder meeting,
a practice which has long been the
bane of investors who are edgy
about holding illiquid assets. Also,
the report recommends standard-
ized regulations for all markets
concerning the identification of
shareholders and the establish-
ment of voting rights. The report,
if adopted, also is likely to boost
historically low proxy voting lev-
els in markets such as France and
Germany by promoting the use of
electronic voting platforms.

Also during this proxy season,
the U.K. government submitted
legislation designed to curb execu-
tive pay.  Still in the process of
being ratified, the legislation
would require companies to sub-
mit their pay policies and practices
to non-binding shareholder votes
each year.  The move would amend
the Companies Act of 1985, bring-
ing  greater transparency to the
process of deciding executive pay.
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After 13 years of extensive work
and hard-fought political battles,
a takeover code governing all Eu-
ropean Union (EU) markets now
sits in the legislative queue. On
October 2, the European Commis-
sion (EC) presented its revised
proposal for a directive on a com-
mon EU takeover code, roughly 14
months after the first proposal
was rejected. The new version
makes cross-border takeover bids
easier, strengthens protections for
minority shareholders during a
takeover bid, and provides a frame-
work for cross-border corporate
restructurings. Analysts believe
the new directive, reworked to
address major sticking points from
the previous version and strategi-
cally released on the heels of
Germany’s elections, stands a
good chance of becoming law.

Last July, EU parliamentar-
ians voted down a much antici-
pated takeover code that would
have unraveled longstanding take-
over defenses common among
most EU members.  Germany, in
particular, lobbied against the
takeover code fearing it would
pave the way for hostile takeovers

Parliamentarians Set to Approve
European Union Takeover Code

—Cristina Yen & Subodh Mishra

The Department of Trade and
Industry, the legislation’s sponsor,
calls on companies to publish a
report on director pay as part of
their annual reporting cycle, and
subject that report to a share-
holder vote at each annual meet-
ing.  Although the vote would not
be binding, analysts believe it
would “shame” companies into
adopting more investor friendly
pay policies. Details of individual

directors’ pay packages and justi-
fication for any compensation pack-
ages given in the preceding year
must be revealed in the reports.
Also, the names of any remunera-
tion consultants used, whether
they were appointed indepen-
dently, and whether they provided
any other services to the company
must be included.  A forward-look-
ing statement of the company
policy on director pay, including

details on incentive and share op-
tion schemes; an explanation of
how packages relate to perfor-
mance; and a performance graph
providing information on the
company’s performance in com-
parison with an appropriate share
market index also must be con-
tained in the reports.

The legislation will take effect
for companies holding annual meet-
ings on or after Jan. 1, 2003.

of German companies by foreign
firms.

Much of the German unease
with a common, transnational
takeover code stemmed from lin-
gering discomfort over London-
based Vodafone’s hostile takeover
of Mannesmann, a German tele-
communications giant, in 2000.
Workers at Mannesmann said they
were not consulted fully before
management approved the deal,
and they demanded legislation that
would give them more say in the
face of takeover bids.  Union advo-
cates argued that the EU’s pro-
posed takeover directive did not
give an adequate voice to workers’
concerns.  In addition, recently
approved legislation allows Ger-
man companies to ask sharehold-
ers for blanket authority to issue
an antitakeover defense on an an-
nual basis, for up to 18 months,
even before a takeover bid is made.
This too was a major sticking point
in last year’s EU legislation, which
spelled out that companies could
convene shareholder meetings to
approve defenses only after a take-
over bid had been made.

In late 2001, the EU called on

a seven-member panel of experts
to address these and other stick-
ing points.  The committee of aca-
demics, industrialists and lawyers
was headed by  Jaap Winter, legal
advisor to the Anglo-Dutch group
Unilever.  The committee’s work,
dubbed the Winter Report, was
published early this year and has
formed the basis of the takeover
directive now awaiting approval.

New code addresses old
concerns

In drafting the new takeover
code, the European Commission
took into account most of the rec-
ommendations contained in the
Winter Report.  In his speech tout-
ing the release of the code, Frits
Bolkestein, the head of the EC’s
Internal Markets division, said the
“new proposal provides concrete
responses to the concerns raised
by the European Parliament when
it rejected the previous proposal
last year.” Notably, the new ver-
sion does not mandate a “one share,
one vote” policy, thereby allowing
member states to retain multiple
voting rights.  This exclusion was
necessary to form as broad a coali-
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While many of the conten-

tious items in the [take-

over] code’s first draft have

been ironed out, criticism

has not disappeared.

tion as possible, according to
Bolkestein.  The new version does
include the original provision that
requires boards to obtain share-
holder approval prior to adopting
takeover defenses. This stems
from the commission’s belief that
the future of a company should be
decided by the owners, not the
managers. The provision is at odds
with common practice in some
member states. Other key ele-
ments of the  code include:

••••• Equitable Price: Under a
mandatory takeover bid, the bid-
der would be required to extend
an offer to purchase all the re-
maining shares held by sharehold-
ers of a target company at the high-
est price of the company’s shares
during a period of six to 12 months
prior to the offer;

••••• Squeeze-out right: This pro-
vision would allow the holder of a
large majority of a company’s
share capital, between 90 and 95
percent, to require the remaining
minority shareholders to sell the
majority shareholder their stake
at a fair price; and

••••• Sell-out right:  This is the re-
verse of the “squeeze-out right.”
Under this provision, minority
shareholders could require the
majority shareholders to buy their
stake at a fair price.

The new takeover code also
seeks to neutralize takeover bar-
riers in the different member
states to effectively “level the play-
ing field.” In particular, the new
version of the directive spells out
three areas through which the EU
plans to bring equity to the take-
over process:

1)1)1)1)1) Greater transparency and

disclosure:  All listed companies
would have to disclose capital and
control structures and their take-
over defenses in their annual re-
ports.  Additionally, these struc-
tures and defenses would have to
be submitted for shareholders’ re-
view at least once every two years;

2)2)2)2)2) Removing share transfer re-
strictions:   (Also called the
“break-though rule.”) After a take-
over bid has been announced, any
share transfer restrictions,
whether prescribed by company
statutes or by contractual agree-
ment, would no longer be appli-
cable during the period allowed for

acceptance of the bid.  Additionally,
voting rights restrictions would be
lifted when shareholders vote on
the adoption of takeover defenses
and during the general meeting
called by the offeror after a success-
ful takeover bid. Special share-
holder rights would not be appli-
cable when nominating and remov-
ing directors in the first general
meeting after a takeover; and

3)3)3)3)3) Revision clause:  This clause
allows the European commission to
review the aforementioned provi-
sions five years after the code is
adopted to ensure it continues to
reflect market developments.

While many of the contentious

items in the code’s first draft have
been ironed out, criticism has not
disappeared.  Klaus-Heiner Lehne,
a German member of the European
Parliament who helped engineer
the legislative defeat of the first
draft, said the new version is a
vast improvement over the origi-
nal one, but that amendments
would be necessary to work out re-
maining “deficiencies.”

The government of recently re-
elected German Chancellor
Gerhard Schroeder has gone on
record as saying “the European
Commission’s draft proposals fail
to create a uniform, Europeanwide
framework for takeovers.” The
government contends that under
the new version of the takeover
code, “German companies would be
forced to forgo defensive instru-
ments, whereas companies in
other member states, retaining
multiple voting rights, would be
able to put up effective defenses.
There is no convincing reason for
this unequal treatment. The
Commission’s stated reasoning
that it is not proven that multiple
voting rights are able to prevent
takeovers isn’t justifiable.”  While
the takeover code does not elimi-
nate takeover defenses in the form
of multiple and special voting
rights, it does restrict the use of
poison pills. German companies no
longer employ multiple voting
rights as a defense, but continue
to rely on poison pills as a means
of warding off unwanted bids.

In addition to the German gov-
ernment, Dutch members of par-
liament voiced their objections.
Dutch company law allows compa-
nies to adopt a panoply of takeover
defenses, including poison pills and
non-voting shares.  The takeover
code limits the use of many of
these measures, thus leaving the
door open for hostile bids of un-
protected Dutch companies.
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Faced with the prospect of legisla-
tion that would force institutional
investors to take on a decidedly
more activist role, the U.K. invest-
ment community has rallied to pro-
mote voluntary principles on
shareholder activism.  If effective,
the watershed moves may avert
plans by Prime Minister Tony
Blair’s Labour government to act
on recommendations set out in last
year’s Myners Committee report on
the state of institutional invest-
ment in the U.K.

In response to a request in
2000 by the Labour government to
examine the state of institutional
investment in the U.K., Gartmore
Investment Management Chair-
man Paul Myners last year re-
leased a set of recommendations
designed to promote greater in-
volvement by fund managers in
the activities of the companies in
which they are invested.

One of two salient Myners’ rec-
ommendations suggests that prin-
ciples on shareholder activism pro-
moted by the U.S. Employee Re-
tirement Income Security Act
(ERISA) be incorporated into U.K.
law. This, says the committee,
would make intervention in com-
panies, where it is in sharehold-
ers’ and beneficiaries’ interests, a
duty for fund managers.  Myners
pointedly accused fund managers
of failing to take to task
underperforming companies.  Gor-
don Brown, Chancellor of the Ex-
chequer, backed Myners’ approach
saying the government would seek
to ensure a “clearer duty on fund
managers to promote beneficiaries’
interests.”  The government’s idea
of “clearer duty,” according to
many, would include legislation

Despite these criticisms, ob-
servers suggest the revised take-
over directive now stands a good
chance of being adopted. Many as-
cribe their optimism to a proviso
within the code granting German
firms a three-year transition pe-
riod for the implementation of
some of the new rules, including
those dealing with poison pills.
Additionally, the EC waited to un-
veil the new directive until after
Germany’s presidential elections
to avoid a confrontation with
Gerhard Schroeder over what has
become known as the Volkswagen
law – a takeover code that could
have overturned the car manufac-
turing giant’s prohibition against
any one shareholder holding more
than 20 percent of the firm’s eq-
uity.  Officials of the German state
of Lower Saxony, who hold 19 per-
cent of Volkswagen’s stock, said
the new takeover directive would
keep the defense in place, thereby
refuting those arguing that the car
maker and national icon was at
risk.

Some analysts predict that
even if Dutch Parliamentarians
unite with their German counter-
parts to oppose the takeover code,
they will not be able to rally
enough support to defeat it. If ap-
proved, the code would take effect
Jan. 1, 2005.

—David Lahire

U.K. Investors Fight Attempts
to Mandate Proxy Voting

making proxy voting mandatory,
something the U.K. investment
community has long resisted.
Moreover, Myners himself is
against forced voting because he
says it could result in knee-jerk
votes in favor of management.

Myners does support legal
changes that would raise the duty
of care for trustees, requiring
them to be familiar with invest-
ment matters where they make in-
vestment decisions.

The Labour government has
been determined to see both of the
above recommendations made into
law, spending much of the past year
drafting legislation to that effect.
While raising the duty of care is of
less concern to the U.K. invest-
ment community, the threat of
mandatory voting prompted two
key initiatives by the investment
community aimed at dissuading the
government from enacting pre-
scriptive legislation.

Hermes, the London-based
fund manager owned by the Brit-
ish Telecom Pension Scheme, is
using its $63 billion worth of
muscle to help the U.K. investment
community voluntarily begin as-
suming a more activist role. In Oc-
tober, the institution released The
Hermes Principles, a set of 10 prin-
ciples ostensibly meant to answer:
“What should owners expect from
U.K. public companies and what
should these companies expect
from their owners?”

The Hermes Principles cover
four key areas, communications
with shareholders, financial report-
ing, strategic planning and the pro-
motion of social, ethical and envi-
ronmentally sound practices.
Touching on a number of impor-



24   ●    IRRC Corporate Governance Bulletin    ●     September -November 2002

tant issues affecting companies and
investors in today’s capital market,
Hermes, notably, calls on compa-
nies to adopt performance evalua-
tion and incentive systems de-
signed to focus managers’ atten-
tion on long-term shareholder
value.  The fund also calls for com-
panies to manage relationships
with their employees, suppliers
and customers, while behaving in
an ethical manner with regard to
the environment and society as a
whole.

Giving context to the prin-
ciples, Tony Watson, chief execu-
tive of Hermes Pensions Manage-
ment, said: “These principles are
not intended to be a burden.  It is
not in our clients’ interest for their
agents to place a burden on what
they own. These are disciplines
more akin to a ‘Highway Code’
than rigidly policed requirements.”

A copy of the Hermes Principles
was sent to the board of every
listed U.K. company.

Hermes’ move comes on the
heels of the release of the Institu-
tional Shareholders’ Committee’s
statement of principles on share-
holder activism. These principles
written by the ISC — an umbrella
group for the U.K.’s largest insti-

tutional investor associations —
call on institutional investors to:

••••• vote their shares at all meet-
ings;

••••• refrain from automatically sup-
porting management’s recommen-
dations;

••••• maintain and publish state-
ments of their policies;

••••• monitor the performance of
and maintain an appropriate dia-
logue with those companies;

••••• intervene where necessary;

••••• evaluate the impact of their
policies; and

•••••  in the case of investment man-
agers, report back to the clients on
whose behalf they invest.

Institutions are being asked to
detail their governance policies in
contracts with clients.

The ISC has stressed to its con-
stituents the importance of sub-
scribing to these principles.  ISC

Chief Lindsay Tomlinson told The
Financial Times that the commit-
tee had warned members that they
must adhere to the group’s recom-
mendations or risk facing “some
legislation that is probably not go-
ing to be very easy to deal with.”

Financial Secretary to the
Treasury Ruth Kelly, said: “The
government has a clear objective
to promote more active engage-
ment by institutional shareholders
in relation to companies in which
they invest. The industry’s new
principles are a major step, which
we welcome. However, the key test
will be the impact on industry be-
havior.  We will monitor progress
closely.”

Both Hermes’ and ISC’s initia-
tives highlight the manner in
which the U.K. institutional invest-
ment community has chosen to
head-off potential legislation that
would make activism mandatory.
The ISC’s work has convinced the
government to table proposed leg-
islation while it tests the prin-
ciples’ efficacy. The government
intends to review the impact of the
principles after two years to see
whether legislation is still neces-
sary. —Subodh Mishra


