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Ladies and Gentlemen:

This letter is submitted on behalf of the Committee on Federal Regulation of Securities of the
American Bar Association, Section of Business Law (the “Committee”) in response to the request by
the Securities and Exchange Commission (the “Commission”) for comments on the releases described
above dated August 3, 2007. This letter was drafted by members of the Task Force on Shareholder
Proposals of the Committee (the “Task Force™).

The views expressed in this letter have not been approved by the American Bar Association’s
House of Delegates or Board of Governors and should not be construed as representing policy of the
Association. In addition, this letter does not represent the official position of the ABA Section of
Business Law, nor does it necessarily reflect the views of all members of the Committee or the Task
Force.
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OVERVIEW

The Commission has submitted for comment two proposals relating to the director election
exclusion currently included in Rule 14a-8 under the Securities Exchange Act of 1934, as amended (the
“Exchange Act”)." Release 34-56161 includes both an interpretation of and a proposed amendment to
Rule 14a-8 (the “Exclusion Proposal”) that reaffirms the historical application by the Commission and
its Staff (the “Staff”) of that provision and revises its language to eliminate any ambiguity and better
express that interpretation. The other proposing release, No. 34-56160 (the “Access Proposal”), would
further amend paragraph (i)(8) of Rule 14a-8 to permit eligible shareholders to include in company
proxy materials proposed bylaw amendments that would allow shareholders to use the company’s
proxy statement and proxy card to solicit votes for shareholder nominees for the board. (We refer in
this letter to the right that may be granted under such a bylaw amendment as *“access.”) The Access
Proposal also includes proposed amendments to Schedule 13G and Schedule 14A and a new Rule 14a-
17 that would establish disclosure requirements in connection with access bylaw proposals, as well as
nominations made pursuant to access bylaw proposals that have been adopted pursuant to the proposed
amendment of Rule 14a-8.

In addition, the Access Proposal is accompanied by proposals concerning the submission of
precatory proposals under Rule 14a-8 and the possible use of electronic forums to facilitate shareholder
communications.

We recognize the substantial effort by the Commission and members of its Staff to seek an
appropriate resolution of access issues in time for the 2008 proxy season.

We respectfully recommend that the Exclusion Proposal be adopted in the best interests of
investors. The Commission and its Staff have consistently taken the regulatory position since Rule
14a-8 was instituted that Rule 14a-8 is not a mechanism for use in the conduct of election contests. We
do not believe that there has been any change in circumstances in recent years that justify a change in
this view. The concept of enabling shareholders to use a company’s proxy materials to submit an
access bylaw for a shareholder vote is inextricably linked to the use of company proxy materials to
facilitate an election contest. Otherwise, what purpose would the bylaw serve?

We do not believe that a convincing case has been made that access to company proxy
materials is needed to protect or facilitate the rights of shareholders to nominate directors and therefore
recommend that the Access Proposal not be adopted. These rights originate under state law and can
already be pursued through existing mechanisms under state law and the current proxy rules.
Moreover, recent changes made by the Commission to facilitate the use of the Internet in proxy
solicitations have largely eliminated the alleged impediments that existed to shareholders conducting
cost-effective, widespread solicitations in support of shareholder nominees in opposition to a board’s
slate.
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The Access Proposal would establish an exception to Rule 14a-8(i)(8) permitting shareholders
to submit for inclusion in the company’s proxy statement an access bylaw subject to the conditions that
the submitting shareholder(s) have a minimum 5% share ownership for at least one year, include
specific disclosures about the proponent(s) in a Schedule 13G and have no control intent. However,
the bylaw to be submitted need satisfy only one condition, namely, its validity under applicable state
law and the charter and bylaws of the particular company. Therefore, under the Access Proposal, the
content of an access bylaw would largely be unrestricted, and access bylaws could be used both to
enable change-in-control elections and potentially to shift the entire cost of change-in-control and other
election contests to all of the shareholders. We believe that it is inconsistent to require no control
intent in connection with the submission of an access bylaw proposal under Rule 14a-8, but then to
enable control contests to be conducted under an access bylaw. This is contrary to the well-established
principle that Rule 14a-8 is not to be used as a mechanism for effectuating a change in control of a
company, an event which is extensively regulated under other provisions of the Exchange Act,
including other provisions of the proxy rules.

In addition, we believe that the unregulated content of Rule 14a-8 eligible access bylaws could
lead to an unworkable corporate governance regime, in which many companies would be burdened
with bylaws that do not work in practice, are of questionable validity under state law or are otherwise
confusing and/or inordinately complicated.? We do not believe that the potential costs and serious risks
that we believe would flow from the proposed “free writing” system that would be allowed under the
Access Proposal have been justified. We also note that the practical effect of many access bylaws
would be to establish a “universal” ballot® in the election of directors, which would raise novel and
difficult disclosure issues and possibly state law issues as well.

Nor do we believe it is appropriate or practical to rely on “private ordering” to prevent or solve
the potential issues of workability inherent in the open-ended structure of the Access Proposal. Private
ordering has proved valuable and viable when administered by boards and managements who have
fiduciary duties to all shareholders and responsibilities to ensure the workability of the company’s
governance structure. Shareholders have neither any fiduciary duties to other shareholders nor any
responsibility for the practicality, effectiveness or consequences of implementation of their access
bylaw proposals.

We are sensitive to the issues that would arise if the Commission were to impose content
limitations on a proposed access bylaw as a condition to eligibility under a revised Rule 14a(8)(i)(8) to
prevent access bylaws from becoming vehicles for control contests and to seek workability and
reasonable transparency. Any such prescriptive rules might well raise issues as to the Commission’s
statutory authority to mandate such prescriptions in an area traditionally regulated by state corporate
law. However, we do not believe it is appropriate to ignore the likely proliferation of election contests,
including those seeking a change in control, and the fundamental issues of workability, including the
effects of adopting a “universal” ballot system of proxy solicitation, that would likely result under the
Access Proposal. That the Access Proposal generates this dilemma underscores why the Access
Proposal should not be adopted.
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The electronic shareholder forum and precatory voting proposals raise novel issues with far-
reaching implications. A 60-day comment period is insufficient to give them the attention they
deserve. We strongly urge the Commission to consider further rulemaking with respect to both issues ,
or at least to extend the comment period on these proposals so as to enable a more deliberate and
thorough evaluation.

We have organized our detailed comments as follows:

The EXCIUSION Proposal .........ccuviieiiie e 4
The ACCESS PropPOSal .........coiuiiiiiieiieesie et 6

POLICY CONSIABIALIONS ....vvevveeiieceiecie e 6
Workability and Authority Considerations...........cccocvevviieieniennenne. 10

State Law CoNSIAErations ..........cccccveveeieriveresiieseesesee e e seeniens 12

Disclosure ConsSiderations ...........ccoouereerierieneenieseesee e e 14

Precatory PropoSalsS........c.ccvceiiiieeiecie s 18
Electronic Shareholder FOrumS.........ccooviiiiiiiiieeee s 20
LO00] 0 0] U1 [ o USSR 22
ENANOLES. ... 24

THE EXCLUSION PROPOSAL

We support and believe it is appropriate that the Commission has confirmed in the Exclusion
Proposal release the Commission’s and Staff’s longstanding interpretation of the director election
exclusion of Rule 14a-8(i)(8). We agree with the Commission that excluding access proposals on the
basis of Rule 14a-8(i)(8) is consistent with the Commission’s past statements and the great majority of
the Staff’s past interpretations, and that it is important to the overall functioning of the proxy rules that
director election contests be separate from the Rule 14a-8 shareholder proposal process.

We also support the Commission’s proposal to reiterate the previously well established scope of
Rule 14a-8(i)(8) through adoption of the Exclusion Proposal. The court’s ruling in AFSCME v. AIG*
has created the possibility that the director election exclusion in paragraph (i)(8) of the Rule will be
applied in an inconsistent manner within different circuits. It is extremely important that the
uncertainty caused by the case be resolved in as clear and emphatic a way as possible. Accordingly,
we urge the Commission to amend Rule 14a-8(i)(8) to clarify its scope consistent with the
Commission’s and Staff’s prior, long-standing interpretation.

While we strongly support the Commission’s amendment of Rule 14a-8(i)(8) in the Exclusion
Proposal, we believe the proposed amendment should be further clarified. Specifically, some of the
uncertainty over the scope of Rule 14a-8(i)(8) has arisen from the language in the rule, which on its
face does not distinguish between proposals that would affect director nominations at a particular
meeting or would set up a process for future contests, on the one hand, and proposals that establish
procedures generally applicable to future uncontested elections, on the other hand. Thus, we believe
that the proposed language for the rule, which refers generally to proposals that relate to “a procedure
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for nominations or elections,” could be read too broadly as permitting exclusion of proposals that the
Commission and Staff have historically stated are not intended to be excluded, such as proposals
recommending that action be taken to adopt cumulative voting in all director elections.

We recommend instead that language be added limiting this aspect of the provision to
procedures that apply to or may result in contested elections, so that it is clear that the Rule is not
intended to be used to establish means to conduct proxy contests.> Accordingly, we recommend that
the amended text of Rule 14a-8(i)(8) be revised to read as follows:

If the proposal relates to a nomination or an election for membership on
the company’s board of directors or analogous governing body,
including, without limitation, (i) by opposing the nomination for election,
the election as a director, or service for his or her full term of a current
director or board nominee for election, (ii) by directly or indirectly
resulting in the ineligibility of any such person for such nomination,
election or service or (iii) by otherwise creating or establishing
procedures or practices that in the current or subsequent years apply to or
may result in a contested election of directors.

In response to the Commission’s inquiry, we do not believe it is necessary or advisable to
include in the regulatory text an enumeration of specific proposals that the rule would allow companies
to exclude, beyond addressing the matters that have been raised by the AIG decision. We are concerned
that including such language in the regulatory text could have the effect of restricting the dynamic and
flexible nature of the Rule and discouraging further principles-based development of its parameters as
new types of proposals are developed and considered in the future. Instead, we recommend that the
Commission include statements in its adopting release that specifically confirm that the rule as
amended is not intended to change or reverse past interpretations by the Staff as to the ability to
exclude specific types of proposals, including those enumerated in footnote 41 of the Exclusion
Proposal release (which include access proposals).

We also urge the Commission to reassess the consistency with the director election exclusion of
recent interpretations taking the position that companies may not exclude pursuant to Rule 14a-8(i)(8)
proposals providing for reimbursement of shareholder expenses in contested elections. Use of Rule
14a-8 by shareholders as a route to adoption of a bylaw that would generally mandate reimbursement
of proxy contest expenses is tantamount to creating a system that would result in contested director
elections. We believe that such proposals conflict with other well-established interpretations allowing
a company to exclude proposals that would result in a contested election of directors by providing for
company funds to be used to finance solicitations against the board of directors’ nominees.® In
addition, a departure from this well-established interpretation cannot be justified given the changes
reducing the costs and otherwise facilitating contested proxy solicitations that have come into effect in
recent years, as discussed below. We believe that the Commission should include a clarifying
statement in the adopting release for the Exclusion Proposal to the effect that such cost-shifting
proposals would have the effect of resulting in a contested election of directors and are therefore
excludable under Rule 14a-8(i)(8).’
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THE ACCESS PROPOSAL

Policy Considerations

In considering the need for and desirability of the Access Proposal, we believe it is important to

consider the significant recent changes that have occurred or are being considered in the processes for
election of company directors, including:

mandated nominating committees composed of independent directors for almost all listed
companies;

significantly increased proxy statement disclosure of the workings of each company’s
nominating process;

rapidly spreading adoption of some form of majority vote process for the election of
directors;

proposed revision of NYSE Rule 452 concerning broker non-votes in director elections;

recent adoption of new SEC proxy rules allowing electronic dissemination of proxy
materials (the “Internet Solicitation Rules”);

increasing influence of proxy advisory firm recommendations in director elections,
including many instances where proxy advisory firms have recommended “withhold” votes
for some or all of management’s nominees; and

increasing influence of institutional shareholders on corporate governance issues, including
elimination or modification of poison pills, elimination of staggered boards, adoption of
majority voting for directors and director resignation policies.

Against this background of change and evolution in the selection, role, performance and

demonstrably increased accountability of directors to shareholders, we question whether a new
Commission rule on access is either timely or needed. Rather, we urge the Commission to allow
companies and shareholders to gain more experience with existing corporate governance reforms
before assessing the need for and desirability of a change as dramatic and controversial as mandating
that company proxy materials be available for proposals to institute any type of access regime.

We are, moreover, troubled about the policy decisions that seemingly underlie the Access

Proposal. In stating this, we take into account the following:

There is no dispute that the right of shareholders to nominate directors is universally provided
under state law. In general, this right is limited only by charter or bylaw provisions that create
classes of directors to be elected by different classes or series of shares or that require advance
notice of shareholder nominations. Charter and bylaw provisions may also establish
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qualification requirements for directors, but we are not aware of significant instances where
director qualification requirements have been used to frustrate the right of shareholders to
nominate directors. In short, shareholders today clearly have the right to nominate directors.
Nor are we aware of any empirical evidence that the exercise by shareholders of the right to
nominate directors is difficult or particularly expensive. Recent disclosure requirements of the
Commission have ensured that information is readily available about the procedure and timing
requirements for shareholder nominations and also about the process and criteria for presenting
shareholder candidates to board nominating committees. Additionally, nominating committees
composed of independent directors are required for virtually all listed companies, ensuring
disinterested review of shareholder candidates.

Inasmuch as shareholders already have the legal and practical ability to nominate directors in
opposition to board nominees, we assume that the Access Proposal stems primarily from a
concern that the exercise of the well-established right of shareholders to make nominations is
limited by the costs of a conventional proxy contest to elect shareholder nominee(s). If this is
the underlying rationale for the Access Proposal, it amounts to a Commission determination
that it is wise and proper policy under Section 14(a) for the Commission to facilitate the transfer
of the cost of a proxy contest from the proponents of the insurgent directors to the company
(and thus indirectly to all of the company’s shareholders), without regard to the outcome of the
contest. We do not believe the Commission has stated a persuasive case justifying this policy
decision. We also are troubled about the appropriateness of a rulemaking procedure that has
not dealt with the underlying factual issues surrounding the dimensions of the cost issues, as
well as alternative arrangements for cost transferal, such as a “loser pays” structure. In this
regard, we note:

0 The proposing release does not contain any discussion of the costs of proxy solicitation
by the company or by insurgents, either historically or in the context of the increasing
institutionalization of the equity markets and the revolution in communication
technology that have so dramatically affected the practical ability of investors
effectively to discuss issues relating to their investments among themselves and with the
companies in which they invest.® There seems to be no consideration of the flexibility
already provided to shareholders in making limited solicitations under Rule 14a-2(b) or
the expected cost reductions from the Commission’s recent adoption of the Internet
Solicitation Rules.

o Inour experience, the greatest variable cost in a proxy contest has historically been
dissemination of printed solicitation materials and running newspaper advertisements as
a second principal means of communication with shareholders. In recent years,
however, institutional shareholders have found that a combination of telephone calls and
Internet-based message dissemination can be very effective in proxy campaigns. The
Commission’s new Internet Solicitation Rules permit exclusively electronic distribution
of proxy materials by shareholders, a significant new regulatory initiative that has the
ability to reduce drastically the costs of a proxy solicitation by eliminating the need to
print and distribute paper copies of proxy materials and by providing more targeted,
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effective and cheaper communications methods than the blunt instrument of very
expensive newspaper ads. Accordingly, we believe that the Commission’s existing
proxy rules already effectively address the cost concern.

0 There is substantial evidence that investors today can and do run effective proxy
contests at little cost without using the company’s proxy materials to state their case.
The success of institutional investors in advocating withhold vote campaigns and in
opposing merger transactions is clearly the result of informal telephonic and Internet-
based communications among investors and the important role of proxy advisory firms
in the voting process. We believe the prevalence and success of these shareholder
voting initiatives demonstrate that access to a company’s proxy statement is not
necessary for effective utilization of the shareholder franchise, and that the already
effective ability of shareholders to wage low-cost, internet-based proxy contests will be
further increased by the Internet Solicitation Rules.

Without regard to which party will pay the costs of a proxy contest, it is important to note that
proxy contests entail important systemic costs. They are, by their nature, very distracting to a
company’s management and board of directors and can adversely affect the company’s
performance. The Access Proposal will invariably lead to a number of proxy contests over
whether to adopt an access bylaw, and each adopted access bylaw will virtually ensure a proxy
contest every time the access bylaw is used to nominate directors in opposition to a board’s
candidates. Thus, another serious but unaddressed policy issue inherent in the Access Proposal
is whether the costs to public companies individually and collectively of a Commission-created
regime that promotes an increase in the number of proxy contests that otherwise would not
occur and shifts the costs of those contests to all of the company’s shareholders is justified by
the goal of relieving shareholder proponents of insurgent nominees of the responsibility for
their costs in running an election contest. This concern is particularly acute in light of the
absence of any restrictions on the terms of access bylaws that could be proposed under
amended Rule 14a-8(i)(8), giving rise to the possibility that holders of relatively few shares will
be relieved of the cost inhibitions of sponsoring insurgent nominees and therefore be
unrestrained in their utilization of bylaw mandated access to launch numerous and possibly
repetitive proxy contests.

Finally, there are meaningful consequential economic and systemic costs to an increased
number of proxy contests that are too often overlooked, arising from our far from efficient and
effective shareholder voting system. These issues include:

0 The lack of transparency in beneficial ownership attributable to multiple custodial
accounts beginning with Depository Trust Company and continuing through one or
several layers of custodial and broker-dealer accounts, making it difficult for the
company and insurgents alike to communicate directly with the ultimate beneficial
owners of shares.
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0 The dependence of the stock voting system on record dates that often precede the
meeting date by as much as 60 days, coupled with the practical inability of investors
who acquire shares after the record date to direct the ultimate record holder on voting
those shares.

0 The cumbersome and costly mechanics by which intermediaries distribute paper proxy
materials to ultimate beneficial owners and capture and collect their response, as well as
the difficulties of systemically dealing with failures by beneficial owners to provide
voting instructions to their brokers (which, of course, is at the heart of the pending
rulemaking concerning NYSE Rule 452).

0 The prevalence of “over voting” caused in part by inefficiencies and errors in the proxy
distribution and vote collection processes and in part by stock lending policies and
procedures of large institutions, broker-dealers and professional custodians.

0 A variety of market practices that create the opportunity for investors to acquire votes
without some or all of the economic risks of ownership (so-called “empty voting™),
including “borrowing” shares for “record date capture” and engaging in a variety of
hedging strategies.

o The actual or practical delegation by many institutions of voting decisions to proxy
advisory firms who wield, with minimal accountability and transparency, an
increasingly large influence on the outcome of all proxy votes, particularly in contested
situations.

0 The practical separation by institutional investors of proxy voting decisions from
investment decisions, either because of internal organizational structures or because the
institution has delegated the investment function, but not the voting function, to third
parties.

These inefficiencies and systemic issues in the stock voting system obviously have limited
effect on uncontested elections and for that reason have been ignored or downplayed for many years.
We urge the Commission to proceed cautiously before taking any action that would result in an
increased number of proxy contests without also addressing the very real and serious implications of
our flawed shareholder voting process on the cost and outcome of those proxy contests.

Workability and Authority Considerations

As discussed above, we recommend that the Commission adhere to its longstanding and sound
policy that Rule 14a-8 may not be used to include access proposals in a company’s proxy statement.
However, if the Commission decides to depart from this policy, we view the approach of limiting
shareholder eligibility to propose access bylaws but providing no restrictions on the permissible terms
of access bylaws, other than any established under state law, as anomalous. We believe that the lack of
conditions on the terms of proposed access bylaws could result in an unworkable system of proxy
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regulation: one that could be confusing to both companies and shareholders, that could be used to
effect a change in control and that could lead to significant litigation and/or requests for regulatory
action by the Commission in order to address structural deficiencies and interpretative issues:

e Because there would be no required limit on the total number of nominees that a single
shareholder could propose for any particular election under an access bylaw, it would be
possible to propose and adopt access bylaws that would permit a single shareholder or
group of shareholders to effect a change in control of the issuer. Such a result would be
directly contrary to the Commission’s longstanding policy not to allow Rule 14a-8
proposals to be used to effect changes in control.

e A similar problem would occur if Rule 14a-8 access bylaws are not required to impose a
cap on the total number of nominees that could be presented by all shareholders in company
proxy materials for any given election.

e What if the total number of nominees of various proponents is not subject to a maximum?
Situations could easily arise where multiple candidates running for each available board seat
create a lengthy and quite possibly confusing election “free-for-all.” What principles
should be used to deal with a situation where the total number of nominees exceeds a
maximum (set by either a Commission rule or a particular bylaw proposal)? Would priority
for inclusion in the company’s proxy materials be based on the largest number of votes
represented by shares beneficially owned by each proponent, or on a first-come, first-served
basis or some other mechanism? What if the bylaw were silent on this point?

e Inorder to be eligible for use of an access bylaw, must the proponent beneficially own a
specified percentage of shares? Such a threshold would help to ensure that proponents
nominate bona fide candidates and avoid what one commentator has described as “the
tyranny of the 100 share shareholder.”

e Must a qualifying access bylaw relate only to access to the company’s proxy materials?
What if an access bylaw contains other provisions, such as mandating reimbursement of all
solicitation expenses for insurgent candidates or other comparable matters that may affect
the procedures for, frequency of or outcome of election contests? Would such matters be
outside the purview of a permissible access bylaw under the revised Rule? Shouldn’t they
be, if the proposed access bylaw exception to Rule 14a-8 is to be truly limited in scope and
not an open door to promote and subsidize election contests and change-in-control
campaigns?

e Should an access bylaw prohibit the proponent and its nominee(s) from soliciting proxies
for any nominee to be voted on in the same election who was not nominated by the same
proponent (other than a board nominee in a “short slate” situation)? If not, couldn’t the
Rule 14a-8 bylaw be used in coordinated control contests that would evade any limit on the
number of nominees that could be proposed by any single shareholder? What would be the
purpose of allowing access when the same or a related shareholder is distributing
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solicitation material for another nominee or other matter to be voted on at the same
meeting?

e Should there be a requirement that permissible access bylaws limit the length of supporting
statements to some reasonable extent (such as the existing Rule 14a-8 500-word standard)?
If not, what would prevent insurgents from forcing the company to print lengthy and
verbose statements in support of nominees or otherwise improperly using the company’s
proxy materials?

We recognize that the development of the appropriate limitations on the content and scope of
access bylaws is a complex subject that requires dealing with a significant number of variables.
However, if the Commission is going to establish a regulatory system that promotes the use of access
bylaws, we believe that it is inappropriate to leave unaddressed the complex and important issues that
the Commission’s Access Proposal would generate for our shareholder voting system. The alternative
of an unrestricted access bylaw regime, including availability of access bylaws for use in control
contests, could lead to a plethora of different access bylaws among public companies, embodying
different access rules and producing varying outcomes, that would generate confusion about the voting
rights of shareholders and in many cases result in unworkable bylaw provisions. Moreover, we have
little confidence that “private ordering” can result in workable access bylaws. In our experience,
shareholder bylaw proposals are often overly simplistic and proponents and proxy advisory firms rarely
seem concerned with or are prepared to deal with the “nitty-gritty” of the complex procedural and
practical issues implicated by bylaw proposals. In our view, there are inevitable and obvious
workability risks inherent in a “free writing” system that would result from the lack of uniform,
minimum substantive provisions for access bylaws under the Access Proposal. We believe these risks
clearly outweigh the cost-reduction considerations for proponents of board nominees in opposition to a
board’s slate, which seemingly is the only policy reason for permitting access bylaw proposals under
Rule 14a-8.

We further recognize and are sensitive to the conceptual, drafting and statutory authority issues
that might arise if the Commission were to prescribe minimum conditions for the content of
permissible access bylaws under a revised Rule 14a-8. However, we do not believe that the difficulties
of developing such prescriptions or the statutory authority questions that they might raise justify
adoption of the Commission’s proposed “free writing” approach to access bylaws. If the Commission
is not willing or able for statutory authority reasons to adopt prescriptive rules limiting the content of
access bylaws so as to achieve a workable access regime, that in itself, we believe, is a compelling
reason why the Access Proposal should not be adopted.*

State Law Considerations

The Access Proposal release notes that the carve-out for access bylaws from Rule 14a-8(i)(8) is
intended, in part, to “facilitate shareholders’ exercise of their state law rights to propose amendments to
company bylaws concerning director nominations.” The Commission should consider as a policy
matter whether facilitating the proposal and adoption of access bylaws will, on balance, diminish rather
than enhance stockholders’ state law rights. A bylaw that allows any stockholder to use the company’s
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proxy materials essentially to subsidize its own personal proxy contest may harm the other
stockholders who bear the pro rata cost of that subsidy from the company treasury. Moreover, as
noted above, the “cost” of a proxy contest involves not simply direct out-of-pocket expenditures but
also management time and distraction and potential damage to the company’s performance and
valuation.

The costs of administering an access regime under Rule 14a-8 should also take into account the
uncertainty surrounding the validity and enforceability of access bylaws under state law. The Staff will
no doubt be called upon to consider opinions of counsel concluding that specific access bylaws are
excludable from a company’s proxy materials pursuant to Rule 14a-8(i)(2) because the proposal would
violate state law if adopted*? or pursuant to Rule 14a-8(i)(1) because the proposal is not a proper
subject for stockholder action under state law.* These issues will add to the existing costs of the
Staff’s administration of Rule 14a-8 and will increase the existing tensions surrounding whether and
when the Staff (and Commission) will accept opinions of counsel as to matters of state law that have
not been expressly ruled on by state courts. Moreover, even if the Staff adopts a position that it will
not issue no-action determinations where state law is “unsettled,”* the Staff may be asked to decide
whether certain facets of a proposed access bylaw conflict with the company charter or an express
statu}gry provision, in which circumstances the Staff has granted a no-action determination in the
past.

In situations where the Staff is unwilling to issue a no-action determination based on an opinion
of counsel because in its view state law has not clearly resolved the validity of the bylaw, the company
or the proposing shareholders may incur costs litigating in state court to resolve the validity of the
proposal. Yet, the costs of presenting the matter to a state court may not yield any result, as a court
may decline to decide the issue until the access bylaw is adopted®® or until a later point when a
stockholder attempts to use the access bylaw."’

If guidance from a state court is not forthcoming, boards may be forced to expend additional
time to consider whether they should amend or repeal a shareholder-adopted access bylaw if they
believe it is not enforceable or if they believe that it is being used in a given proxy contest in a manner
that harms the other stockholders. Importantly, the decision whether to expend corporate funds on a
particular action, including whether to finance a proxy contest, inheres in the board under state law.*®
The board may determine that its fiduciary duties require it to amend or repeal an access bylaw if the
directors determine that a stockholder is using the bylaw to waste corporate funds on its own private
agenda or in a manner adverse to other stockholders. Yet, amendment or repeal of an access bylaw by
the board may raise difficult issues as to whether the directors, as an equitable matter, should be
permitted to amend or repeal a stockholder-adopted bylaw.™

To illustrate the difficult and challenging state law issues that would be presented by virtually
any access bylaw, we note that the Commission has rightly identified the stockholders’ power to
nominate candidates for director as a key feature of stockholder rights under state law. Indeed, state
courts monitor closely any purported limitation on the power to nominate candidates for director
because the right to elect directors would be meaningless without the ability to present competing
candidates.”® But, enhancing one stockholder’s nomination rights through access to a company’s proxy
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statement will diminish the rights of other stockholders, who are entitled to the assurance that company
funds and management time and focus are employed only in a manner that the sitting board, as the
company’s designated fiduciaries, determines is in the best interests of all stockholders. Under state
corporation law, incumbent directors are permitted to use company funds to submit their nominees for
election or reelection only under the rationale that this expenditure from the company’s treasury
benefits all stockholders because the directors have made a determination that the election of their
nominees will further the best interests of the company. In uncontested elections, incumbents owe a
duty to ensure that their successors carry on the business of managing the company. In contested
elections, the incumbents owe a duty to defend their management policies against challengers who
wish to operate the company in a different way that the incumbents, in the exercise of their fiduciary
duties, conclude will not further the company’s best interests.?!

Permitting a stockholder to include nominees in company-funded proxy materials implicates
additional considerations. Generally, a stockholder is not required to act in the best interests of all
stockholders and is free to exercise its right to nominate candidates to advance any agenda it wishes,
including its own selfish interests.?* Other stockholders may be harmed if corporate money is used to
fund a proxy contest that advances the private interests of only one faction of stockholders. Given this
consideration, it is not surprising that, to our knowledge, no state corporation statute confers on
stockholders a right to access the corporate proxy machinery or otherwise access corporate funds to
support shareholder nominees.

This uniform state law policy against forcing a company to subsidize a stockholder’s proxy
contest is hardly novel. For example, governing precedents under Delaware corporation law suggest
that corporate funds should not be used to aid a proxy contestant unless the company’s directors, in the
exercise of their fiduciary duties, determine that the proxy contest involves issues of company policy,
and therefore the contest would benefit all stockholders by informing their decision on the policy issues
at stake when one candidate is selected over another.”® An access bylaw that permits a stockholder to
use the company proxy to submit its nominees may therefore run counter to important principles of
state corporate law if the proxy contest that ultimately develops does not benefit all stockholders by
informing them on issues of policy.

Disclosure Considerations

If the Commission adopts the Access Proposal, we share the Commission’s views about the
disclosures that shareholders should have available to them when voting on access bylaws and
nominations made pursuant to such bylaws. We agree that shareholders should be provided “the
disclosure that otherwise would be required under the federal proxy rules applicable to elections
involving solicitations in opposition to a company’s nominees” whenever shareholders are asked to
vote on an access bylaw or on the election of a nominee presented pursuant to such a bylaw.?* We
concur that “[t]he already significant role that full disclosure plays in our proxy rules is rendered still
more important when individual shareholders or groups of shareholders who do not owe a fiduciary
duty to the company or to other shareholders, use company assets and resources to propose changes in
company governing documents.”®® We also concur that the current proxy disclosure system does not
adequately address the disclosure issues that would arise if companies were required to include access
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proposals in their proxy materials under Rule 14a-8. Accordingly, if the Commission were to adopt the
Access Proposal, we generally support the related disclosure requirements that the Commission
proposes to establish.

We do have three principal disclosure concerns that arise in the context of the Access Proposal:

e The “control intent” disclosure requirements embodied in Rule 13d-1(e) and (g), in Item 4
of Schedule 13D and in Rules 14a-9 and 14a-12 should not be undermined by the proposed
new Items of Schedule 13G and Schedule 14A.

e The disclosure requirements of proposed Item 8B of Schedule 13G and proposed Item 24 of
Schedule 14A should not impede the ability of companies and shareholders to communicate
on governance matters, including board nomination procedures and criteria, and should
ensure adequate disclosure of proponent shareholders’ economic interests in the company.

e Any final rule should provide explicit disclosure requirements for “universal” ballots and
accompanying proxy materials under an access regime.

“Control Intent™ Issues. Should an access proposal of any sort be allowed under Rule 14a-8,
we support the proposed limitation on eligibility to make such a proposal to persons having,
individually or as a group, beneficial ownership of more than 5% of a company’s voting securities
entitled to vote on the proposal, all of whom have beneficially owned such securities for at least one
year. While some may argue that 5% is too high an ownership threshold, we note that it is in fact
significantly below the threshold that is typically required for shareholders to call a special meeting,
which is an analogous situation under state law where holders of less than a majority of the outstanding
shares may by collective action impose costs on a company. We also concur that eligibility to make
such a proposal should be conditioned on satisfying the “no control intent” requirement associated with
Schedule 13G pursuant to Exchange Act Rule 13d-1(b)(i) and (c)(i) and that it makes sense to apply
the Commission’s Schedule 13G reporting system in order to ensure that investors are provided
pertinent information regarding the person or group sponsoring the proposal.

We note, however, that under Rule 13d-1(d) certain “grandfathered” holders of shares are
permitted to file reports under Schedule 13G even if they have a control intent. We recommend that
proposed Rule 14a-8(b)(i)(8)(ii)(B) be amended to clarify that the reference to “an institutional investor
or a passive investor” excludes a person relying on Rule 13d-1(d) to file a Schedule 13G unless such
person has in fact filed a Schedule 13G containing, along with the information of proposed new Items
8-B and 8-C, an undertaking that the person does not have a control intent comparable to that which
would customarily be required under Item 10 of Schedule 13G.

We are also concerned that the “no control intent” representation of the sponsoring shareholder
or group of shareholders be credible under the circumstances. Once the beneficial ownership of a
company’s shares by a person or group of persons acting in concert exceeds 5% of a company’s
outstanding voting securities, the question naturally arises whether the person or group can
meaningfully claim it does not have a control intent when it is also sponsoring an access proposal. As



Nancy M. Morris
Page 15
October 2, 2007

the level of beneficial ownership of a company’s shares by the person or group increases, the
concentration of voting power in the person or group makes it likely that, at some point, its sponsorship
of an access proposal will, as a practical matter, operate as a means for it to exercise influence over
company policies. For this reason, we believe it is important that the reference in proposed Rule 14a-
8(i)(8)(ii) to minimum beneficial ownership of 5% and to Schedule 13G not be considered to imply
that sponsorship of an access bylaw automatically establishes that a person or group satisfies the
Schedule 13G eligibility requirement that it hold shares without a purpose or effect of changing or
influencing the control of the issuer and not in connection with or as a participant in a transaction that
has such an effect. Accordingly, were the Access Proposal adopted, the Commission should make
clear in an appropriate instruction that sponsorship of an access bylaw proposal does not act as a “safe
harbor” and does not preclude an inquiry into whether the person or group has a “control intent” under
the Commission’s traditional approach that all relevant facts and circumstances must be analyzed when
making such a determination.?

In particular, we believe that a person who seeks to sponsor an access bylaw pursuant to
proposed Rule 14a-8(i)(8) and who at the time of its sponsorship has the intent to propose a nominee
under the bylaw could well be acting with the purpose or effect of influencing control and, if so, would
not be eligible to submit an access bylaw proposal under proposed Rule 14a-8(i)(8) nor to report its
beneficial ownership on, or continue reporting on, Schedule 13G. In such circumstances, we
understand the Commission’s Access Proposal would not be available, the person would be required to
propose its access bylaw apart from proposed Rule 14a-8(i)(8) (presumably, pursuant to Rule 14a-4)
and the same substantive disclosures that would be required by Items 8-B and 8-C would likely be
required of the person pursuant to Item 4 of Schedule 13D, along with disclosure regarding its plans to
nominate a director pursuant to its access proposal and any other plans it has regarding the issuer.?’

Disclosure Clarifications. In general, we endorse the Commission’s proposal to add new Items
8A, 8B and 8C to Schedule 13G and new Item 24 to Schedule 14A, as well as new Rule 14a-17, to
ensure adequate disclosure to investors when an access proposal is presented for a vote or a nominee is
presented for a vote pursuant to an access regime. There is, however, one aspect of the proposed
amendments that we believe would establish unnecessary and, in some cases, counterproductive
disclosure requirements and another that we think should be expanded to provide greater transparency
to investors.

Proposed Item 24(d)(2) of Schedule 14A would require disclosure of any meeting or contact,
including direct or indirect communications, by a shareholder proponent about an access bylaw
proposal with the management or directors of a company in the 12 months prior to the shareholder
proponent forming a plan or proposal regarding such a proposal, including disclosure in reasonable
detail about the contents of the communication. Given the wide variety of contexts in which
shareholders may make proposals under Rule 14a-8 and the desirability of managements, directors and
shareholders discussing matters that may become the subject of shareholder proposals and coming to
amicable agreement on such matters, including access proposals, we believe this disclosure
requirement is overbroad and unnecessary. We do not question that, if in accordance with the
requirements of an amended Rule 14a-8 an access bylaw is to be brought before shareholders for a
vote, then the material elements of any discussions leading up to the proposal and any agreements or
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understandings reached by the proponent and the management or board of directors in connection with
proposal should be disclosed.

We are concerned, however, that the breadth of the language of this provision, which refers to
“any contact” within 12 months preceding the time when a “shareholder proponent [forms] any plan or
proposal” to propose an access bylaw would require a detailed recounting of fundamentally irrelevant
preliminary discussions. For example, the discussions may occur at a time when the shareholder may
not have decided on a course of action. An access bylaw proposal may be one of ten matters a
shareholder proponent may be considering as a means for changing a company’s governance and may
mention in a discussion with management. Similarly, the company may well not have made any
considered decision on how it would react to an access proposal until a specific proposal is made.

We do not believe that disclosure of this type of preliminary discussion would aid shareholders
in voting on a proposal. We also believe that a disclosure requirement of this nature may impede
dialogue between companies and shareholders on issues such as access, without any countervailing
benefit to shareholders in making a decision to vote on a specific proposal. We believe this sort of
dialogue should be encouraged, not discouraged by the prospect that a statement made at a meeting
may subsequently be required to be disclosed.

On the other hand, we believe that proposed Item 8B of Schedule 13G and Item 24(d)(2) of
Schedule 14A does not assure adequate disclosure to shareholders in an important respect. Each item
should be expanded to require a proponent of an access proposal to disclose whether it has and bears
the economic incidence of ownership of the shares of the company it beneficially owns or has
borrowed the shares or otherwise hedged its economic ownership position so that its interest in the
shares may be materially different from other shareholders who own shares outright without any such
mitigating relationships.

Universal Ballot Disclosures. If the Commission adopts the Access Proposal, it is likely that
most if not all access bylaws adopted under revised Rule 14a-8 would not only require inclusion of
shareholder nominees in the company’s proxy statement, but also the inclusion of those nominees on
the company’s proxy card—a so-called “universal” ballot. In this context, we think it is imperative that
the Commission adopt basic disclosure rules for “universal” proxy statements and “universal” ballots,
that might, for example:

e Require that both the proxy statement and proxy card clearly distinguish management’s
slate from other nominees and address related issues, including, for example, use of
identifying nomenclature for competing slates (such as “board and/or management,”
“insurgent,” etc.) and/or colors as a means to distinguish the sources of candidacy;

e Provide that the names and information about management’s nominees and other nominees
be presented separately and not be intermingled (whether alphabetically or otherwise) to
avoid confusion, particularly if there are a large number of shareholder nominees;
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e Explicitly exonerate the company from liability for misstatements or omissions based on
information from shareholder nominees, including supporting statements;

e Provide rules for dealing with shareholder “over votes™” on a given proxy card (i.e., voting
for more candidates than available board seats) and other voting mistakes; and

e Address the ability of management and/or shareholder proponents to prepare and
disseminate additional proxy materials and/or proxy cards in traditional format (listing a
single slate or short slate only).

The foregoing list is intended to be illustrative, not exhaustive. We believe it is quite likely that
drafting and circulating rules for universal ballots will reveal other issues that should be dealt with in
this context. Indeed, even if the Commission accepts our recommendation and refrains from adopting
of the Access Proposal, shareholders may successfully propose access regimes under Rule 14a-4.
Against this eventuality, and in the light of the Commission’s historic concerns for the integrity of the
proxy process, we think the Commission should consider asking the Staff to review universal ballot
disclosure issues and make appropriate recommendations concerning the need for and content of
appropriate disclosure rules.

In light of the state law and authority issues referred to above, we take no position at this time
as to the extent of the Commission’s authority to mandate that companies use a universal ballot and
related proxy statement and other proxy materials in the election of directors.

Precatory Proposals

The Commission has requested comment on the approach it should take regarding non-binding
shareholder proposals under Rule 14a-8. As noted at the Roundtable that the Commission convened in
the spring of 2007, non-binding proposals have been a creature, albeit long-standing, of Rule 14a-8
since there is typically no provision made for such proposals as a matter of state corporation law.?®

At the outset, it may be useful to identify some basic principles that inform how we believe the
Commission should approach non-binding proposals:

e |t is important to distinguish between the subject matter of shareholder proposals (including
those that are non-binding) and the procedure for submitting shareholder proposals. Rule
14a-8(i)(1) already allows for companies to exclude proposals where the subject is improper
under state law. However, the application of this standard in the context of precatory
proposals is unclear, because framing a proposal as precatory is an approach permitted by
the Division of Corporation Finance to sanction the use of Rule 14a-8 when the proposal
would violate state law if it were binding. In addition, the fact that companies have the
burden under Rule 14a-8 of demonstrating that a proposal violates state law results in many
shareholder proposals being included in companies’ proxy statements when their validity
under state law has not been conclusively settled.
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e Incontrast, Rule 14a-8 is viewed as pre-empting state law standards on the process for
introducing proposals at shareholders meetings. For example, it is well established under
most state corporation laws that street name shareholders do not have a right to present a
proposal at an annual meeting and instead a beneficial owner must have the record owner
(typically Cede & Co.) submit the proposal on its behalf, and yet Rule 14a-8 is viewed as
pre-empting this standard. In addition, Rule 14a-8 is viewed as pre-empting advance notice
bylaw provisions that otherwise govern the timing and information that shareholders must
satisfy if they wish to introduce proposals at an annual meeting, and the provisions of Rule
14a-8 allowing a statement in support of a proposal to be included in a company’s proxy
statement have no counterpart under state law.

e Some companies and shareholders believe that non-binding shareholder proposals provide
another method for shareholders to make their views known and can serve to avoid more
confrontational binding proposals, whereas other companies and shareholders view such
referenda as an improper use of company assets and shareholders’ time during the annual
meeting.

e The current Rule 14a-8 regime has been expensive and difficult to administer, has
consumed significant SEC staff resources and has distracted focus from binding matters to
be acted on at shareholder meetings; therefore, alternatives to the current regime deserve
consideration.

With these principles in mind, we believe that the Commission should:

e expressly recognize in the proxy rules themselves that non-binding proposals are permitted
under Rule 14a-8 only to the extent they are permitted under state law;** and

e revise Rule 14a-8 to provide that the procedural requirements under the rule apply only in
the absence of a bylaw or other state law standard.*

In addition, we note that the fact that companies have the burden under Rule 14a-8 of
demonstrating that a proposal violates state law appears to create in practice a presumption that results
in many shareholder proposals being included in companies’ proxy statements when their validity
under state law may be unsettled. We believe that when a company has submitted a legal opinion
supporting exclusion of the proposal and the proponent has not demonstrated any basis for questioning
the validi%/ of that opinion, it would normally be appropriate to permit the company to exclude the
proposal.

This approach would better align the federal proxy rules with state law, so as to be supportive
of shareholders’ exercise of state law rights but not alter those rights. For example, a corporation could
choose to establish an alternative to dealing with non-binding proposals at an annual meeting, and thus
avoid cluttering the proxy statement and meeting agenda, by establishing an electronic voting system
for non-binding proposals with many of the same characteristics as proxy voting at a meeting.*
Likewise, a company could establish a bylaw so that an electronic forum could be used for proposals
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that have not received a specified level of shareholder support. Such a system could have the
advantage of facilitating expression of shareholder views more frequently than just annually.

Depending upon applicable state corporation law and the corporation’s governing instruments,
amendment of a corporation’s governing instruments to deal with non-binding proposals could be
effected by the directors or by the shareholders, using Rule 14a-8 through either binding or non-
binding proposals.

Because individual companies might be reluctant to act separately in this area, the Commission
could promote the exploration of alternatives for dealing with non-binding proposals by establishing a
pilot program that would allow companies, by whatever action is required as a matter of state
corporation law, to establish an alternative electronic voting regime for non-binding proposals that met
minimum standards established by the Commission. To encourage participation, participants in the
pilot program could be permitted to exclude non-binding proposals under Rule 14a-8.

Electronic Shareholder Forums

We note the Commission’s effort to facilitate the use of electronic shareholder forums (or “chat
rooms”) by removing impediments to the use of these means of communication. We believe that the
issues raised under the proxy rules and Section 13(d) and the practical aspects of the utilization of
electronic shareholder forums are sufficiently complex that companies, shareholders and other
interested parties need a further opportunity to analyze and comment on the electronic forum proposals
included in the Access Proposal than is possible by the comment deadline the Commission has
established.

For example, we observe that hedge funds and other activist investors frequently use the
Internet to communicate among themselves and to propose actions affecting companies in their
portfolios. While these communications may not lead to the formation of a group within the meaning
of Section 13(d) of the Exchange Act, they often result in parallel actions by these investors which are
not subject to any disclosure under the federal securities laws.

We are concerned that adoption of the Commission’s rule proposals for electronic shareholder
forums could add legitimacy to such parallel action “campaigns” and could reduce transparency
concerning shareholder interactions among themselves and with the companies in which they invest.
For example, the draft proposals do not establish any standards of required disclosure by parties
availing themselves of electronic shareholder forums, and the Commission’s commentary approvingly
cites the possibility of such forums being available to “shareholders whose anonymity is protected
through encrypted unique identifiers.” We are puzzled how anonymous messages would facilitate
meaningful communications among shareholders and the company. Indeed, we believe that disclosure
of the identity of the person posting a message in an electronic chat room should be a prerequisite for
obtaining the special exemptions from the proxy rules that the Commission’s proposal contemplates.
Moreover, merely identifying the contributor would not address very important questions about the
person’s interests in the company and its contributions to the forum, such as:
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e whether the contributor is acting solely for itself, as agent for others or pursuant to a formal or
informal campaign of parties who share similar views,

e what voting and economic stakes the contributor has in the company, including the amount and
nature of its direct and indirect share ownership and its economic interests in those shares,

e whether the contributor is seeking to exercise or influence control,
e whether it is commenting pursuant to a request or solicitation by another party to do so, and

e whether it has discussed the subject matter of its posted comments with other interested parties,
including the company, and if so under what circumstances.

Another area that we believe is not adequately addressed in the Commission’s electronic
shareholder forum proposals is the very difficult question of whether any “cooling off” period prior to a
proxy vote is sufficient practical protection against the ability of a coordinated campaign to so color
shareholder perceptions as to make the vote a likely, if not foregone, conclusion. There are numerous
examples in the market today of aggressive investors successfully pressuring companies to take
significant actions well in advance of a shareholder meeting. In many such cases, the effectiveness of
the aggressive investors’ campaign to “win over” other large holders has been the deciding factor in
causing a board to accede to the investors’ demands and not prolong a contest it believes it could not
win. All of these “contests” have been waged informally, totally outside of the proxy rules and with
extremely limited disclosures. Some market observers and participants have argued that such informal
“contests” (many would say “raids”) have in many cases forced companies into short-term actions that
ultimately harmed shareholder interests. Whatever the merits of the debate, it seems to us that adoption
of new Commission rules that would facilitate and legitimize such “contests” requires far greater study
and thought than it has received to date.

Unlike the Exclusion Proposal, we do not believe the imminence of the 2008 proxy season
serves as a reason for expediting Commission action on electronic shareholder forums. In light of the
significant unexplored policy and practical issues involved in the electronic shareholder forum
proposal, we urge the Commission to extend the deadline for comment on these proposals or withdraw
the proposals pending additional study and review by the Commission and Staff.
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