








tors in other companies realized that
their own boards would not have fared
any better.

The consequence of director inaction
or inefficacy has been confident share-
holder and government action. Embold-
ened by wins on say-on-pay and proxy
access, shareholders are morphing into
a stronger force in corporate governance.
More distressing, the government has
intervened in private enterprise in ways
that were once unimaginable: influenc-
ing decisions on executive and director
appointments, compensation, financing,
investment, mergers and acquisitions,
and sale of assets.

In spite of the colossal governance fail-
ures, however, the loudest critics of cor-
porate boards do not advocate their
elimination. Rather, the AFSCME, the
Council of Institutional Investors, CalPERS,
CalSTRS, the Corporate Library, and oth-
ers want boards to provide greater over-
sight by asserting their independence. To
the say-on-pay advocates, an advisory vote
on compensation reinforces the account-
ability of boards to shareholders but does
not usurp board power. In fact, except in
rare activist cases, shareholders do not
want to take on the work of the board.
They just want the boards to do the job for
which they have been hired. Who then
would they hold accountable if shareholders
were empowered to approve executive com-
pensation? It is ultimately boards rather than
shareholders that must approve executive
compensation decisions that bear some
relationship to longer-term business per-
formance, are aligned with shareholder
interests, and are fully transparent.

The current corporate structure pre-
sumes the board’s relevance while impos-
ing responsibilities. Boards should
consider the recent governance actions
as a signal that regulators and share-
holders want boards to show greater lead-
ership, independence and accountability.
Recent regulatory action has endorsed
the shareholder legitimacy for holding
boards accountable. At the same time,
shareholders have obligations to be
informed and to actin a responsible way
aligned with the company’s objective of
long-term value creation.
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Toward repairing the reputation of the
corporate hoard

To regain the trust of shareholders and
regulators, boards will have to reestab-
lish their governance authority. Boards
require a culture change, including an
acknowledgement of the role of share-
holders in the governance process and
a recommitment to excellence. Direc-
tors will be required to reexamine and
even revise board committees and com-
mittee work. This will require new skills
and qualifications as well as more time
and effort to understand the companies
they serve, to provide effective oversight
in representing the interests of share-
holders, and to hold management
accountable.

It will take substantive changes for
boards to regain the trust needed to
recapture oversight control and to be
perceived as fulfilling their stewardship
duties. It begins with board organiza-
tion, and includes the competencies of
the board members as well as processes
and committee roles. Boards need to
transform themselves into strong, highly
functioning work groups whose members
trust and challenge one another. Direc-
tors also need to recognize the role share-
holders play: They are the owners of the
company and board-shareholder engage-
ment is an important element in keep-
ing them invested. Most importantly,
boards need to demonstrate leadership,
which has been lacking, with a trans-
parent, results-orientation in the conduct
of their work.

Public boards must face the reality
that they will soon be operating in a
world where majority voting, say-on-
pay, shareholder access to director nom-
ination, and a separation of CEO and

chairperson roles are the norm. Some of

these changes will happen this year, oth-
ersin the not-so-distant future. Already,
the SEC has banned broker voting and
increased the disclosure requirements
for compensation, director experience,

and succession planning. Some form of

proxy access is in final consideration by

the SEC and various shareholder bills of

rights under consideration will separate
the role of the chairperson and the CEO.
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How smart boards are seeking
meaningful change

Some boards are stepping up. RiskMet-
rics Group reported in early March that
56 US public companies have adopted
some form of say-on-pay, which does
notinclude the 311 companies that held
advisory votes in 2009 as a result of their
participation in the Troubled Asset Relief
Program. Many boards have already sep-
arated the chairperson and CEO roles
(approximately 40% of the S&P 500).
Other companies are voluntarily increas-
ing the responsibility and authority of
the independent lead director as a path
to separating the chairperson and CEO
role in the future. Those boards that still
feature a combined chairperson-CEO
must document the board’s structure
and how it best serves the organization.
Directors are expected to engage from time
to time with the owners of the com-
pany—the shareholders who elect them—
particularly on matters of executive
compensation. The boards that have been
leaders in the arena of board-shareholder
communication were generally prompted
by management or a board issue that
required shareholder buy-in, a crisis, or
a merger, Boards that have engaged in dia-
logue with shareholders report that the
input has been helpful and has made
them more effective directors.

Greater scrutiny and a wider cast of
stakeholders have changed the role of the
board forever. Directors are expected to
bring their relevant business experience
and judgment to help companies execute
winning strategies. At the same time,
directors put their reputations on the
line. The best directors engage directly with
leadership to challenge and improve man-
agement strategies to protect companies
against threats of rapid decline and sud-
den demise. Strong directors can serve
as player coaches helping management
to seize the opportunities that can elude
management in the daily fray of running
the business. The best boards turn gov-
ernance into a competitive advantage.

Going forward, directors will possess
additional and different skills, take on
greater responsibility, and spend more
time in order to understand fully the com-
panies they serve, their core businesses,
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their strategies, the drivers of success,
and the accompanying risks. They will
do this not to manage the company, but
because it’s what it takes to provide effec-
tive oversight and enterprise risk man-
agement. Understanding is a critical
element of risk assessment. Being a direc-
tor is still less than a full-time executive
position, but it is also far more serious
than a part-time job. Gone are the days
when former CEOs routinely served on
seven or eight boards. There may even
be a trend for “professional” directors,
who retire as executives early and redi-
rect their careers to governance. Boards
are not lifetime achievement awards for
distinguished CEOs or ceremonial roles.
In this new phase, directorships will
become professional positions with rel-
evant and requisite qualifications required
to serve, including the contribution of
more time.

Directors need to demonstrate their
dedication to reform and renew their
commitment to integrity, good judgment,
and sufficient due diligence. They need
to rethink and reconfigure their com-
mittee structure and committee work for
greater effectiveness—which will likely
involve a combination of some new
responsibilities in existing committees
as well as the creation of new commit-
tees. This will mean implementing new
best practices that will require the same
comprehensive, intense effort that was
needed to implement the financial and audit
guidelines of Sarbanes-Oxley. The good
news is that this will be a more public trans-
formation, which is what is required.

Most boards currently have audit, com-
pensation, and governance and nominat-
ing committees. Though these committees
are essential, boards in the future must
also include committee work on leadership
development and succession planning,
operations, growth, risk management, and
shareholder communication if they hope
to provide meaningful and credible over-
sight for the companies they represent.
Boards need to bring more focus by estab-
lishing more explicit and even new respon-
sibilities in existing and new committees.

As in all blueprints for change, the
devil is in the details. Here is an outline
of the responsibilities, roles, and skills
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that need to be addressed more effec-
tively in new or existing committees:

Leadership development/succession plan-
ning committee. The purpose of this com-
mittee is to oversee the scope and quality
of leadership development pro-
grams/processes, the succession plan-
ning processes and progress, the
assessments of talent bench-strength,
and talent risk management, among other
things. Boards need to spend far more
time in this area, including overseeing
the alignment human resources with
business strategy. Leadership development
and succession planning is without a
doubt one of the areas of highest risk if
not pursued in a proactive mode by the
board of directors.

Operations. The purpose of operations
is to oversee the establishment of per-
formance targets by implementing best
practices in productivity, quality, and
service. In addition, it should audit the
application of technology, shared ser-
vices, and outsourcing to achieve per-
formance improvement. This will require
different skills than those found on many
boards today and is a vital forward-look-
ing area of key indicators impacting risk
and financial performance.

Corporate growth and resource. The pur-
pose of this group is to review organic
growth targets and trends. This would
include products and services, markets
and channels, geography, and relevant
resource requirements. This committee
should oversee the due diligence related
to acquisitions as well as postmerger
audits. It would also be responsible for
understanding and overseeing the tar-
geted and actual growth in revenues
from new products in the last three to
five years.

Risk management committee. The group
should be configured in a far more holis-
tic way than is typically done currently
to include a range of issues that can
impact the business, including macro-
economic conditions, regulatory trends,
demographic changes, technology, com-
petition, environment, consumer behav-
ior, energy, leadership depth and breadth,
financial resources, and balancing change
and continuity. In addition, this Com-
mittee should review the strength, weak-
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ness, opportunity and threat analysis

periodically.

Boards need to address shareholder
communications and ensure that the
company provides transparency and
effective shareholder communications
across multiple audiences—including
investors, brokers, and owner research
groups—as well as through traditional
outlets such as proxies, annual reports,
and on investor website portals.

Compensation committee.This com-
mittee should continue to perform many
of the current functions, but also adopt
a clear statement of compensation phi-
losophy that provides a transparent
understanding of the factors that drive
compensation decisions. Incentive com-
pensation awards for executives should
be tied to the business performance and
not share price. Although these goais
may include both short- and long-term
targets, longer-term performance and
goals should be weighted more heavily.
Perhaps of greatest importance is the
need to move to a principles-based sys-
tem of compensation determination and
reporting. Examples of key principles
could include accountability, alignment,
fairness, transparency, and objectivity as
briefly defined below:

-+ Accountability: Demonstrate that
incentive pay is tied to business
performance targets/metrics estab-
lished prior to the commencement
of the evaluation period with
approval of awards based on audited
financial results. There should be no
incentives for failed or material
nonperformance and claw-backs for
earnings restatements and fraudu-
lent results.

» Alignment: Establish an alignment
of CEO incentive compensation in
relation to shareholder rewards and
incentives for other top-level execu-
tives (including direct reports and
supervisors). Establish a balance,
with the majority of incentives
being tied to longer-term business
performance. Incentive compensa-
tion and stock awards should pro-
vide for a deferred component
objective over time (vesting) with a
material component of shares being
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held through departure or retire-

ment.

+ Fairness: Establish an order of pri-
ority for the allocation of discre-
tionary awards during good and bad
economic times; require senior
executives to hold a targeted level of
share investment in relationship to
their compensation. Avoid paying
tax gross-ups on executive compen-
sation and perquisites and only pay
change-of-control awards when
both a change of control and termi-
nation occurs.

« Objectivity: Verify the independence
of all compensation committee
members and ensure compensation
consultants selected are independent
of management and board connec-
tions. Verify appropriateness of peer
company comparisons. In addition
to compensation, peer comparisons
should include relevant business
performance metrics.

+ Transparency: Communicate inter-
nally and externally the company
compensation principles (and the
application of these in reporting);
provide a complete compensation
tally sheet in proxies and annual
reports (in the CD&A section),
including all compensation, deferred
payments, pensions, tax planning,
stock options, severance, change of
control, benefits, etc. paid to top
executives as well as how the com-
pany has observed each of the prin-
ciples outlined and, if not, why not.
Finally, boards should be expected to

adopt a policy to comply or explain with
respect to reporting in proxies and annual
reports the demonstrable application of
the above compensation principles.

The governance and nominating com-
mittee. This committee will need to adjust
its charter and approach to take into
account the skills and qualifications
required for the new committees and
their additional responsibilities.

The reinvigorated committee will need
to look beyond just sitting CEOs to direc-
tors with expertise in succession man-
agement and leadership development,
perhaps C-level Human Resource experts,
individuals with expertise in produc-
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tivity, quality and service best practices,
growth strategies and risk management.
These will not necessarily be only sitting
CEOs. The list may include former CEOs,
academicians, research leaders, man-
agement consultants, think tank experts
and technology gurus. It also makes sense
to look at individuals with backgrounds
in economics, technology, competitive
assessment, finance and shareholder
communications.

Conclusion

These ideas represent a fundamental
shift in the breadth and focus of board
work, which will bring about other
needed changes. As boards get back to
the proper oversight of management
and engage in corporate strategy, cor-
porate performance, afid risk manage-
ment, the enterprise itself will be
strengthened. Shareholders, too, must
change and exercise responsibility by
educating themselves. Though lawmakers
and regulators have focused on share-
holder losses, the financial crisis also took
its toll on the company’s other stake-
holders: customers, employees, suppli-
ers, and creditors. It raises the issue of
the corporation’s longer-term mission.
Some innovative boards have begun to
focus on a stakeholder mission to include
shareholders as well as other key con-
stituencies such as employees, customers,
vendors, and even communities in pur-
suing sustainable long-term value
enhancement.

In this new world, boards will also
have a chance to engage with a broader
group of stakeholders, convincing them
of the board’s execution of their duty of
loyalty and duty of care in overseeing
the enterprise. Directors could find them-
selves serving an important role as pri-
vate enterprise statesmen.

Boards matter. Even critics agree that
no other entity can provide the over-
sight that an engaged and committed
board can deliver. Directors serve a crit-
ical purpose in our economic system and
we all have an enormous stake in reform-
ing them for the benefit of the share-
holders, the customers, the employees,
the suppliers, and the community. ®

CORPORATE BOARDS AND THE NEW NORMAL



Contributing Editors

Marianne M. Jennings
Professor of Legal and Ethical Studies
Arizona State University

Hank Boerner
Chairman
Governance & Accountability Institute

Pablo Triana
Executive
Bolsas y Mercados Espanoles

Editorial Staff

Editor-in-Chief
Morgen Witzel

Senior Director, Financial
Reporting and Management
Publications
Bruce Safford

Editor
Scott Gates
(212) 337-4129
scott.gates@thomsonreuters.com

Desktop Artist
Nosarieme Garrick

Advertising Sales Manager
Terry Storholm
WGSL Journals Advertising
610 Opperman Drive
Fagan, MN 55123
phone: (800) 322-3192
fax: (651) 687-7374
e-mail: terry.storholm@thomsonreuters.com

Reprints
Lont & Overkamp
e (973) 942-5716

o

Broadway, New York, NY 10007, 1 (800) 431-9025.

\

EdMorial Oftices: Thomson Reuters 195 Broadway, New York, NY 10007 All ediorlal corresp
care will be given materlal submitted, we cannot accept respansibility for unsolicited manuscripls. Web: http://ria.thomson.com/(inanclalreporting/.

RPORAIE

nance =-\E\W

Editorial Advisory Boarad

Ivan E. Brick
Protessor of Finance
Co-Dlrector, New Jersey Center for
Research in Financial Services
Graduate School of Management
Rutgers University

James L. Cochrane
Senior Vice President
New York Stock Exchange

Marianne M. Jennings
Professor of Legal and Ethical Studies
Former Director, Lincoln Center

Nickolaos G. Travlos
Associate Professor of Finance
Carroll School of Management

Boston College and

University of Pireaus, Greece

Samuel C. Weaver
Associate Professor of Finance
Facully of Finance and Law
Lehigh University

John Jahera
Chairman, Department of Finance
Auburn University

for Applied Ethics
College of Business
Arizona State University

Anpe Jenkins
Durham University Business School

Francois Mallette
Vice President
L.E.K. Consulting

Yong H. Kim
Professor of Finance
College of Business Administration
Universlly of Cinclnnati

Dixie L. Mills
Professor and Interim Dean
College of Business
lliinois State University

Prakash Deo
Associate Professor of Finance
Universily of Houston-Downtown

Stanley Block
Professor of Finance
M.J. Neeley School of Business
Texas Christian University

Deborah Pretty
Principal
Oxford Melrica

George J. Papaioannou
Piofessor of Finance
Co-Director, Merrill Lynch Center for the
Study of Financlal Services and Markets
Frank G. Zarb Schoo! of Business
Hofstra University

CORPORATE FINANCE REVIEW (ISSN 1089-327X) Is published bimanlhly by Warren, Gorham & Lamont, Division of Thomson Reuters, 195 Broadway, New York, NY
10007, Subscriptions: $285.00 a year. For subscription Information, call 1 (800} 950-1216; for customer service call 1 {800)431-9025 Foraign callers (who cannot
use our toll-Iree numbers) should calt (914) 749-5000 or fax (314) 749-5300. We encourage readers lo offer comments or suggeslions to Improve the usefulness of
fulure Issues. Contact Scotl Gates, Edilor, Thomson Reuters, 195 Broadway, New York, NY 10007; (212) 337-4129.

and |pts should be sent 1o this address. While the ulmosl

Copyright © 2010 Thomson Reuters. All rights reserved. No part of Lhis journal may be raproduced In any lorm—by microfilm, xeragraphy, or otherwise—aor incorporated
into any Informalion retrieval syslem without the written parmission of lhe copyrighl owner. Requesls to reproduce materlal contained i this publication should be
addressed to Copyright Clearance Canter, 222 Rosewood Drlve, Danvers, MA 01923, (978) 750-8400, fax (978) 750-4744. Requests to publish materlal or to Incorporale
malerlal Into computerized databases or any other electronic formal, or for other than individual or internal distribution, should be addressed lo Thomson Reuters, 195

Postmasler: Send address changes to CORPORATE FINANGE REVIEW, Thomson Reutars, 117 East Slevens Avenue, Valhalla, NY 10595.

*2 THOMSON REUTERS




