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B. Rules Relating to Proxy Solicitation

The SEC obtained extensive control over proxy solicitation of publicly
held companies with Section 14 of the Securities Exchange Act of 1934
(“Section 14”), which makes it unlawful for such a corporation to solicit
proxy votes in contravention of SEC rules and regulations.'”® Congress
created this Section with the intention of addressing the problem of a board
of directors’ ability to control the proxy process.'?

Rule 14a-8, which implements Section 14, was designed to give small
individual investors an opportunity to have their voice heard on certain
governance issues through shareholder proposals included on a company’s
proxy ballot.”®® Rule 14a-8(i)(8), however, permits the corporation to omit
shareholder proposals that relate to election of directors.''

C. Current Nomination Procedure

Under existing SEC rules, shareholders are given an opportunity to vote
only on those candidates nominated by the company."*? In voting on the
director slate, the shareholder may choose to approve all directors, withhold
their vote from all directors, or approve all directors except specific directors
chosen by the shareholder."® Shareholders can nominate candidates to
replace incumbent directors, but they cannot include their nominee’s name
on the company’s official proxy, which lists only the company’s
candidates.'**

128. 15 U.S.C. § 78n (2000). The Securities Exchange Act of 1934, and Section 14 in particular,
regulates the disclosure a corporation makes in materials sent out to investors for the purpose of
requesting support in annual shareholders’ meetings. SEC, supra note 73.

129. Silvers & Garland, supra note 15 (manuscript at 1-2). In 1934, the Committee on Banking
and Currency recommended that the SEC govern proxy solicitation and issuance in order to prevent
a corporation from abusing the proxy process by misstating or omitting important information from
proxy materials. S. REP. NO. 73-792, at 12 (1934) (reporting the comments of Mr. Fletcher on behalf
of the Committee on Banking and Currency). Prior to this rule’s passage, corporations often would
not disclose to shareholders the real reasons why the shareholders’ vote was wanted. /d. In one
instance, the president of a company sent proxy materials to shareholders, which sought their
approval of a number of corporate transactions. /d. The corporation, however, did not reveal in its
materials a number of factors which could influence the voters’ decision, such as the president’s
personal interest in the proposed transactions and undisclosed company stock options. /d. Congress
created Section 14 so that a stockholder will have sufficient knowledge of a corporation’s financial
condition and policies in order to make an informed vote. /d.

130. Silvers & Garland, supra note 15 (manuscript at 1).

131. Brownstein & Kirman, supra note 32, at 3-4.

132. Security Holder Director Nominations, Exchange Act Release No. 34-48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786 (proposed Oct. 23, 2003) (to be
codified at 17 C.F.R. pts. 240, 249, 274).

133. RICHARD J. DALY, STATEMENT FOR ROUNDTABLE (2004), http://www sec.gov/spotlight/dir-
nominations/adp022704.pdf.

134. Solomon, supra note 12.

956



[Vol. 33: 937, 2006] We Talk, You Listen.
PEPPERDINE LAW REVIEW

D. How a Shareholder can Participate in the Current Nomination
Procedure

Under the existing corporate governance system, shareholders can
nominate directors through a number of alternative methods. Shareholders
may propose potential director candidates to a company’s nominating
committee.’*> A nominating committee has a duty to consider qualified
candidates and to select nominees that it believes will best serve the interests
of the company and its investors.'*® A shareholder may nominate a director
at the annual shareholders’ meeting, as long as the nomination complies with
state law and company bylaw requirements.'”” Shareholders may attempt to
prevent the nomination of a director by withholding authority from specific
candidates.”® In order to replace one or more incumbent directors,
shareholders have the right to nominate their own director candidates by
soliciting proxies for them (also called a “proxy fight” or “election
contest”)."*

Despite these options, shareholders are increasingly frustrated.'*
Investors view these means of participation as “toothless™ and insufficient,
especially if they wish to use these tools in order to strike out and hold
unproductive directors accountable for their actions.'*!

Security holders have indicated that recommending candidates to a
company’s nominating committee, although possible, generally is futile.'*?

135. Lipton & Rosenblum, supra note 16, at 69.

136. /d.

137. BRIEFING PAPER, supra note 14.

138. Lipton & Rosenblum, supra note 16, at 69.

139. See id. This typically occurs if the company and its incumbent directors are performing
poorly. Interview, supra note 28.

140. Silvers & Garland, supra note 15 (manuscript at 3).

141. Id. Shareholder participation in the director nomination process may be viewed as
“toothless” because often these efforts are very costly or futile. Printing and mailing proxy
statements to run an election contest may result in expenditures of more than one million dollars.
Interview, supra note 28. The majority of shareholders do not have the funds to conduct a proxy
contest. See Bebchuk, supra note 8, at 45. Shareholders have the ability to participate in the
nomination process without spending money by recommending candidates to a corporation’s
nominating committee or by nominating directors at the shareholders’ annual meeting. BRIEFING
PAPER, supra note 14. Such actions are ineffectual, however, because obtaining access to a
nominating committee is difficult, and a candidate presented at an annual meeting is unlikely to
receive sufficient support for nomination. /d.; Security Holder Director Nominations, Exchange Act
Release No. 34-48,626, Investment Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786
(proposed Oct. 23, 2003) (to be codified at 17 C.F.R. pts. 240, 249, 274). Shareholders have no
effective means of nominating a candidate for the board of directors. Silvers & Garland, supra note
15 (manuscript at 3).

142. BRIEFING PAPER, supra note 14.
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Shareholders have a difficult time gaining access to board members and
nominating committees.'®  Even if access is granted, nomination
committees seldom nominate candidates recommended by investors.'**

Although shareholders may nominate directors at the shareholders’
annual meeting, this action is largely ineffective. Most shareholders vote
through a mailed proxy ballot instead of voting in person at the actual
meeting.'® A candidate presented at an annual meeting is unlikely to
receive sufficient support for nomination.'*¢

While withholding votes from director candidates has become a more
common practice, it has no effect in states such as Delaware, which use
plurality rather than majority voting for board elections.'’ Plurality voting
is a process in which the nominee winning the greatest number of votes is
elected.'”® If the number of nominees equals the number of available board
positions, each nominee will be elected, regardless of whether they received
only a single vote or whether votes were withheld from that nominee.'*

Most often, an election contest by means of a proxy fight is a “last
resort” for investors.'™® Not only is an election contest extremely disruptive
to the entire company,'' but the expenses and difficulties of running an
election contest make them uncommon.'” This process involves printing

143. Security Holder Director Nominations, 68 Fed. Reg. at 60,786. Shareholders cannot access a
nominating committee’s discussions. Michael E. Murphy, Dispelling Tina's Ghost From The Post-
Enron Corporate Governance Debate, 43 SANTA CLARA L. REV. 63, 95 (2002).

144. BRIEFING PAPER, supra note 14. According to corporate insiders, nomination committees are
not the independent and objective bodies they were intended to be. Jayne W. Barnard, Shareholder
Access to the Proxy Revisited, 40 CATH. U. L. REv. 37, 49 (1990). In a majority of companies, a
nominating committee is under the control of the CEO and complies with the CEQ’s demands. 7d.
A nominating committee is unlikely to solicit shareholders’ recommendations for director
candidates. /d. at 49-50. However, if a shareholder recommends a potential candidate to the
nominating committee, a nominating committee rarely nominates these candidates officially. /d. at
49-51. Sharcholders further disapprove of nominating committees because corporations are not
obligated to disclose why a shareholder-nominated candidate was not listed on a corporate proxy
ballot. Lewis J. Sundquist III, Comment, Proposal to Allow Shareholder Nomination of Corporate
Directors: Overreaction in Times of Corporate Scandal, 30 WM. MITCHELL L. REv. 1471, 1477
(2004).

145. BRIEFING PAPER, supra note 14; see also Sundquist, supra note 144, at 1476-77. Since most
shareholders do not vote at the actual annual meeting, a candidate presented at the meeting is not
likely to obtain the number of votes necessary for a seat on the board. Sundquist, supra.

146. BRIEFING PAPER, supra note 14.

147. Silvers & Garland, supra note 15 (manuscript at 3).

148. Security Holder Director Nominations, 68 Fed. Reg. at 60,786 n.52.

149. .

150. Lipton & Rosenblum, supra note 16, at 69.

151. Id.

152. Bebchuk, supra note 8, at 45. The costs of waging a proxy contest would be significantly
decreased if proxy materials were permitted to be delivered to shareholders through the Internet.
Phyllis Plitch, SEC’s Online Plan to Cut Costs May Rally Dissident Investors, WALL ST. J., Dec. 27,
2005, at C3. The SEC recently proposed a rule which would amend the proxy rules in such a way as
to allow Internet delivery. Internet Availability of Proxy Materials, Exchange Act Release No. 34-
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and mailing proxy statements to all record holders of stock, which requires
substantial expenditures that run in the millions of dollars.'*® Furthermore,
the shareholders’ proxy materials must comply with the SEC’s proxy
rules."”® The company’s lawyers regularly attack such proxy materials as
deficient.'®

Shareholders’ means of nominating candidates are limited and often
fruitless. Several large institutional investors have communicated that the
director nomination process is fundamentally a “rubber stamp” for the
board-elected nominees.'*

IV. PATH TO REFORM

A. Prior SEC Attempts To Involve Shareholders in the Nomination Process

This proposed rule is not the first that the SEC has made in an attempt to
place shareholder-nominated board candidates on the corporate proxy ballot.
Such proposals are often introduced after periods during which the
corporation and management have been heavily criticized, such as
subsequent to the corporate scandals of the 1970s and the “hostile takeover
battles” of the 1980s."”” Therefore, the proposed rule was a natural
consequence of the publicity of the “unprecedented” corporate scandals of
2001, which caused widespread mistrust of boards and management among
the public.'®

1. 1942

The SEC first addressed the issue of allowing shareholders’ nominees
for director on a company’s proxy ballot in 1942."% At that time, the SEC

52,926, Investment Company Act Release No. 27, 182, 70 Fed. Reg. 74,598 (proposed Dec. 15,
2005) (to be codified at 17 C.F.R. pts. 240, 249, 274).

153. Interview, supra note 28.

154. BRIEFING PAPER, supra note 14.

155. Interview, supra note 28.

156. OLSON & MOLONEY, supra note 9, § 10.13.

157. Brownstein & Kirman, supra note 32, at 1, 3.

158. .

159. See Security and Exchange Commission Proxy Rules: Hearings on H.R. 1493, HR. 1821,
and H.R. 2019 Before the H. Comm. on Interstate and Foreign Commerce, 78th Cong. 17-19 (1943)
(testimony of Chairman Ganson Purcell).
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requested that its staff review the proxy rules and recommend changes.'®
The staff proposed that “stockholders be permitted to use the management’s
proxy statement to canvass [sic] stockholders generally for the election of
their own nominees for directorships, as well as for the nominees of the
management.”'®"  Corporations countered that shareholders would make
unwise decisions by nominating and electing careless directors.'s
Consequently, the staff proposal was not adopted.'®

2. 1977

In the 1970s, hundreds of U.S. companies were accused of unlawful
payments to international politicians and corporations.'® In response, the
SEC conducted a broad review of corporate govemance, including an
appraisal of shareholder communications and shareholder participation in
the director election process.'® The SEC called for public comment in
addressing whether “shareholders [should] have access to management’s
proxy soliciting materials for the purpose of nominating persons of their
choice to serve on the board of directors.”'®® Unexpectedly, the proposal
gained support from the Business Roundtable, a group of CEOs that is a
vocal opponent of the SEC’s latest proposal.'”’ In a 1977 statement, the
Business Roundtable stated that “shareholders ‘are the proper persons to
resolve the question’ of how directors should be nominated.”® But the SEC

160. /d. (testimony of Chairman Ganson Purcell).

161. Security Holder Director Nominations, Exchange Act Release No. 34-48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786 (proposed Oct. 23, 2003) (to be
codified at 17 C.F.R. pts. 240, 249, 274) (citing the testimony of Chairman Ganson Purcell before
the House Committee on Interstate and Foreign Commerce, in SEC Release No. 34-3337 (Dec. 18,
1942)).

162. Solomon & Lublin, supra note 5.

163. Id. The rejection of the proposed rule serves as an example of how SEC decisions may be
motivated more by political concerns than concerns for shareholders’ well-being. Milton V.
Freeman was the SEC attorney who wrote the plan. /d. Some members of Congress labeled him a
communist, and the SEC did not adopt the proposal. /d. This political motivation is indicative of
the present time. Passage of the current proposed rule has been substantially delayed by opposition
from the two Republican commissioners, while the two Democratic commissioners support it.
Solomon, supra note 59.

164. Solomon & Lublin, supra note 5.

165. STAFF REPORT, supra note 31.

166. Re-examination of Rules Relating to Shareholder Communications, Shareholder
Participation in the Corporate Electoral Process and Corporate Governance Generally, Securities Act
Release No. 34-13,482, Public Utility Holding Company Act Release No. 35-20,008, Investment
Company Act Release No. 9740, 12 S.E.C. Docket 267 (Apr. 28, 1977).

167. Solomon & Lublin, supra note 5.

168. Id. Nominating committees serve to propose candidates for director elections. Sundquist,
supra note 144, at 1477. Because nominating committees are ideally composed of independent
directors, they objectively recommend candidates based on the candidate’s qualifications and the
needs of the shareholders and corporation. Bernard Black et al., Corporate Governance in Korea at
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did not adopt the proposal, claiming it would be of no use since companies
were voluntarily creating nominating committees.'®

3. 1980

The SEC yet again considered adopting a shareholder director
nomination rule in 1980, and instructed its staff to make a recommendation.
Because of the rising popularity of nominating committees, the staff advised
the Senate that the SEC should not propose a proxy access rule at the time,'”
but rather supervise the development of nominating committees.'”" If many
companies did not adopt nominating committees, or if nominating
committees did not improve shareholders’ participation in the election
processes, then an SEC rule might be required.'”

4. 1992

The SEC considered proposing a shareholder director nomination rule in
1992, but was hesitant because of the issue’s potentially disruptive effect.'”
The idea was forcefully condemned: “[p]Jroposals to require the company to
include shareholder nominees in the company’s proxy statement would
represent a substantial change in the Commission’s proxy rules.”'”* Rather
than a shareholder access rule, the SEC adopted broad proxy revisions that
would make it easier for shareholders to conduct proxy fights.'”®

the Millennium: Enhancing International Competitiveness, 26 J. CORP. L. 546, 588 (2001). This
provides much-needed accountability to the nomination process. Id. However, nominating
committees may not be as independent as they are intended to be; there is evidence that they are
controlled by CEOs in a majority of corporations. Barnard, supra note 144, at 49.

169. Solomon & Lublin, supra note 5.

170. STAFF REPORT, supra note 31.

171. Id.

172. SEC, Div. OF CORP. FIN., STAFF REPORT ON CORPORATE ACCOUNTABILITY A60-65, A69
(Sept. 4, 1980).

173. Solomon & Lublin, supra note 5.

174. Regulation of Communications Among Shareholders, Exchange Act Release No. 34-31326,
57 Fed. Reg. 48,276 (Oct. 22, 1992).

175. Solomon & Lublin, supra note 5.
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B. Catalysts for the Proposed Rule
1. Corporate Crises

As noted in Part I, the string of scandals in 2001 involving corporate
governance failures encouraged a new focus on reform.'” The SEC’s
interest in the shareholder nomination process reawakened.'”’

2. Affirmative Institutional Investor and Corporate Action
a. AFSCME

Labor-affiliated institutional investors became more vocal about
promoting the adoption of a shareholder access rule in the spring of 2002.'
The pension plan for the American Federation of State, County, and
Municipal Employees (“AFSCME”) devised a proposal in December 2002
that would give shareholders greater access to corporate proxies.'”” This
proposal, submitted to six S&P 500 corporations, would have required these
“companies to include on their proxy ballot the name of a board candidate
who was nominated by shareholders holding at least [three] percent of a
company’s stock.”'® While the SEC issued these companies no-action
letters that allowed the companies to keep the AFSCME proposal off their
proxy materials,'®' the incident caused such concern among agency officials
that the SEC instructed the Division to provide a staff report on the state of
shareholder access,'®? with an “eye toward possible reforms.”'**

176. Lipton & Rosenblum, supra note 16, at 68.

177. Landefeld & Benderly, supra note 37, at 2.

178. Silvers & Garland, supra note 15 (manuscript at 5). As a result of the corporate scandals of
2001, the stock market plunged, resulting in great loss to institutional investors. Interview, supra
note 28. Institutional investors did not want to sell their stock while share price was low, since such
an action would disadvantage portfolio return. /d. Institutional investors became more vocal
immediately after these crises, instead of selling. /d.

179. OLSON & MOLONEY, supra note 9, § 10.13.

180. Id. The S&P corporations targeted include Citigroup, Sears Roebuck & Co., Exxon Mobil
Corp., AOL Time-Warner, Eastman Kodak Co., and the Bank of New York. /d. AFSCME also
lobbied 150 public employee pension funds to adopt voting policies in favor of such “shareholder
access” initiatives. Brownstein & Kirman, supra note 32, at 1.

181. The Division allowed these companies to keep the shareholder proposals off of their proxy
materials because the proposals “relate[d] to an election for membership on the company’s board of
directors” in violation of Rule 14a-8(i)(8): STAFF REPORT, supra note 31.

182. OLSON & MOLONEY, supra note 9, § 10.13.

183. Silvers & Garland, supra note 15 (manuscript at 5).
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b. Apria Healthcare, Inc.

Despite the apparent inactivity by the SEC, one company decided to act
on its own by voluntarily adopting a shareholder director nomination plan.'®
In 2003, board chairman Ralph Whitworth convinced the split board'® of
Apria Healthcare Group, Inc. (“Apria”), a company that provides home
healthcare products and services,'®® to let shareholders nominate
candidates.'®” Under this new plan, stockholders owning at least five percent
of Apria stock continuously for two years can nominate two new directors
every year for placement on the company’s official proxy ballot.'® This
move marked the first time that a publicly-held U.S. company has acted to
develop shareholders’ participation in the board selection process.'® The
corporate world saw Apria as a leader in good corporate governance. Its
achievement “is the wave of the future,” said Richard Ferlauto, AFSCME’s
director of pension investment policy, who further expressed that “[t]he
fundamental problem in corporate governance today is that shareholders
don’t have real power to elect the board of directors.”'*°

The Apria move intensified the SEC’s attention on the issue of
shareholder director nominations. A shareholder’s appeal to overturn recent
no-action letters'®' prompted the SEC to ask the Division in April 2003 to
devise possible modifications to the proxy rules regarding the shareholders’
participation in the election of directors.'?

184. Interview, supra note 28.

185. Id. Mr. Whitworth won support from his fellow board members by pointing out that a “more
open election process” would strengthen the board’s independence and improve effectiveness.
Joann S. Lublin, Apria Will Let Holders Nominate Board Candidates, WALL ST. J., June 11, 2003, at
B2.

186. Apria Healthcare, Inc., About Apria, http://www.apria.com/about_apria/0,2746,68,00.html
(last visited Jan. 30, 2005).

187. Solomon & Lublin, supra note 5.

188. Id. The plan was made effective in 2004, but no shareholders came forward with their
nominees in time for the 2004 annual shareholders’ meeting. /d.

189. Lublin, supra note 185.

190. Id.

191. Landefeld & Benderly, supra note 37, at 2 (citing E-mail from James McRitchie, Editor,
CorpGov.Net, to William Donaldson, Chairman, United States Securities and Exchange
Commission, http://www.sec.gov/rules/petitions/4-461/jmcritchiel.txt (Mar. 29, 2003, 01:10:00
PST)).

192. STAFF REPORT, supra note 31 (referring to Press Release, SEC, Commission to Review
Current Proxy Rules & Regulations to Improve Corporate Democracy, No. 2003-46 (Apr. 14, 2003),
available at http://www .sec.gov/news/press/2003-46.htm).
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¢. Call for Public Comment

After receiving the Division’s review of the proxy rules and regulations
relating to the nomination of directors, the SEC solicited public views on the
Division’s findings in May 2003.'"*

i. Comments Encouraging the Proposal of Such a Rule

A great number of commentators urged the SEC to adopt shareholder
access rules, stating that such modifications to the nomination processes
would provide shareholders an effective means of exercising “their rights
and responsibilities as owners of their companies.”'** Individual investors
stated that the current director nomination process does not provide
shareholders with the rights to which they are entitled as owners of the
company.'”® Reform of the proxy rules would make directors more
responsive to shareholder concerns because investors would at last be given
a meaningful position in the oversight of the nomination process.'
Commentators also noted that corporate directors lack accountability under
the current nomination process.”’ Furthermore, nominating committees
have not made the nomination process “sufficiently transparent.””'*®

ii. Comments Discouraging the Proposal of Such a Rule

Commentators opposing modifications to the proxy rules included
corporations and corporate executives, and a majority of the legal
community and associations.'” It was argued that such a proposal would be

193. See Press Release, SEC, Solicitation of Public Views Regarding Possible Changes to the
Proxy Rules, No. 2003-59 (May 1, 2003), available at http://www.sec.gov/news/press/2003-59 . htm.
194. STAFF REPORT, supra note 31.

195. Id.

196. Id.

197. Id.; see also E-mail from James McRitchie, Editor, CorpGov.Net, to William Donaldson,
Chairman, United States Securities and Exchange Commission,

http://www.sec.gov/rules/petitions/4-461/jmcritchiel.txt (Mar. 29, 2003, 01:10:00 PST) (stating that
“[e]ntrenched managers and directors will only improve corporate governance when they can be
held personally accountable—through the possibility of being voted out of office and replaced by
candidates nominated by shareholders™).

198. Security Holder Director Nominations, Exchange Act Release No 34-48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786 (proposed Oct. 23, 2003) (to be
codified at 17 C.F.R. pts. 240, 249, 274). Shareholders argue that nominating committees are not
transparent because shareholders are not permitted to access such committees’ deliberations.
Murphy, supra note 143, at 95. Further, corporations are not obligated to disclose why a
shareholder-nominated candidate was not listed on a corporate proxy ballot. Sundquist, supra note
144, at 1477.

199. STAFF REPORT, supra note 31,
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“terribly disruptive to the corporate governance process.””” Instead of

adopting a new rule, the SEC should allow the Sarbanes-Oxley Act of 2002
and stock exchange listing standards “a chance to operate before making
such a fundamental change to the director nomination process.”®' In
addition, commentators questioned the SEC’s statutory authority to propose
such a rule, arguing that neither Section 14(a) nor any other statute
authorizes the SEC to regulate matters dealing with corporate governance.”
The Supreme Court and lower courts have held that corporate governance is
a topic that is traditionally reserved for states.”® Commentators stated
further that sharecholder access to a company’s election processes would
have a harmful effect on a corporation.”®

iii.  AFL-CIO Petition to the SEC

The American Federation of Labor and Congress of Industrial
Organizations (“AFL-CIO”) petitioned the SEC on May 15, 2003 to propose
a rule that would allow shareholder-nominated directors to appear on a
company’s proxy ballot.”” The AFL-CIO’s petition clarified that only long-

200. Id. (quoting commentator Alston & Bird LLP). Opponents to the rule argue that the
proposed rule will impose a substantial disruption upon shareholder meetings, as it completely
changes the way director candidates are nominated and elected. Silvers & Garland, supra note 15
(manuscript at 7-8). Further, it is maintained that the proposed rule will disrupt the “collegiality” of
the board of directors by introducing shareholder-nominated. directors to the board. OLSON &
MOLONEY, supra note 9, § 10.13.

201. STAFF REPORT, supra note 31 (quoting commentator Alston & Bird LLP).

202. DETAILED COMMENTS OF BRT, supra note 35, at 1.

203. Id. Rules regarding a corporation’s shareholder rights are conventionally decided by the state
in which the company is incorporated. Sundquist, supra note 144, at 1496. “Corporations are
creatures of state law, and investors commit their funds to corporate directors on the understanding
that, except where federal law expressly requires certain responsibilities of directors with respect to
stockholders, state law will govern the internal affairs of the corporation.” /d. (quoting Santa Fe
Indus., Inc. v. Green, 430 U.S. 462, 479 (1977) (emphasis omitted)). Corporate governance has
customarily been left for the states because state law is the creator of the fiduciary duties the board
of directors owes the corporation’s shareholders. Interview, supra note 28.

204. SEC, SUMMARY OF COMMENTS IN RESPONSE TO THE COMMISSION’S SOLICITATION OF
PUBLIC VIEWS REGARDING POSSIBLE CHANGES TO THE PROXY RULES app. A at 23 (July 15, 2003),
http://www sec.gov/news/studies/proxycomsum.pdf. The U.S. Chamber of Commerce, a staunch
opponent to the proposed rule, claims that it “will stifle business innovation, decrease productivity
and inhibit economic growth.” U.S. Chamber Urges SEC to Drop Proposed Shareholder Access
Rule, supra note 53 (quoting U.S. Chamber of Commerce Senior Vice President David
Hirschmann).

205. Silvers & Garland, supra note 15 (manuscript at 5).
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term shareholders should be permitted to include a candidate on such a

proxy.”%

d. The Division’s Recommendation

The Division provided the SEC with its report after taking
commentators’ views into account, and suggested changes to the proxy rules
related to the nomination and election of directors.”” The agency’s
recommendation was a triumph for investor-rights advocates, who had
mercilessly campaigned for companies to include shareholder-nominated
candidates along with their own slates of nominees on corporate proxies.”*®

The SEC proposed the Shareholder Director Nomination rule for public
comment in October 2003.2%

V. SHAREHOLDER DIRECTOR NOMINATION PROPOSED RULE

A. Objectives of the SEC

The SEC’s expressed objective in proposing a shareholder access rule is
to “improve disclosure to security holders to enhance their ability to
participate meaningfully in the proxy process for the nomination and
election of directors” without unduly burdening companies.?'°

B. Proposed Changes to the Proxy Rule

The proposed rule would operate to require companies,®'' under certain
circumstances, to include shareholder-nominated directors for election on

206. Id.

207. Security Holder Director Nominations, Exchange Act Release No. 34-48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786 (proposed Oct. 23, 2003) (to be
codified at 17 C.F.R. pts. 240, 249, 274). According to the Division, a great deal of the public
recommended that shareholders would be able to effectively participate in the director nomination
process if their nominees were included on the corporate ballot. Id. The Division decided to
propose a rule that would require corporations to place shareholder-nominated candidates for
director on the corporate proxy during circumstances which suggest that companies are unresponsive
to shareholders’ concerns regarding the proxy process. Id. at 60,787. The proposed rule further
would be restricted where its operation would conflict with state law or specified events did not
occur. Id.; see STAFF REPORT, supra note 31.

208. Solomon, supra note 12.

209. Silvers & Garland, supra note 15 (manuscript at 6).

210. Security Holder Director Nominations, 68 Fed. Reg. at 60,784.

211. The proposed rule would apply to all companies that are subject to the Exchange Act proxy
rules, except those located in states that prohibit shareholders from nominating candidates. Id. at
60,787.
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their corporate proxy ballot.'? Such circumstances will be triggered only if
there is sufficient evidence to suggest that the company has been
unresponsive to shareholder concerns regarding corporate governance or the
proxy process in general.*"® If a trigger occurs, then companies are obligated
to include a limited number of investor-elected nominations from
shareholders who meet certain eligibility requirements, without forcing the
nominating shareholders to print and distribute their own proxy materials.”**

A significant difference proposed by the SEC, as compared to the
current nomination process, is that the number of director candidates
presented to shareholders for election must be different than the number of
available places on the board.’’* As a result, each director will be
individually considered for election.?'s

C. Safeguards

The SEC has included several safeguards within the proposed rule that
prevent abuse by shareholders.?’’  Shareholders would be allowed to
nominate only a specific number of directors that could sit on the board at
any one time.”'® Furthermore, the occurrence of one or both of the two
triggering events would subject a company to shareholder nominations for
only a two-year period.”" In addition, shareholders may only nominate
candidates who are deemed “independent” from the company according to
guidelines established by the SEC.**® Shareholders may not nominate any
person with whom they would have a conflict of interest.”?' Most notably,
shareholders may nominate directors only if those shareholders have no
intention of controlling the company.’? Together, these safeguards
rigorously limit the ability of shareholders to use the triggering of the
proposed rule for their own self-interest.**

212. Id. at 60,784.

213. Id.

214. .

215. DALY, supra note 133.

216. Id.

217. Garris et al., supra note 24, at 25.

218. Id. This number, currently ranging between one and three, would depend upon the size of
the board. /d. at 27.

219. /d. at 25.

220. Id.

221. Id.

222. Id.

223. M.
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1. Limits on the Number of Shareholder-Nominated Candidates

A company may be required to include one nominee in its proxy
materials if its board consists of eight or fewer members, two nominees if its
board consists of nine to nineteen members, and three nominees for boards
consisting of more than twenty directors.”?*

If a company receives a number of shareholder-nominated candidates in
excess of these numerical boundaries, the company is required to include in
its proxy materials only the number of directors in the approved limits, as
nominated by the sharcholder or shareholder group with the largest
holdings.?®® If the company has a classified board,”® the limitations on the
number of shareholder nominees would take into account any current
directors who were elected through this procedure but who are not up for re-
election at the current annual meeting.??’

If the SEC adopts the proposed rule, shareholder-nominated candidates
could be elected only by a majority vote.”® If the number of candidates
exceeds the number of available positions on the board of directors,
however, plurality voting would apply.*?

2. Triggering Events

The nominating procedure would become effective for a company only
after the occurrence of one or both of the triggering events.”° These two

224. Security Holder Director Nominations, Exchange Act Release No. 34-48,626, Investment
Company Release No. 26,206, 68 Fed. Reg. 60,784, 60,797 (proposed Oct. 23, 2003) (to be codified
at 17 C.F.R. pts. 240, 249, 274). Most likely, the Division imposed these limits in order to address
the concerns expressed by commentators in opposition to the proposed rule. See id. at 60,787.
Relevant concerns include the argument that shareholders are not qualified to nominate director
candidates and that shareholders may nominate candidates who support agendas that are not in the
best interests of the corporation. See Lipton & Rosenblum, supra note 16, at 80.

225. Security Holder Director Nominations, 68 Fed. Reg. at 60,797.

226. A classified board is one in which only a portion of the board of directors is elected each
year. CORP-GOV.ORG, Corporate Govemance Glossary, http://www.corp-
gov.org/glossary.php3?glossary_id=24 (last visited Jan. 30, 2005).

227. Garris et al., supra note 24, at 27.

228. Burns, supra note 56.

229. SUMMARY OF COMMENTS, supra note 54.

230. Security Holder Director Nominations, 68 Fed. Reg. at 60,789-90. It is clear that the SEC
took a “measured” approach when proposing the shareholder director nomination rule. Solomon,
supra note 12. During the SEC’s solicitation of public views regarding changes to the proxy
process, the Division received comments that discussed both the considerable benefits of such a
procedure and the significant concerns commentators had regarding its passage, as well as its
potential consequences. Security Holder Director Nominations, 68 Fed. Reg. at 60,787. This
proposed rule is intended to deal with the wide-ranging procedural and substantive issues regarding
its operation. /d. By allowing shareholders the right to nominate candidates to a corporation’s board
of directors in certain circumstances, the SEC addresses shareholders who complain the corporation
does not listen to their concerns. Solomon, supra note 12. By imposing a triggering requirement
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triggering events are a withhold vote from more than thirty-five percent of
the votes cast at an annual shareholders’ meeting, and a shareholder proposal
submitted pursuant to Rule 14a-8 which receives a majority vote in favor of
its passage.””’ The procedure would then be activated for any annual
meetings or special meetings held during the subsequent two years.”*> The
triggers became applicable to activating the shareholder-nomination process
beginning on January 1, 2004, even though the SEC did not adopt the
proposed rule by that date.”**

a. Withhold Votes

One trigger for the proposed rule would be “withhold” votes, for at least
one of the company-nominated candidates, from more than thirty-five
percent of the votes cast at a shareholders’ annual meeting at which directors
were elected.”**

b. Proposal Submitted Pursuant to Rule 14a-8

Another trigger for the proposed rule would call for a shareholder
“proposal submitted pursuant to Exchange Act Rule 14a-8 providing that the
company become subject to the security holder nomination procedure.””

upon the rule’s operation, the SEC addresses the proposed rule’s opponents who contend that the
proposed rule would be used too frequently, causing disruption, and would be used for purposes
unrelated to improving corporate governance practices. Lipton & Rosenblum, supra note 16, at 80.

231. Security Holder Director Nominations, 68 Fed. Reg. at 60,789.

232, 1.

233. OLSON & MOLONEY, supra note 9, § 10.12 n.51.2. A great majority of commentators
ardently appealed the SEC not to use January 1, 2004 as a “start date” for the triggers, since the
future of the proposed rule is unknown. SUMMARY OF COMMENTS, supra note 54.

234. Security Holder Director Nominations, 68 Fed. Reg. at 60,789. “Vote no” campaigns, in
which shareholders withhold votes from one or more nominees for director, have become popular in
recent years for conveying public displeasure with a board of directors. Andrew R. Brownstein &
Igor Kirman, Can a Board Say No When Shareholders Say Yes? Responding to Majority Vote
Resolutions, 60 BUS. LAW. 23, 45-46 (2004). A large number of withhold votes is embarrassing to
the company and the affected directors, and demonstrates a lack of confidence in the board. Id. at
46. A study conducted of the 2004 proxy season revealed that among Russell 1000 companies,
forty-six shareholder meetings contained at least one director receiving withhold votes of thirty-five
percent or more. DALY, supra note 133. Among Russell 2000 companies, sixty-nine shareholder
meetings contained at least one director receiving withhold votes of thirty-five percent or more. Id.
“Vote no” campaigns are strengthened by proxy advisory firms, internet publicity, letters, and phone
calls to shareholders. Brownstein & Kirman, supra at 47.

235. Security Holder Director Nominations, 68 Fed. Reg. at 60,789. In a footnote to the proposed
rules, the SEC stated that such proposals will henceforth be allowed to be placed in proxy materials,
even though they relate to election of directors in violation of Rule 14a-8(i}(8). Deborah Solomon,
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The proposal would have to have been submitted for a shareholder vote at an
annual shareholders’ meeting by an investor (or group of investors) that held
more than one percent of the company’s securities.”** The trigger would
occur if the “direct access” proposal received more than fifty percent of the
votes cast on the proposal at that meeting.*’

¢. Proposed Third Triggering Event: Failure of the Company To
Implement a Shareholder Proposal That Received a Majority
Vote

The SEC is considering a third trigger for the nomination procedure.
This triggering event would require that a shareholder proposal submitted
pursuant to 14a-8, other than a direct access security proposal described in
the second trigger, was submitted for a shareholder vote at an annual
shareholders’ meeting by an investor or group of investors that held more
than one percent of the company’s securities for at least one year.”® The
trigger would occur if the proposal received more than fifty percent of votes
cast, but the board of directors of the company did not implement the
proposal “by the 120th day prior to the date that the company mailed its
proxy materials for the annual meeting.”*’

3. Candidates Must Meet Independence Standards

A shareholder-nominated candidate for director must meet
independence standards, as set forth in a national securities exchange or
national securities association listing standards.?*® Furthermore, neither the
nominating shareholders nor the nominee may have any direct agreement or
indirect understanding with the company concerning the nomination of the
candidate.’*’ The nominating shareholders must also represent to the

SEC Chief is Open to Revising Rules, Yet Stiff Fines Stay, WALL ST. ], Feb. 10, 2005, at A3; see
STAFF REPORT, supra note 31.

236. Security Holder Director Nominations, 68 Fed. Reg. at 60,789. The SEC approximates that
most companies have at least one shareholder that is eligible to submit a shareholder proposal under
Rule 14a-8. Id. at 60,790.

237. Id. at 60,792.

238. Id. at 60,791.

239. .

240. Garris et al., supra note 24, at 27; INSTITUTIONAL SHAREHOLDER SERVICES, supra note 26,
at 10. The audit, nominating, and compensation committees of a corporation were affected by these
rules. As a result of these changes, the NYSE requires independent audit committees and separate
nominating and compensation committees, also composed of solely independent directors. /d.
Under NASDAQ rules, at least a majority of the compensation and nominating committees must be
independent. Id. Both markets require that directors periodically hold meetings without
management present. /d.

241. QGarris et al., supra note 24, at 27.
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company that their nominee “does not have certain familial, employment,
compensatory or ‘control’ relationships with the nominating shareholders,
whether through affiliates or otherwise.”**

4. Nominating-Shareholders’ Eligibility Requirements

A shareholder, or group of shareholders, would have to fulfill several

requirements in order to be eligible to place a candidate on the company’s

proxy.?*

a. Holding Requirements

The nominating shareholder(s) would have to own more than five
percent of the company’s outstanding voting stock, either individually or
collectively, and have owned this five percent of outstanding stock
continuously for at least two years prior to the date of nomination.”** The
nominating shareholder or group of shareholders must intend to continue to
own the outstanding stock through the date of the annual or special meeting
at which the nomination is to be made.**

b.  No Intention of Controlling Company

The nominating shareholder or group of shareholders must also provide
proof that they have no intention of controlling the company.**® This proof
must be provided in two ways.?* The shareholder or each shareholder
within the nominating group (1) must be qualified to “report beneficial
ownership” on Schedule 13G, rather than Schedule 13D; and (2) have filed a

242. Id. A prohibited relationship between the nominee and the nominating shareholder would
include an association in which the nominee would hold the interest of the nominating shareholder
or shareholder group over the interests of the company. Security Holder Director Nominations, 68
Fed. Reg. at 60,795-96. Such nominees are referred to as “special interest” or “single issue.” /d. at
60,795.

243. See Security Holder Director Nominations, 68 Fed. Reg. at 60,798. In including these
requirements in the proposed rule, the SEC is ensuring that those shareholders nominating
candidates for the board of directors have interests that are in accordance with those of the
corporation. See id. Shareholders who have demonstrated commitment to the company by owning
more than five percent of the corporation’s stock for at least two years are not short-term investors
out for a quick profit. See id Shareholders who are not out to acquire the corporation are interested
in its long-term growth, since such growth will lead to a profit in their investment. See id.

244, See id. at 60,794-95.

245. Garris et al., supra note 24, at 27.

246. See Security Holder Director Nominations, 68 Fed. Reg. at 60,798.

247. Qarris et al., supra note 24, at 27.
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Schedule 13G or an amendment tc Schedule 13G reporting that beneficial
ownership as a passive or institutional investor, or group of investors, on or
before the date that the nomination(s) for director is submitted to the

company.?*®

D. Obligations of a Company

A company would be able to reject shareholder nominations if state law
prohibits the proposed rules.** A rejection could also be valid if a
company’s governing documents prevent sharsholders from nominating
directors, or if the nominating shareholders and/or nominees have not
complied with the requirements set forth in the proposed rules.®® If the
company decides there are no grounds for excluding a nominee, however,
the company would be required to include the nominee in the company’s
proxy materials, along with any statements 3£ support for the candidate, if
the company elects to do so.”' On the dompai.y’s proxy card, it may label
any shareholder nominees as such and suggest that shareholders vote against
or withhold votes from those nominees, in favor of the corporate
nominees.?*

248. Id. These forms are used in compliance with the Williams Act. SEC, Form Types Used for
Electronic Filing on EDGAR, http://www sec.gov/info/edgar/forms/edgform.pdf (last visited Oct. 9,
2005). When companies register under the Securities Exchange Act of 1934, they must comply with
the following requirements: (1) the proxy rules and requirements relating to annual reports to
shareholders; (2) insider trading prohibitions; (3) reports of beneficial ownership; (4) the Williams
Act; and (5) the Foreign Corrupt Practices Act. Grant W. Collingsworth, The Consequences of
Going Public, http://www.mmmlaw.com/publications/article_detail.asp?serviceid=17&articleid=50
(last visited Feb. 24, 2005). The Williams Act, which now constitutes Rules 13d and 14d of the
Securities Exchange Act of 1934, was created in 1968 in response to the large number of
unannounced takeovers that occurred in the 1960s. Investopedia.com, Williams Act,
http://www.investopedia.com/terms/w/williamsact.asp (last visited Feb. 24, 2005). These takeovers
created trouble for both investors and corporations. /d. The Williams Act applies to shareholders
owning more than five percent of a corporation. Collingsworth, supra. Shareholders making tender
offers to a corporation are required to include certain disclosures in Schedule 13D, such as the
identity of the acquiring’ shareholder and the purpose of their acquisition. /d. If a shareholder
buying more than five percent of a company’s stock is not interested in proposing a tender offer to
the corporation, it is required to file a Schedile 13G, which discloses information about the
shareholder and the extent of its acquisition. /d.

249. Garris et al., supra note 24, at 27; see also Security Holder Director Nominations, 68 Fed.
Reg. at 60,784 (noting that “[t]he proposed rules would not provide security holders with the right to
nominate directors where it is prohibited by state law.”).

250. Garris et al., supra note 24, at 28.

251. .

252, Id
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E.  Authority Under Federal Law

Section 14, described in Part III, “was intended to ‘control the
conditions under which proxies, may be solicited with a view to preventing
the recurrence of abuses which . .. [had] frustrated the free exercise of the
voting rights of security holders.””** Section 14(a) authorizes the SEC to
impose proxy solicitation rules that are “necessary or appropriate.in the
public interest or for the protection of investors.”?**

The SEC believes that the proposed rule advances the objectives of
Section 14.% Investors are prevented from participating meaningfully in the
proxy process because of the lack of methods available to them to contribute
to nomination proceedings.*® Although the director candidates nominated
by the current board or nominating committee are often not the most
qualified to represent the shareholders’ interests,®’ shareholders are forced
to vote for these candidates.”® The proposed rule’s passage will aid
shareholders in freely exercising their voting rights through the proxy
process, since companies would be required to disclose shareholder
nominees in company proxy materials in certain circumstances.?*’

F. State Law

State laws and federal laws regulate different aspects of corporate

processes.’®®  Federal proxy rules, as enacted by the SEC, regulate

disclosure.”®' State laws govern procedural rules and corporate governance

253. BRIEFING PAPER, supra note 14 (quoting J.I. Case Co. v. Borak, 377 U.S. 426, 431 (1964)
(citing H.R. Rep. No. 1383, at 13-14 (1933))).

254. Id. (quoting 15 U.S.C. § 78n(a) (2000)).

255. Security Holder Director Nominations, Exchange Act Release No. 34-48,626, Investment
Company Act Release No. 26,206, 68 Fed. Reg. 60,784, 60,786 (proposed Oct. 23, 2003) (to be
codified at 17 C.F.R. pts. 240, 249, 274).

256. The director slate is proposed entirely by the board of directors or the nominating committee,
and shareholders are permitted to approve all directors, withhold their support from all directors, or
approve only some directors. DALY, supra note 133. The current methods a shareholder can use to
nominate their own director candidate are often costly and ineffective. See BRIEFING PAPER, supra
note 14.

257. See Murphy, supra note 143, at 95. Boards nominate directors “in an informal and
unregulated manner.” /d. -

258. Matheson & Olson, supra note 125, at 1361 n.231. Investors “tend to vote for management
because assertive shareholders encounter management hostility. Managers can deny rebellious
shargholders valuable information.” Id. (quoting Dent, supra note 125, at 904).

259. Security Holder Director Nominations, 68 Fed. Reg. at 60,786.

260. Interview, supra note 28.

261. Id.
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