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Editor’s Note:

This edited transcript seeks to make publicly available the proceedings of the
Symposium on Shareholder Access to the Ballot that was held at Harvard Law
School on October 3, 2003. Editing was done by the speakers and the editor, with
the aim of retaining the spirit of the symposium while ensuring that the speaker’s
message is clearly and accurately conveyed to readers.

The conference was the first event of the recently established Harvard Law
School Program on Corporate Governance. It was sponsored by the Program and
by the Harvard Law School John M. Olin Center for Law, Economics, and
Business. I wish to thank Professor Steve Shavell, the director of the Olin Center,
and Dean Elena Kagan for their support.

I am also grateful to various colleagues for their help in organizing the
symposium and moderating its sessions, including John Coates, Brian Hall,
Howell Jackson, Reinier Kraakman, Jay Lorsch, and Guhan Subramanian; special
thanks go to Mark Roe for his advice and encouragement throughout. Finally, for
their help in administering the symposium as well as in preparing its
proceedings, I am grateful to Erica George, Julie Johnson, Kiwi Kamara, and Rob
Maynes.
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Session 1: The Basic Pros and Cons of
Shareholder Access to the Ballot

Panelists: Martin Lipton and Steven Rosenblum, Wachtell, Lipton,
Rosen & Katz
Lucian Bebchuk, Harvard Law School

Moderator: Mark Roe, Harvard Law School

Discussion
Participants: Robert Monks, Lens Governance Advisors
Brian Hall, Harvard Business School
Jay Lorsch, Harvard Business School
Charles Nathan, Latham & Watkins LLP
Joseph Grundfest, Stanford Law School
Matthew Bishop, The Economist
Allen Beller, U. S. Securities and Exchange Commission
Michael Price, MFP Investors
Leo Strine, Delaware Court of Chancery

Mark Roe: I'm Mark Roe; I'm going to moderate our first panel. Just a few
introductory comments; the people on the panel don’t need any introduction.
The mechanics: Marty and Steve will talk for about twenty minutes on their
topics. Lucian will talk for about twenty minutes on his topic. There’ve been
heavy negotiations on the moderator’s authority, and I have much more
authority than is typical. I have this bell to keep people quiet after twenty
minutes, or if the questions go on too long. After twenty minutes, we’ll have
a few minutes of response on either side, and then questions to the people
presenting the papers.

I think it’s fair to say that Marty Lipton’s been, of the last 25-35 years,
the most articulate, thoughtful spokesman for the view of maintaining
managerial autonomy in large firms, and Lucian has provided several of the
deepest analyses of why firms would be better-run with more authority
moved to shareholders” hands. There’s a surreal quality about addressing
these issues today, in that we know the SEC is going to propose a rule that



we're going to be talking about today, but we don’t know the details of the
rule, so we can’t focus on details. We can only focus on the big picture. And
the surreal quality, I think, corresponds to the panel this morning.

In some ways, the big picture is clear. We kind of know what Marty
has got to say, and we kind of know what Lucian is going to say, although the
details may differ, and the analyses may get to a deeper level. So I've actually
suggested this morning that we approach this in a different way, consistent
with this being a law school education. Marty, I suggested, should take the
position that managerial autonomy has gone much too far, and I suggested to
Lucian that he take the perspective, and defend the perspective, that
managers really need to be left alone so that they could run their companies
and these kind of things are just distractions that don’t do anybody any good.
So we'll see if they take this up! Marty? Steve?

Steven Rosenblum: Okay, I'm going to start and then turn it over to Marty. I
wanted to say thank you to Lucian for inviting us and letting us put some of
our ideas down on paper and present them here. We've obviously made a
number of arguments in our paper, and we don’t have time to touch on all
them. I just wanted to make a couple of points, and then Marty has a few
more.

First, we take issue with the title of this morning’s session: “The Basic
Pros and Cons of Shareholder Nomination of Directors.” This isn’t about
whether shareholders have the right to nominate, or put forward director
nominations. They do, in most every jurisdiction, and we obviously don’t
have any problem with that. The real title ought to be “The Basic Pros and
Cons of Encouraging More Election Contests,” because that’s really what this
proposal is about. Alan Beller referred to this yesterday as “an incremental
proposal,” and it is incremental. How big the increment is, is open to debate.
The basic point is that people can run election contests now. They do run
election contests now. There were about forty of them last year. And really,
the question is, “Do we want more of them, and if we want more of them,
how many more of them do we want?” I was heartened to hear Allen say
that we don’t want fifteen thousand. I think Marty’s and my view is that the
optimum number is about where it is today, and really the debate is: is it a
good idea to have more election contests?



I also wanted to try to explain a little bit as to why we devoted so much
of our article to the academic model of shareholder as principal or owner and
managers as agents. It’s really a model that I think dominates the academic
literature, and it’s one that I know I've been contesting, not just going back to
Marty’s and my quinquennial article, but all the way back to law school,
when I had this young Turk law professor straight out of law school named
Reinier Kraakman, who had these new notions. He threw away the textbook
and gave us a bunch of Xeroxed handouts from Berle & Means and Jensen &
Meckling, and told us that the central issue of the modern corporation was
the separation of ownership and management, giving rise to the agency
problem, and how to get managers to conform to the wishes of the owners
and put aside their self-interest. That model really does dominate the
academic literature and, I think, also finds its way into the rhetoric of the
debate of this issue, as well as a number of other issues.

If you accept the notion that the shareholder is the owner of the
corporation in the same way that I own a car or a building, then the answer is
pretty easy: the shareholder is the owner, so more shareholder voice is better,
more shareholder control is better. The question answers itself. Which is
why we felt the need to talk a little bit about how it's more complex than just
to say that the shareholder is the owner. Obviously, shareholders provide a
very important input into the corporation in terms of risk-taking capital, but
there are all kinds of other constituencies that also provide significant inputs
into the corporation, and all those need to be balanced. I think the question,
and the debate in the context of this proposal is, “Where is the right balance?”
Is the right balance to put more control into the hands of shareholders, or is
the right balance to come up with other mechanisms for constraining and
motivating. One of the problems I think we have with the notion of “the
shareholder is owner, and therefore should control the corporation,” is that it
leads pretty quickly to what we've dubbed “the managerial discipline
model.” This model says that the main goal of corporate governance is to
discipline managers so that they don’t go astray, which, again, is a great
oversimplification.

What you want is to find a way not just to discipline managers, but to
motivate managers, to have them run the corporation more successfully and
better, to the benefit of shareholders and all the other corporate
constituencies. The trend in the current corporate governance environment,



not just with this proposal, but with some of the other proposals, seems to be
to focus on the constraints as opposed to the incentives and the motivations.
We think this is to the detriment of the operation of the corporation in terms
of excessive risk aversion, in terms of people being afraid to do things that
they really should be doing in running the company.

The one other point that I wanted to talk about is what is the likely
impact of the proposal. We're in a bit of a vacuum in terms of not knowing
exactly what the proposal is, but one has to believe that the likely impact is
that, at a minimum, there will be more election contests. Because if there
aren’t going to be more election contests out of this proposal, what’s the
point? And probably, given more election contests, there will be more
successful elections of dissident directors. What we tried to do in the paper is
to focus on, “Is it a good thing? Is it a good thing to have more election
contests? Is it a good thing to have more dissident directors in boardrooms?”
We obviously think there are significant costs to both of those, and Marty is
going to talk a little bit about that. And we have yet to see a compelling
argument for what the benefit is in terms of the operation of the corporation.

The public debate seems to focus on “shareholders are owners, more
shareholder voice is better, therefore this is good.” But if you're able to get
past the model of shareholder-as-owner and say, “Well, that's a useful
analytical tool for some purposes, but it really doesn’t drive you to the end
conclusion,” then really the question is, “What is going to make the
corporation run better and operate better and be more successful.” And you
have to ask, “What benefit are you getting out of (1) more election contests,
and (2) more dissident directors?” I think there is debate among at least some
of the institutional investors as to whether they really want this - the
institutional investors who are really purely economically motivated.

My view is that, at least in the near-term, this will primarily be used by
the more political institutions: the public pension funds and the unions, who
really have other motives for using it. The institutions that really are focused
on improving the economics of the corporation have better ways and better
avenues to provide their input into the corporation than a public, adversarial
proxy contest. And they’ve been using those avenues. I think there’s no
question that, over the last two decades that I've been in law practice, and a
couple more decades that Marty has, the responsiveness of boards and



managers to investor input has grown quite a bit, I think for the better. That
should be allowed to continue without creating this politicized and
adversarial process that will result from encouraging more election contests.

Another, I think unintended, impact that comes out of one aspect of the
SEC proposal - namely, the trigger mechanism - is that if that’s adopted, it
will give much greater leverage to 14a-8 proposals. We're already seeing this
concern among our clients. The notion of saying “If we pass this precatory
resolution and you don’t adopt it, then we're going to impose this access
regime,” is like putting a gun to the head of the board and saying, “If you
don’t do what we tell you to do in this precatory resolution, then you're going
to have to face this consequence that you probably don’t want to face.” My
view of it is that if you're going to pull the trigger, just pull the trigger and get
it over with. Don’t have the constant threat of the gun to the head, with a
mechanism that says “If you don’t do what I want, I'm going to shoot you.”
Anyway, with that, I'll turn it over to Marty.

Martin Lipton: As Mark said, all the arguments back and forth are well-
known. This red folder contains a full compendium of the philosophical and
the pragmatic arguments, including a very innovative variation on the theme
that Joe Grundfest will talk about this afternoon. I'd like to pick up on the last
point that Steve mentioned as to what are we really getting at here, and share
some practical experience over the past three or four years with the interplay
between 14a-8 resolutions relating to redeeming the poison pill, un-staggering
the board, and similar types of what I'll call “corporate governance
proposals.” I have a real issue here, and it is one of bending the will of
management to that of the shareholders, and just how that’s going to be
accomplished. As Steve said, no one disputes that the shareholders have the
right to nominate directors and, ultimately, to control the makeup of the
board of directors. Clearly, the shareholders can conduct a proxy fight to
replace the board of directors - it's settled law every place. Indeed, in
Delaware, much of the learning is that you can’t unduly interfere with the
shareholders” franchise; that the great no-no, insofar as taking action with
respect to shareholder control, is “Don’t mess with the ability to vote.”

The growth in Rule 14a-8 precatory resolutions on governance subjects
started, more or less, in 1986, ‘87, when TIAA-CREEF first proposed precatory
resolutions with respect to the poison pill. It's built over the period since



then. Each year there are several hundred resolutions. They grow each year
- I guess they’re up to nine hundred currently. There have been on average
in recent years about 50-60 poison pill resolutions, and almost all of them now
gain a majority vote. Indeed, in many cases, a substantial majority vote. The
same seems to be true of the un-staggering-the-board proposals and some of
these others. The reaction to these precatory resolutions, frequently based on
advice that we and other lawyers would give the company, was that these
issues are basically business judgment issues for the board of directors, that
the board was not bound to accept the advice of the shareholders expressed in
the precatory resolution, and the board could exercise its business judgment
as to whether it was going to redeem the poison pill or not redeem the poison
pill.

As we come closer to today, particularly after the Enron/WorldCom
scandals, the New York Stock Exchange corporate governance proposals,
Sarbanes-Oxley, SEC regulations, and so on, there’s a much different attitude
in the boardroom. Directors today are very concerned about the reaction of
shareholders, and much more reluctant to accept the advice of management,
the advice of lawyers, even the advice of totally independent lawyers who
have no connection with the corporation. Basically, they are saying, “Well,
this is what the shareholders are saying, and I don’t want to face a withhold-
the-vote campaign.” Directors today are very, very concerned about the
impact on their reputations if one is singled out as the culprit on one of these
precatory resolutions, or two or three are singled out, and there’s a withhold-
the-vote campaign and they get a significantly lower vote than the other
directors.

The institutions obviously have become aware of this. Within the past
two weeks, CalPERS announced that it was going to withhold the vote for
audit committee members of corporations that continued to allow their
auditors to give tax advice - not preparation of the tax return, but tax advice.
This was an issue that the SEC considered under Sarbanes-Oxley, and in the
rule adopted by the SEC, auditors are not barred from giving tax advice. But
as far as CalPERS is concerned, the SEC didn’t go far enough. Therefore,
CalPERS is taking an independent position with respect to auditors providing
tax advice to the company that they audit, and they’re trying to force their
opinion through withhold-the-vote campaigns.



I think these are quite significant developments. Today there is a much
greater response to the desires of shareholders. When you consider that
along with the new corporate governance regimes, the first question I have is,
“Is this the time to throw a whole new regime into the picture?” In other
words, is this the time to say, “The ability to propose Section 14a-8
resolutions, the ability to conduct withhold-the-vote campaigns and so on, is
not enough. Something more is needed. And now we have to run a direct
election contest, where shareholders will propose one, two, three directors to
run in opposition to the incumbent slate of directors.”

Think about that for a moment, and consider the board of a typical
large public company - it has 11-12 directors, more than half of them are
CEOs of other large public companies - when the company has been faced
with a precatory resolution. Or not even a resolution - consider a company
that has received a letter from shareholders, or an institution, or an advisory
organization to shareholders, asking for something to be done or not to be
done. And consider if the company does not do what has been requested,
and the shareholders commence a withhold-the-vote campaign or, if the
failure to do what has been requested is sufficient to trigger this access
proposal, and two or three nominees are then placed in opposition to the
incumbent directors. There are very, very few directors who are CEOs of
major companies who want to run the risk of the embarrassment of losing one
of these election campaigns, and the natural reaction is to turn to
management, and try to get management to go along with whatever the
request may be. In large measure, there’s an enormous shift in influence,
from the board of directors and the management considering collegially what
is the appropriate strategy or action for the corporation, to this pressure on
directors to go along with what shareholders want.

Joe Grundfest, in a little exchange he and I have had recently with
respect to our respective proposals, stated it best. He said, “Well, to sum up
your position, Marty, what you really object to is a proxy fight on the cheap.”
And I think that does sum up my position. I object to a proxy fight on the
cheap. If shareholders feel strongly enough about either a governance
position or a corporate strategy, whatever it may be, I think the appropriate
thing is for them to conduct a real proxy fight, not a proxy fight on the cheap.
And not try to combine the various 14a-8, withhold-the-vote, and now access
provisions to, in effect, dominate the board of directors with respect to their



particular issue, and force their view in opposition to the view of
management and the board of directors. I think it’s a significant problem. It’s
going to have a major impact on management’s attitude toward certain kinds
of risky ventures, transactions, and so on. There is a real concern that
management will not engage with the board of directors, for fear that the
strategy that’s adopted will not be acceptable to investors and, therefore,
result in a real difference of view between management and the board of
directors.

I'll close by commending to you two articles in Fortune magazine
within the last year. The first was an interview by the reporter with Daniel
Vasella, who is the chairman of the board of Novartis, a major Swiss
pharmaceutical company, and the other is an article by Bill George, the
recently-retired CEO of Medtronics Corporation. Both are quite well known
here at the Harvard Business School. Both have been participants in Jay
Lorsch’s symposium on corporate governance issues, and each of them
discusses the tremendous pressure that they felt as CEOs to meet quarterly
earnings goals, the pressure that they got from analysts, portfolio managers
and so on, and how difficult it is for a CEO to resist those pressures. They
discuss how many CEOs succumb to those pressures to create reserves or, in
one way or another, to fiddle with the books, cook the books, some of them
crossing the line in the scandalous situations, actually committing fraudulent
acts. I'm not at all sure that passing to a potpourri of shareholders the ability
to have that much influence on the board of directors and management of the
corporation is going to be good for the business of the corporation and,
accordingly, good for the economy of the country. On that note, I'll end.

Mark Roe: Thank you, Marty.

Lucian Bebchuk: What I do in my paper for the Business Lawyer
symposium, and what I'll try to do here, is to give an overview of the case for
shareholder access to the ballot. The starting point is - and it's worth
reminding us of this starting point -- that elections do play a critical role in the
accepted theory of the corporation.

Chancellor Allen, in his well known Blasius opinion, reminds us that
“the shareholder franchise is the ideological underpinning upon which the
legitimacy of the directorial power rests.” In Unocal, the Delaware Supreme



Court stresses that “if the shareholders are displeased with the action of their
elected representatives, the powers of corporate democracy are at their
disposal to turn the board out.” Marty Lipton and Paul Roe, in an article
published last year in support of takeover defensive tactics, stress that,
whereas shareholders should not have a choice with respect to takeovers,
shareholder choice has a place elsewhere. The say: “There is one critical place
in the statutory scheme for ‘shareholder choice, ..., shareholder choice’ is
exercised in elections for corporate directors.”

Shareholder power to replace the board is supposed to serve as a safety
valve, improving both the selection and the incentives of directors. But this
safety valve is actually missing; it’'s largely a myth. Marty and Steve said
earlier this morning that shareholders have the right to nominate directors.
But this right is very theoretical. To see that this is the case, let’s take a look at
the data.

In the last several weeks - with the help of some students, especially
Fred Pollock and Rob Maynes who are here in the audience - I looked at the
incidence of challenges to the board of directors. There were 200 cases of
contested solicitations in the seven-year period from ‘96 to 2002 - that’s
roughly 30 a year. And as Marty and Steve mentioned this morning, there
were about 40 such cases last year. But only a minority of these cases were of
the type to which the above quotes refer.

The contests about which the Delaware Supreme Court talks in Unocal
are ones in which a rival team proposes to run the firm as an independent
entity in a way that would serve shareholders better. Of the 200 cases of
contested solicitations, some are not about directors, many are in connection
with an attempt to acquire or sell the company, and some concern attempts to
open-end or restructure a closed-end fund. We were able to find less than 80
cases during the seven-year period 1996-2002 in which a contest was fought
over who will run the firm as a stand-alone entity. This is about 10 per year.

Moreover, among the companies that were the subject of such
attempts, most were very small companies. In terms of market capitalization,
about 25% percent were below $30 million, 50% below $37 million, and 80%
below 200 million. So we were able to find only 11 such contests - it’s less
than two a year - for companies with a market cap above $200 million.



Steve Rosneblum suggested earlier that our session should be titled
“Should we have more elections?” I am happy to have this characterization of
our subject. Given the above data, our question is whether we should have
more elections than the negligible number we currently have. To concretize
the likelihood of an electoral challenge that directors are currently facing — the
likelihood of their confronting such a challenge in any given year is roughly
similar to the likelihood of their being killed in a traffic accident in that year.

Also in terms of empirical evidence, a substantial body of empirical
evidence produced by various researchers now indicates that insulation of
boards from takeover threats hurts shareholders. Researchers have found that
such insulation reduces firm value. It leads to worse performance along
several dimensions, and it makes executive compensation less sensitive to
performance.

Marty Lipton talked earlier this morning about the pressure from
investors to de-stagger boards. It is worth mentioning in this connection an
empirical project about staggered boards that Alma Cohen and I have
recently completed. We find that charter-based staggered boards are
associated with a reduced market value. The reduction in market value
associated with such staggered boards is economically significant, with a
median of about of about 6%. These findings, of course, raise questions of
causation that we are exploring in our study. But the only point I wish to
make here is that the shareholders pushing for de-staggering boards might
not be completely wrong.

Now, I agree with Steve Rosenblum that the question of “What's the
optimal incidence of electoral challenges?” is a difficult one. It’s certainly less
than 15,000 a year - it's much less. But I think it’s highly likely that the
optimal incidence is higher than the negligible one we have at present. If so, it
would be desirable to move the incidence up. Furthermore, we must keep in
mind that the current proposal is a very mild, moderate step, unlikely to
produce overshooting.

The proposal currently under consideration is moderate in several

ways. It’s only about short slates. Furthermore, there is not going to be any
reimbursement of campaign costs (which is desirable for reasons I discuss in
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my paper). Without any reimbursement of outsiders” campaign costs, it’s not
going to be the “proxy contest on the cheap” that worries Marty. It's going to
be a bit cheaper, but it's not going to be all that cheap. In addition, we're
going to have ownership and holding requirements, and the SEC is now
talking about adding triggering events; such triggers would make the
arrangement too mild in my view, though still a step in the right direction.

In my paper, I tried to go over all the objections that appear in the letter
comments to the SEC and to explain why none of them provides a good basis
for opposing the proposal. With the paper providing a comprehensive
response to the full range of objections raised, I'll just note here the
weaknesses in some of the main objections.

One main objection is that shareholder access would produce a lot of
disruption and waste. However, given that there will be costs and threshold
requirements, we are probably going to have only a limited number of
contests. More than a couple a year for over 200 million dollar companies, I
hope, but not a very large number. In any event, since the SEC can adjust the
threshold requirements as experience accumulates, it can ensure that the
incidence of contested elections will not grow too much.

A second objection that opponents make is related to what Steve
Rosenblum said earlier. He wondered: if the reform gets you to 30 or 40
electoral challenges a year, is this such a big deal? Well, if it’s not a big deal,
why are Marty and Steve and other supporters of board control so concerned
about the change? The reason is, I think, that 30 or 40 electoral challenges a
year can have a system-wide consequence. Thus, while actual costs will be
incurred only, say, in 30 or 40 cases, these contests are going to have an
impact on accountability across the board.

A different set of objections accepts that shareholder access could have
a significant impact, but argues that their impact on the composition of
boards would be a negative one. One concern that is raised is that we’ll have
special interest directors. But the shareholder access proposal does not really
open the door to special interest directors. This could happen if we had
cumulative voting, so that 10% of the shareholders could get a person on the
board. But with the majority of the shareholders necessary to elect a
shareholder-nominated candidate, special interest directors would not be
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elected. Indeed, when you look at the patterns of voting on precatory
resolutions, you find that proposals catering to special interests do not come
even close to passing. The only proposals that ever get sufficient support
from institutional investors to get a majority are those that institutions
conclude, whether correctly or incorrectly, would increase shareholder value.

Opponents of shareholder access also worry that the election of
shareholder-nominated directors creates a risk that the board would be
Balkanized and become dysfunctional. But this risk is one that voting
shareholders would recognize and could take into account. They would
presumably vote for someone only on those rare occasions in which they
conclude that, given directors’ dismal performance or their corporate
governance failures, the risk of Balkanization is worth bearing. Note also that
the number of cases in which shareholder-nominated candidates would be
actually elected would not be large, whereas the benefits would result in
companies across the board.

It is worth noting that, in their well-known article from ten years ago
Marty Lipton and Steve Rosenblum found a shareholder access regime
acceptable. To be sure, they proposed to have shareholder access in the
context of a proposal to prohibit hostile takeovers, which the law has since
largely done, and they proposed to have elections with shareholder access
only once every five years. But the mechanism that they propose, and that
they thought would work well, is similar to the one that we are discussing
here. Under their proposal, shareholders with over 5% would be able to put
someone on the ballot. Indeed, Marty and Steve were willing to provide
challengers with a reimbursement of costs. They also dismissed the concern
that we would have a wholesale replacement of directors on grounds that the
main effect of such reform would be indirect: the very credibility of an
electoral challenge would lead directors and managers to behave differently.

Marty Lipton talked earlier about the concern that, if we make directors
more accountable to shareholders, this will subject management to incentives
and pressures to act in a myopic, short-termist way. The claim that
shareholder influence will lead to corporate myopia is one that has been often
invoked by supporters of insulating management form takeovers. But there is
no empirical evidence that this kind of effect is of significant magnitude. To
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the contrary, the empirical evidence indicates that insulation from takeover
pressures is correlated with lower firm value and worse performance.

In any event, even if one is concerned about management’s not being
able to pursue a long-term strategy, one should at most oppose having real,
serious elections each year. Holding this view might lead someone to seek
measures that facilitate an electoral challenge only every two or three years.
But such measures are necessary at some point. The answer to when a serious
electoral challenge could be mounted should not be “never.”

Opponents of shareholder access also raise the issue of other
constituencies, the stakeholders. The claim is that we shouldn’t increase
accountability to shareholders, because that might come at the expense of
stakeholders. It's good to insulate management, so the argument goes, in
order to enable it to protect stakeholders. But we must keep in mind that
directors’ interests are hardly aligned with those of stakeholders. Thus, by
providing broad insulation, we are reducing accountability to shareholders,
but we are not creating accountability to stakeholders. Insulation simply
creates accountability to no one. It protects and facilitates occasional poor
performance that can hurt not only shareholders but likely also stakeholders.

I also would like to say a few words about the objection that “maybe
it's a good idea, but now is not the time.” Now is not the time, it is argued,
because we already have some recent and pending reforms, which would
increase the dominance of independent directors on boards in general and on
nominating committees in particular. But director independence, by itself, is
not a magic cure-all.

For each company, there are millions of people who would qualify as
independent director. In the face of such a vast pool of independent
candidates, the question is: “How do we ensure an optimal selection of those
people and to provide those selected with the right incentives?” For these
purposes, we need not only independence from insiders -- but also some
dependence on shareholders. Even if we expect the nominating committees to
do a pretty good job most of the time, it would be beneficial to have at least a
limited safety valve. Indeed, having the safety valve would make it more
likely that nominating committees would work well to begin with.

13



Let me conclude by answering Steve’s question. Do we want to
encourage more contests than the practically zero contests we now have for
public companies of any significant size? The answer to this question should
be “yes.” The case for moving the incidence of electoral challenges up is very
strong. How far up might be a question, but not one that needs to bother us
when examining the moderate step that the SEC is now considering. Indeed,
for reasons that I discuss in my paper, it would be desirable to adopt some
additional measures for further invigorating the corporate elections process.

Mark Roe: Marty? Steve?
Martin Lipton: Ah, yes, we have comments, I'm sure.

The statistics that Lucian uses are essentially irrelevant to the debate. It
isn’t a question of how many election contests there are, whether companies
that have staggered boards do, in fact, have a lower market value than those
without. For every one of the statistical studies one can find a counter
statistical study. The real issue here is: will this have a beneficial impact on
the way companies operate? Because what we're really concerned about is:
what is the overall impact on a society that, basically, is a corporate economy
society?

Today it has become extremely difficult for companies to recruit new
directors. 1 think that this proposal will exacerbate that problem. The
combination of the reforms, together with the litigation and reputation
exposure, has done two things. One, most major companies are now limiting
the number of boards their CEO can serve on. Many, many companies today
say to their CEO, “You can only serve on one outside board” for a
combination of reasons, but the principal one is that the job of a director
today takes so much time that an active CEO really doesn’t have the time to
serve on three, four or five boards. At best, that's something that a retired
CEO can do.

Anything we do at this time that is a deterrent to companies being able
to create boards that can be helpful with respect to the strategy and the
business of the company is a mistake. I think that most boards - the
overwhelming majority of boards of the major companies today - are acutely
aware of the governance issues, and so on, and we don’t need a further safety
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valve. The safety valve is having a board that has a majority of independent
directors, and appropriate procedures so those directors focus on the issues
that they should focus on. The history of the past 10 years, starting with
General Motors, is that boards of major companies will take action to change
management when it’s clear that management should be changed.

Mark Roe: Lucian? Couple of minutes?

Lucian Bebchuk: A quick reaction to Marty Lipton’s point that “the statistics
are irrelevant.” The question of “What way would it be better to run the
economy?” cannot be resolved fully except with hard empirical evidence.
There are policy arguments on both sides and empirical evidence is needed to
shed light on the significance and magnitude of potential effects. Marty said
that for each study, there is a study that goes the other way. But I don’t know
of any study that shows that board insulation in general, and staggered
boards in particular, improve value. And if Marty can find or produce such a
study, I promise to write a strong letter to the SEC objecting to the
shareholder access proposal.

One point that Marty made—and this is a point that probably rings
strongest of all the objections filed with the SEC—was that the considered
reform could deter good directors from serving, so it could make matters
worse rather than better. We should keep in mind that, in the business world,
individuals holding various business positions may generally be replaced to
provide a safety valve for selection and to provide incentive. And this makes
me wonder: is there no way to run our corporate system without ensuring
that the people at the very top face no risk whatsoever - even not a risk of 3%
a year - of an electoral challenge.

Note also that, if the proposed measure is adopted, directors asked to
serve on a board will not have to expect that they will necessarily and
immediately have to participate in a contest. They would just face some
likelihood that, down the road, if the company doesn’t perform well, a short
slate might be run against them. This sort of small risk is something that we
could compensate people for. The value of improved accountability and
incentives in our large publicly traded companies is sufficiently significant
that we should not be deterred easily by having to increase compensation to
directors.
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Martin Lipton: I don’t see anything in this proposal about it being triggered
by the company not running well, Lucian. And as you well know, what’s
going to trigger this is not the way the company runs, but whether some
gadfly’s favorite corporate governance point has been acceded to by the
Board of Directors, and whether enough pension funds and union funds will
be frightened enough by ERISA or something else into supporting the
position that the gadfly is urging. So if this was, in fact, an election based on
whether the company was doing well or not, you'd have a valid point.
Absent that, I think that you're accomplishing nothing favorable. Insofar as
comparing companies, unless you're comparing peer companies with respect
to things like staggered boards or poison pills or something else, your
statistics are totally invalid.

Lucian Bebchuk: Actually, we are controlling for all the relevant company
characteristics. We will send you the paper and we look forward to
comments. As far as we can tell, we have controlled for all the relevant—

Martin Lipton: All of your studies, Lucian, your control points and mine are
totally different. Staggered boards, poison pills, and so on...

Lucian Bebchuk: Okay, but—

Mark Roe: In lieu of reading the papers right now, why don’t we... Lucian
has a quote. And then after the quote, questions and comments from the rest
of the group.

Lucian Bebchuk: Marty was asking me, “Why would it happen mainly with
poorly-performing companies?” Well, if we look at the current proxy
contests, most of them are for companies whose performance is worse than
the industry. We can expect that shareholders will have a meaningful chance
of electing a dissident short slate, and thus will bother to nominate one,
primarily when performance is rather poor.

In their article on their quinquennial proposal, Marty and Steve
explained why they thought that a five percent threshold will get it right as
follows: “These thresholds are high enough to exclude ‘gadfly” stockholders,
but low enough not to impede the serious, substantial stockholder who

16



wishes to propose nominees ... in an election contest...”. I also believe that a
threshold ownership requirement of this sort can serve as a good screening
device. The screening mechanism that was good for Lipton and Rosenblum in
their youth should be for good enough for us and for the SEC today.

Martin Lipton: It's my very old age; it was Steve’s youth. But again, you're
taking it totally out of context. It was in the context that the election would be
based on the company’s performance, with performance statistics. It had
nothing to do with thresholds or anything else other than that was the
starting point. The whole purpose of the proposal was to have a focus on the
company performance in relationship to the performance of peer companies.
So, again, you're taking it out of context to make your point. That’s not what
we were proposing. We were not proposing, willy-nilly, that at some
threshold, institutions should be permitted to run an election contest at the
cost of the company.

Mark Roe: Questions? Comments? Mechanics - say your name, if you like,
a short biography after your name and a tape, then, will be transcribed.

Robert Monks: I'm Bob Monks, and I'm never sure what a gadfly is. The
people I refer to as gadflies, I don’t like, but I've been referred to as a gadfly
very often by a lot of people, and, as I hear the discussion, I really want to put
it in some kind of context, and the context is: do we presently have a
problem? And to my way of thinking, going back to 1992, Congress
indicated, as a matter of public policy, they wanted to discourage increased
pay for CEOs, and they wanted to put a $1 million cap on deductibility.

According to Pearl Meyer, the compensation consultant in New York,
the principal managers of American companies own, or had options on, 2% of
the total of public company stock in 1992. In the year 2000, according to Pearl
Meyer, they have 13%, so during the 90’s, 11% of the total capital of publicly-
traded companies moved, in effect, from shareholders to managers. A certain
amount of this, deservedly, is called “stealth” compensation, because people
really did not understand the implication of options. I submit that this is the
classic case of the definition of a problem. It's, in effect, a 10% tax on
shareholders in a year. How many more 10% decades can shareholders
stand? How soon are we going to destroy a common stock as being
something that intelligent people buy as a repository for their wealth?
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We already see, increasingly, people going into private equity. Why do
they go into private equity? Well, if you get 10% taken off every ten years of
the value of your holding, it’s not going to be very valuable, so I think there’s
a kind of crisis. So, as I listened to the discussion - which is a very informed
and learned discussion, for which I am grateful - I'm a little confused,
because to my way of thinking, we have to do something. The situation is not
tolerable, the present level of CEO pay is not tolerable, and the only question
is what?

Now, having been involved in the effort to effect change in a number of
these things for many years, I am drawn back to the fact that the really
legitimate place for shareholder focus is on the board of directors. I mean,
shareholders really have no business trying to manage companies - they’re
not paid to do it, they’re not qualified to do it - but one place where
ownership expresses itself is through the composition of the board. As a
practical matter, the board is - it's not a secret - a self-perpetuating
institution. So long as it is a self-perpetuating institution, there really is no
meaningful way for shareholders to be involved in the process. So the
question, to me, is how they should be involved.

Now, anytime anybody stands up and makes a proposal for how they
should be involved, they will be wrong, because they will make a mistake.
That should not bother anybody. What is really important here is that the
proposition of the entitlement and the propriety - indeed, the necessity - of
shareholder involvement in the selection of directors be affirmed.

Mark Roe: I'll interpret that as a question to Marty.

Martin Lipton: I thought it was an affirmation for Lucian.

Mark Roe: There were other hands. Brian? Brian Hall?

Brian Hall: Yeah, I do have a question for Marty. Brian Hall, professor at the
Harvard Business School. I don’t understand your comment about the
independence of directors, because one of the things that seems pretty clear is

that even if we passed rules that ensure independence, that there’s really no
effective way, when the CEO is the Chairman of the Board in a self-
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perpetuating situation, that that influence isn’t going to be very strong. I
mean, that is the fundamental problem - that the board is not independent,
and I just don’t see how we could have any comfort, given our current
situation, that that won’t continue. There’s just really nothing that can
penetrate that board, if the CEO is exercising an influence. The screening is
going to happen no matter what we do, and I don’t understand what counter-
proposal we have to solve that.

Martin Lipton: I'm going to refer your question to your colleague, Professor
Lorsch, who's sitting there in front of you, who is much better at responding
to it than I am.

Jay Lorsch: Brian, I just really don’t agree with you that it's impossible for
boards to be independent. We've made a lot of progress in that direction.
There’s no question in my mind that independence is not only a legal concept,
but a psychological concept, and that directors always have the problem, the
longer they’ve been on the board, of maintaining their independence from the
management and the CEO, particularly if the company is doing well, but I
think, you know, unless we’re going to scrap the whole idea of boards of
directors as we know them in America, we've got to stay with this idea of
independence and believe we can make it work.

Brian Hall: So, Jay, you wrote a terrific book about 12 years ago, and the
basic point - really a great one - was just that boards often look like pawns.
Read the WorldCom report today, if that looks like a pawn board. I agree
that things have gotten better, but it sure looks like there’s a lot of pawn
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