The Many Faces of Corporate

Governance

By Mark R. High and Francis N. Rodriguez

“We can write all the laws we want, but
in the final analysis it’s going to be
the human characteristic....”!

Introduction

The boardroom is no longer the holy grail of
corporate governance. Corporate scandals
at Enron, WorldCom, Rite Aid, and else-
where have heightened the need for better
governance and have resulted in increas-
ing attempts to federalize corporate law. As
a result, the governance of companies has
moved into the spotlight of public discourse.

This is not surprising. With trillions of
dollars in capital sailing the globe in search
of investments, shareholders are demand-
ing stronger corporate governance laws.
Indeed, we are witnessing what some may
call a corporate governance movement. The
New York Stock Exchange’s (NYSE) recent
proposals regulating director independence
are one example of this phenomenon.? An-
other example is the Sarbanes-Oxley Act of
2002 (SOX). According to President George
W. Bush, SOX enacted “the most far-reach-
ing reforms of American business practices
since the time of Franklin Delano Roos-
evelt.”* Through SOX, Congress for the first
time directly addressed such matters as the
composition, role, and function of the board
of directors of public corporations.

In the aftermath of the corporate gover-
nance horrors, a flood of articles, laws, and
regulations have outlined new standards for
directors. Meanwhile, many major corpora-
tions have adopted voluntary codes of best
corporate practices. This article provides a
brief overview of the tension between the
various participants in corporate governance
and highlights the current developments by
focusing on (a) the consequences of SOX, (b)
the composition of the board of directors,
and (c) executive compensation.

Many Players, Many
Developments

Consequences of SOX

Inresponse to historic corporate bankruptcies
and scandals involving several major U.S.
companies, the major self-regulatory orga-
nizations (SROs) and Congress quickly came
up with a solution: SOX. SOX has brought
about, among many other things, extensive
federal regulation that aims to protect inves-
tors by enhancing the accuracy, reliabil-
ity, and transparency of corporate financial
reporting. It also increased the responsibility
of senior management regarding corporate
disclosures. The reaction of the many play-
ers in the corporate governance paradigm to
SOX has been interesting.

In its infancy, public company officials
lightly criticized SOX, perhaps fearing that
the Securities and Exchange Commission
(SEC) was taking names.’ Others have praised
the act as a valuable government invention,
claiming SOX has helped to “improve the
tone at the top” of U.S. public companies.®
This improvement, however, came at a cost.
In 2006, Fortune 100 companies paid an esti-
mated $6 billion to comply with SOX.” Sever-
al critics have questioned strict enforcement
of SOX, contending that it is costly beyond
any conceivable benefits. Some even ques-
tion the benefits.* Although corporate boards
have taken positive steps to increase their
oversight in the past few years, operating
in a post-Enron world has created negative
and unintended consequences for boards.
Put simply, as directors have become “more
hands-on in the area of compliance, they’ve
become more hands-off in the area of long-
range planning, which exposes sharehold-
ers to another — potentially greater —kind of
risk.””

Despite the various effects of SOX, a com-
mon theme has recently emerged: acceptance
of the corporate governance regime. Accord-
ing to a report by Institutional Shareholder
Services (ISS), 71 percent of investors feel
that corporate governance is an important
issue, and 37 percent of investors are con-
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vinced that the most significant advantage
of corporate governance is that it will lead to
better returns.

Perhaps another unintended consequence
of SOX is an upswing in shareholder litiga-
tion. A recent study suggested that corpo-
rate America was expecting a robust year
for securities class action filings in 2008." In
response, companies are diligently adopt-
ing whistleblower procedures, establishing
audit committees, restricting executive com-
pensation, writing ethical codes, and adding
independent directors to their boards. As
discussed below, regulations regarding the
composition of the board of directors have
become one of the more interesting develop-
ments in corporate law.

Composition of the Board of Directors

Director Independence
Corporate boards now play an increasingly
active role in corporate governance, particu-
larly where the board contains independent
directors. Between 1950 and 2005, the com-
position of large public company boards
dramatically shifted towards independent
directors, from approximately 20 percent
independents to 75 percent independents."
Undeniably, the move to independent direc-
tors has almost become a mandatory element
of corporate law. Current laws and regula-
tions often require it, and shareholders and
the public have come to expect it.

The shift in board composition toward in-
dependent directors is due to many factors,
including the increased activism of large in-
stitutional investors, the passage of SOX, and
the higher governance standards adopted by
the SROs."* Some critics argue that adopting
laws or regulations that include detailed def-
initions of independence or financial exper-
tise seems misguided." Strict adherence to
the present definition of a “financial expert”
would actually prevent both Alan Greenspan
and Warren Buffett from chairing an audit
committee.’” Nevertheless, several interested
parties, including the American Bar Asso-
ciation, have recommended that companies
adopt governance principles that establish
and preserve the independence and objectiv-
ity of the board of directors.!s

There are several upsides to this change.
Effective directors are supposed to maintain
an attitude of constructive skepticism. They
are to ask incisive, probing questions and re-
quire accurate, honest answers. They must
act with integrity and demonstrate a com-

mitment to the corporation, its business plan,
and long-term stockholder value. Yet, the
high-profile collapses of a number of large
U.S. firms suggest that strong CEOs appear to
have exerted a dominant influence over their
boards.” Naturally, this interferes with the
central oversight role required of directors to
ensure a healthy system of corporate gover-
nance. Independent directors, however, have
a comparative advantage for this task.

Although an “independent” director is
not uniformly defined, the term generally
means a director whose only relationship or
connection to the corporation is his or her
directorship.”® Accordingly, independent di-
rectors are presumed to be less wedded to
management and its visions. Moreover, they
look to external assessments of their perfor-
mance as directors and are less devoted to in-
side accounts of the corporation’s prospects.
In these ways, and many more, independent
directors are an essential part of the modern
corporate governance standard. On the other
hand, in addressing the National Association
of Corporate Directors Annual Meeting, for-
mer Delaware Chancellor William T. Allen
made the following remarks with respect to
director independence:

Director independence does not
assure that a director will make a
better contribution on the board than
an insider might make. Independent
directors may have less information
about the firm and may, in fact, tend
to make less brilliant decisions over
time than those with a close financial
interest in the firm."

It remains to be seen whether corporations
will find it difficult to recruit independent di-
rectors in light of the increased public scru-
tiny of, and potential exposure to liability for,
board actions. It is clear, however, that inde-
pendence is accepted as offering to investors
some assurance that the governance process
has integrity.

Size of the Board
State law has little to say about the size of
a board of directors. The majority of states
allow the size of the board to be set in the
certificate of incorporation or the corpora-
tion’s bylaws. Some jurisdictions require the
board to have at least three members. Many,
including Delaware, do not, and a corpora-
tion could be run by a one-person board.?
The Business Roundtable estimates that most
large, publicly held companies maintain
boards that range in size from eight to sixteen
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individuals. In 2003, the average board size
in the S&P 500 was 10.9 directors.?’ Although
the optimal size of any board depends
upon the nature of the company’s business,
smaller boards are often more cohesive and
work more efficiently than larger boards.?
Hence, we see a movement across the coun-
try toward smaller boards, often having only
seven or nine directors.”

Majority Voting

Majority voting is another powerful trend
that threatens to change the composition of
the board. Majority threshold voting propos-
als typically ask boards to require directors
to receive a majority of votes cast “for” and
“against” to win election. These proposals are
being filed at dozens of companies, includ-
ing many larger firms that have yet to adopt
the reform. For example, the United Brother-
hood of Carpenters and Joiners of America,
which initiated majority voting proposals in
2004, intends to submit nearly 100 such reso-
lutions in 2008. Moreover, 1SS reports that 44
percent of S&P 500 companies have already
implemented a true majority vote election
standard, with many more having in place
resignation policies that call on directors to
step down if they receive a majority of “with-
hold” votes.>* Without a doubt, directors are
now “running scared of withhold campaigns,
and increasingly ready to make the bargains
necessary to avoid being targeted.”” As
the markets decline in the face of recession,
directors are also being targeted over execu-
tive compensation.

Executive Compensation

Show Them the Money
The directors of corporations have always
been expected to oversee the conduct of senior
executive officers. Arguably, “[tlhe selec-
tion, compensation and evaluation of a well
qualified and ethical CEO is the single most
important function of the board.”* However,
CEO compensation has exploded in the Unit-
ed States. Over the past decade, CEO pay
increased 45 percent, during a period when
the average salary for an American worker
rose just 7 percent. CEOs at 386 of the Fortune
500 companies earned at least $10.8 million
in total compensation in 2006, more than 364
times what the average worker earned that
same year.”” The Corporate Library reports,
perhaps not surprisingly, that excessive CEO
compensation is the principal indicator of
governance risk in predicting securities class
action lawsuits.”* Even though this has long

been a controversial issue, a sensible remedy
has not been proposed.

“Say on Pay” will continue to be one of
the most controversial proposals during the
upcoming proxy season. This is especially
true in cases where the CEO’s performance
has been mediocre, or the company has ex-
perienced a sudden collapse. “Say on Pay” is
the catchy nickname for a board policy giv-
ing shareholders a nonbinding up-or-down
vote on the future pay packages of senior ex-
ecutives. In November 2007, Verizon adopt-
ed “Say on Pay,” becoming only the second
U.S. public company to do so after Aflac.? All
indications are that these proposals will be
more pervasive this coming year, as a share-
holder advisory “Say on Pay” vote is likely to
be quickly addressed by the new administra-
tion, no matter which party wins.

Another solution is to create “an index-
ing system where pay would adjust based on
the company’s performance in relation to its
peers.”* Performance-based compensation
tied to specific goals can be a powerful and
effective tool to advance the business inter-
ests of the corporation. That is why an in-
creasing number of companies are opting for
pay-for-performance arrangements for CEOs
and other top executives. According to a Hay
Group survey released in April 2008, this is
the first time performance-based plans over-
took stock options as the most popular form
of long-term incentive compensation.’ This
has also led to the SEC issuing a sweeping set
of reforms designed to shed more light on ex-
ecutive compensation.”? Despite this progress,
there is still a widespread public perception
of unfairness associated with the perceived
ability of executives to cash in stock even as
their companies and the retirement savings
of their employees have collapsed.

This still happens today. Watching a
trio of high-profile CEOs defend their mas-
sive pay packages to Congress, even as their
companies and shareholders lost billions of
dollars as a result of the ongoing financial
mess, seems to have become routine. Some-
how, collecting around $161 million is justi-
fied when a company reports an $8 billion
loss and fails to perform.”* Executives argue
that their compensation is tied directly to
the performance of the company, via stock
and options,* and is determined through an
independent assessment process. (Yes, it is
true —someone else actually approves these
lofty pay packages.)
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markets
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targeted over
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compensation.
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Virtually all boards have committees,
such as compensation committees, with cer-
tain powers and responsibilities. Again, no
particular committee structure is mandated
by state law. In contrast, companies listed on
the NYSE are required to have three commit-
tees, including a compensation committee
composed entirely of independent directors.*
The standard of review regarding most, if
not all, of the compensation committee’s de-
cisions will be the business judgment rule.

There is no bright-line test as to what com-
pensation committees may award CEOs, but
there are broad guidelines. Courts review-
ing these kinds of director decisions do not
concentrate on dollar amounts in isolation.
Rather, they focus on process,*® and process
is about due care, loyalty, and good faith. As
the In re Disney Co Derivative Litigation case
makes clear, good faith business judgments
should not result in the imposition of direc-
tor liability, even if those judgments result in
spectacular failure.”’

Evolving Duty of Good Faith?

Good faith is a related, yet unresolved cor-
porate governance concept. While state law
remains far from clear regarding whether
there is a separate fiduciary duty of good
faith, it is apparent that there can be no excul-
pation for good faith violations.*® Therefore,
although they ultimately prevailed, the def-
erence that the Disney directors showed to its
chairman should not be emulated. Given the
drastic increases in CEO pay relative to the
pay of ordinary workers, such deference may
seem misplaced today.

To be sure, directors have wide discretion
to make decisions on executive compensa-
tion.* Yet, as Saxe v Brady* warns, there is an
outer limit to that discretion, where execu-
tive compensation is so disproportionately
large as to be unconscionable and constitutes
waste. While it is inevitable that the main
information source for the board is the com-
pany’s management, directors need to main-
tain an independent and assertive posture to
perform their duties in good faith, and not
just with respect to compensation issues. The
board must continually monitor the big pic-
ture, always asking whether it is involved
in the important issues facing the company,
and making sure it has access to the informa-
tion and resources required to review those
issues. In doing so, the governance of com-
panies may one day revert back to the board-
room. More importantly, directors will fulfill

their central obligation by helping their com-
panies continue to grow and prosper.

Conclusion

The events of the last several years have
resulted in significant reforms in our system
of corporate governance. While important
issues will continue to surface and evolve
in a number of areas, we have already wit-
nessed change in the composition of corpo-
rate boards, as well as the approach to execu-
tive compensation. The effectiveness of these
measures will take time to measure. Let’s
keep in mind that the most important quali-
fications of successful directors have not
changed —integrity, professionalism, and
commitment.
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