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In October 2015, leading practitioners in corporate governance law from across North America
convened in New York at the first annual Colloquium of the American College of Governance
Counsel (the "College™). The College is a professional, educational, and honorary association of
lawyers widely recognized for their achievements in the field of governance (the "Fellows").
The mission of the College is to promote a high level of professional standards among
governance lawyers along with a better understanding and broader adoption of best practices
within business organizations.

The Fellows engaged in a wide-ranging debate about the current governance environment and
the factors that have influenced its development — both for better and for worse. The discussion
coalesced around two important points. The Fellows agreed that effective governance promotes
sustainable value (for the long term, rather than the short term). There was also a strong
consensus that in order to position business to operate with a view to long-term value, the
relationships between shareholders (particularly activist shareholders) and boards of directors
must be aligned to support that objective.

1. Context for the Colloquium

The Fellows met in the New York offices of Gibson, Dunn & Crutcher LLP. John Olson (Chair
of the College) opened the conference, followed by comments from Frank Placenti (President of
the College). Mr. Olson and Mr. Placenti discussed the College's mission and the contributions
the College and its Fellows can make to advance governance practices. Carol Hansell introduced
the issues that the Fellows were being asked to address during the Colloquium. The results of
the Fellows' deliberations are set out in this paper.

Discussions at the Colloquium were informed by the thoughts of four of the College's founding
trustees. Ira Millstein provided opening comments, which included responses to issues raised
by Larry Sonsini in a keynote address delivered to the American Law Institute in May 2015.°

This paper was prepared by Hansell LLP (Carol Hansell, Audrey DeMarsico and Frédéric Duguay) with
important contributions from Jay H. Knight (Bass, Berry & Sims PLC), Julia Lapitskaya (Gibson, Dunn &
Crutcher LLP), Toby D. Merchant (Squire Patton Boggs (US) LLP), Andrea Reed (Sidley Austin LLP) and
John Mark Zeberkiewicz (Richards, Layton & Finger, PA).

Opening Remarks by Ira M. Millstein, American College of Governance Counsel Inaugural Fellows'
Colloquium, Offices of Gibson, Dunn & Crutcher LLP, 200 Park Avenue, New York, Friday, October 30,
2015, http://www.amgovcollege.org/events.html [Millstein Remarks].

Larry W. Sonsini, The Corporate Governance Landscape, Keynote Address, ALI Life Member Class
Luncheon (May 19, 2015) [Sonsini Address].
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Holly Gregory* presented Mr. Millstein's comments, along with her own observations on the
issues raised by Mr. Millstein and Mr. Sonsini. The Fellows also had the benefit of a recent
article by Martin Lipton.® The themes that emerged from these comments and articles are
discussed in Section 2 below.

With the stage set, the Fellows participated in small group discussions of current and forward-
looking trends in corporate governance. They discussed a range of issues facing governance
practitioners and their clients including shareholder engagement, challenges to traditional models
of governance, management of risks, and an increasingly complex regulatory and enforcement
environment. The themes that emerged from these discussions are discussed in Section 3 below.
The Colloquium closed with a keynote address by Delaware Supreme Court Chief Justice Leo E.
Strine, Jr.® An overview of Chief Justice Strine's remarks is set out in Section 4 below. Section 5
recommends a role for the College to play in realigning the relationships between boards and
shareholders in order to create sustainable value in corporations and to benefit society as a
whole.

2. Setting the Stage for the Colloquium
@) Lipton Article

The College set the stage for the Colloguium with a selection of pre-reading materials, which
included Martin Lipton's article "Will a New Paradigm for Corporate Governance Bring Peace
to the Thirty Years’ War?"” Mr. Lipton compared the decades-long conflict between shareholder
activists and boards with the Thirty Years' War of the 17" century. He framed the corporate
governance war as one between activist shareholders battling for a more shareholder centric
model of governance and corporations seeking to preserve the board-centric approach to
governance. In 1985, advocates of the board-centric model won several important victories in the
courts, while at the same time proponents of the shareholder-centric model were making progress
on other fronts. The struggle between these two sides continues today. Mr. Lipton's article
proposes a resolution to this ongoing conflict.

Mr. Lipton characterizes the two decades leading up to the 1985 decisions of the Delaware court
in Unocal and Household® as a period in which corporate raiders were able to develop
increasingly aggressive tactics, with public companies lacking the time or means to defend

4

Remarks of Holly J. Gregory (summarizing and reacting to Ira M. Millstein keynote), American College of
Governance Counsel Inaugural Fellows' Colloquium, Offices of Gibson, Dunn & Crutcher LLP, 200 Park
Avenue, New York, Friday, October 30, 2015 [Gregory Remarks].

Martin Lipton, Will a New Paradigm for Corporate Governance Bring Peace to the Thirty Years' War,
October 2, 2015 [Lipton Article].

"Securing our Nation’s Economic Future: A Sensible, Nonpartisan Agenda to Increase Long-Term
Investment and Job Creation in the United States,"” Keynote Address by Leo E. Strine, Jr., American
College of Governance Counsel Inaugural Fellows' Colloquium, Offices of Gibson, Dunn & Crutcher LLP,
200 Park Avenue, New York, Friday, October 30, 2015, http://www.amgovcollege.org/events.html [Strine
Keynote].

Lipton Article, supra note 5.

8 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985); Moran v. Household International, Inc.,
500 A.2d 1346 (Del. 1985).
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against those tactics. The conflicting interests of corporate raiders and their public-company
targets were resolved in favor of the directors of those companies. The Unocal decision upheld
the power of the board to reject, and take action to defeat, a hostile takeover bid. The Household
case affirmed the legality of the poison pill. The board-centric model of governance had been
validated.

However, 1985 was also a year of new beginnings for advocates of shareholder-centric
governance. Mr. Lipton writes that they "...began their campaign to defy practical experience
and reject the views of the people to whom we look not just to manage our great public business
corporations, but to manage them in a manner designed to achieve the kind of success that leads
to growth of the value of their businesses and their shares and the concomitant growth of GDP
and the Nation's economy over the long term".® In 1985, both the Council of Institutional
Investors ("CII™) and Institutional Shareholder services ("ISS") were created. "Ever since, ISS
has been allied with CII and has routinely supported corporate governance proposals approved
by CII and designed to promote shareholder-centric governance”. In 1994, the Department of
Labor directed ERISA plan investment managers to exercise their voting authority in the
interests of plan members (without clarifying that those interests could be long-term in nature).
Several years later, the Securities and Exchange Commission (the "SEC") stated that this duty
could be satisfied by voting in accordance with predetermined policies (and the
recommendations of third parties such as proxy advisors) and required institutional investors to
disclose how they vote on proxy issues. These developments resulted in growing reliance by
institutional investors on the recommendations of proxy advisory firms. Finally, Mr. Lipton
catalogued the regulation of corporate governance by Congress, the SEC, and stock exchanges.
The net effect of legislative and regulatory actions over the past thirty years has been, he writes,
the creation of "...an environment in which corporate governance of public companies is highly
regulated and there is little or no restraint on the tactics employed by activist hedge funds".

The Peace of Westphalia ended the Thirty Years' War and created a new paradigm for the
governance of Europe.*® Similarly, Mr. Lipton proposed that a new paradigm for corporate
governance could resolve the continuing tensions between advocates of the board-centric and the
shareholder-centric forms of corporate governance. Specifically, he suggested that a more
reasonable balance could be restored through recognition that the proper goal of good corporate
governance is creating sustainable value for the benefit of all stakeholders; resistance to the push
for legislation, regulations or agency staff interpretations that place more power in the hands of
investors with short-term perspectives; and inclusion in any new legislation or regulation of
appropriate protection to companies.™*

(b) Sonsini Address

The text of the keynote address delivered by Larry W. Sonsini to the American Law Institute,
titled "The Corporate Landscape"*? in May 2015 provided further context for the discussion at

Lipton Article, supra note 5 at 3.

10 Lipton Article, supra note 5 at 1.

1 Lipton Article, ibid at 7.

12 Sonsini Address, supra note 3.
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the Colloquium. In this address, Mr. Sonsini discussed the changes in the governance landscape
over the last ten years that have contributed to shareholder activism with multiple agendas. He
highlighted seven key factors that have contributed to this change:

o the status of stock ownership (including the consolidation of ownership among a small
group of large institutions and asset managers);

o the size and diversity of institutional investors;
« the proliferation of derivatives, synthetic securities and hedging transactions;
« the continued influence of proxy advisory firms;

o the politicizing of the boardroom (mainly as a result of limits on broker non-votes,
majority voting in uncontested elections, the proxy access debate and mandatory say on
pay votes);

o scrutiny of "contextual” director independence; and

« the growth of corporate governance regulation (including the federalization of corporate
law through SOX and Dodd-Frank).

Mr. Sonsini described the activist market environment (including the capital available to activists
and increased willingness of "long only" investors to become more active) as well as the
increasingly sophisticated activist playbook (including multi-year campaigns; enlisting and
incentivizing high-quality directors as nominees and a willingness to incur substantial expenses
in pursuit of their objectives). All of this, Mr. Sonsini noted, has led to a debate about both the
short-term and long-term effects of shareholder activism. Hedge fund activists will argue that
they are prompting greater focus by CEOs on maximizing shareholder value and on business
metrics. Critics believe that activism discourages investment (for example, by reducing capital
spending or increasing debt to fund stock buybacks and dividends). Mr. Sonsini described the
unsuccessful bid by Trian's Nelson Peltz for seats on the board of Dupont as a classic example of
this debate. Trian was successful in winning support from some leading institutional investors,
but was ultimately defeated by Dupont's strong corporate performance, enhanced transparency
and effective communications with its shareholders.

Mr. Sonsini offered detailed commentary on what the changes in the corporate governance
landscape mean for boards of directors. Among other things, he recommends that boards
recognize that activism is well-funded, sophisticated and committed and that activist agendas are
broad and largely issue-driven. Directors should expect greater tension in the boardroom
between long-term value creation and short-term value creation and that greater emphasis on
shareholder communications will demand greater transparency on long-term strategic plans and
more direct contact between directors and shareholders.*?

(c) Opening Remarks by Millstein and Gregory

In his opening remarks, Mr. Millstein responded to many of the issues raised by Mr. Sonsini in
his address. Like Mr. Sonsini, he noted that there are problems in the current governance

13 Sonsini Address, ibid. at 7-10.
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environment that need to be addressed and highlighted several of these problems to inform the
discussions of the Fellows during the Colloquium.

Mr. Millstein drew the Fellows' attention to the double-agency problem created by an investment
chain permeated with misaligned interests and conflicting motivations. Intermediaries such as
pension funds, hedge funds and mutual funds frequently have interests that conflict with the
interests of their beneficiaries. Directors must sort through these various agendas and determine
how they should proceed in the interests of the corporation as a whole.

In addition, Mr. Millstein discussed the legal standard to which directors are subject (with
deference of the courts to prudently-made business decisions) and the market standard, which
often seems to afford little deference to the work of the board. He notes that market pressure can
be positive if knowledgeable, or disruptive if not. Boards need to take a deeper look at market
pressure (since few shareholders vote with full knowledge of the board's actions). Like Mr.
Lipton and Mr. Sonsini, Mr. Millstein was critical of proxy advisors who have "somehow
convinced the market that they in fact know what is best for each and every corporation™ as well
as passive investors who blindly follow the voting recommendations of proxy advisors.™

Mr. Millstein's remarks then turned to the role of the Fellows, as trusted advisors to boards, in
addressing the issues that have contributed to the misalignment of relationships in corporate
governance. These observations are discussed in Part 5 of this paper.

Ms. Gregory delivered Mr. Millstein's remarks on his behalf and elaborated on them. She
recommended that the Fellows encourage directors to build trust relationships with investors
through transparency and engagement, in the hopes that investors would default to a presumption
that directors know best the business and are making business decisions on an informed basis
and with the good-faith belief that the decisions will serve the best interests of the corporation.
She concluded by saying "Just as in the judicial review context, such a presumption built on trust
grounded in transparency may be our best hope of dialing back the unrelenting pressures and
unreasonable expectations that our board clients are under, with potential for long-term benefit to
the broader economy."**

3. Colloguium Discussion

Building on the pre-reading materials and the opening remarks, the discussion among the
Fellows also focused on the governance conditions that will promote sustainable corporate
enterprise value. The substances of the Fellows' discussions is set out below.

@) Culture of Short-termism

The Fellows discussed the factors that contribute to the continuing focus on short-term
performance in many corporations. Some of those factors are not new. Quarterly reporting gives
investors, analysts and media a regular scorecard that encourages a focus on short-term results,
rather than long-term value. Chief executive officers and other corporate managers feel the

1 Millstein Remarks, supra note 2 at 5-6.

Gregory Remarks, supra note 4 at 5-6.
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pressure to meet short-term expectations or risk comprising the corporation's stock price (as well
as the knock-on effects for shareholder value and executive compensation).

Many of the Fellows noted that communications and commentary about corporate performance
have been further accelerated by social media. Some Fellows noted that corporate
communications need to catch up and do things faster as well. Others noted that this challenges
the ability of management and the board to fulfil duties to take the time to make thoughtful
decisions. Several of the Fellows noted that some corporations are learning that they must be
prepared to use these new channels of communication. They are positioning the corporations and
their strategies in a manner that allows investors to better understand the corporations' priorities.

Marketplace demands for short-term results often conflict with the long-term interests of the
corporation. The same is true of the activist agenda. Boards may succumb to demands by certain
investors to return capital to shareholders, for example, at the expense of capital investment that
will support growth and stability for the corporation.

The Fellows also noted that much of the academic research on corporate governance and
shareholder issues is supported and funded by activist investors and the plaintiff’s bar. As a
result, the published research in the area of corporate governance and shareholder issues is at risk
of being skewed, and it is difficult for corporate boards to find statistical support for their sides
of various arguments.

There are signs of greater focus on the long-term. Long-term investors such as pension funds
prioritize sustainability in their investment decisions. Demographic changes were also discussed
by the Fellows, with reference in particular to the millennial generation focusing on social issues.
Fellows discussed whether boards should consider the interests of stakeholders other than
shareholders.

(b) Increased Influence of Shareholders on Corporate Decisions

The Fellows focused much of their discussion on the impact on governance of increased
shareholder influence on corporate decision making. Many spoke to the benefits of increased
shareholder engagement. The resulting dialogue between corporations and their investors is a
positive development. Boards and management have more opportunity to explain the strategic
considerations and to explain the reasons for their decisions. This heightened accountability has
also caused directors to be more engaged and to ask good questions, and it has led to positive
procedural changes such as executive sessions of non-management directors. There was a
general view that aggressive stockholder activism will continue, due largely to the super-normal
returns that some activist funds are producing. While disruptive and often focused on short-term
gains over long-term sustainability, activism was not viewed as a categorically bad thing for
corporate governance. In light of the threat of activism, directors are holding themselves and
their fellow directors to higher standards. Some of the Fellows stated that boards should be able
to consider other interests when making decisions, such as the impact on communities,
employees and the environment.

The board is a lightning rod for activist criticism. The ability of activists to garner support for
short-term actions (such as dividends and major transactions) puts pressure on boards to consider
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these alternatives, even when they are not aligned with the corporation's strategy. Fellows noted
the dangers inherent in substituting activist priorities for actions that the board and management
believe are in the best interests of the corporation. Fellows noted investors do not have the
information and experience that would enable them to govern a corporation as well as a
properly-appointed board. While investors and proxy advisors may be helpful in developing
guidelines for boards to take into consideration, they do not have the level of experience and
contextual information that would allow them to make the best decisions about how to govern
specific corporations. It was also noted that investor influence is often exercised, not by ultimate
beneficial owners, but by intermediaries in the chain of share ownership, whose objectives do not
necessarily coincide with the best interests of the ultimate investors they are supposed to
represent. This is discussed in the next subsection.

Fellows noted that shareholders do not have monolithic interests. Their separate interests are
often at odds with one another, especially in an activist context. There are a number of factors
that influence shareholder decisions. As outlined by Mr. Sonsini, institutional investors range in
size and have different investment time horizons, investment strategies, holding periods and
levels of active engagement with the companies they own.'® In addition, passive investments
such as exchange-traded funds and index funds are on the rise. Taken together, these factors
create pressure for high immediate investment returns. As a result, investment managers
increasingly focus on short-term results and use short-term investment strategies designed to beat
benchmark indexes, while the interests of human investors are generally aligned with long-term
growth. Simply put, the concern shared by the Fellows is that investment managers and other
intermediaries are not always fulfilling their role as active owners.'” Large index managers, such
as Vanguard, Blackrock and State Street are acutely aware of this issue and are responding by
trying to be “passive investors but active owners."*?

There was some discussion of the implications of the interests of a shareholder not being aligned
with the interests of the corporation. Fellows noted the incidence of negative voting and empty
voting as an example of misalignments between voting and economic interests that distorts the
corporate model and impacts shareholders' confidence. Others noted situations in which a
company amasses shares in a competitor and makes a demand for records.

Some jurisdictions have introduced proposals to reward long-term shareholders with additional
voting rights, tax incentives, loyalty dividends or loyalty shares. Fellows noted that some of
these proposals have been criticized by companies as well as shareholders for being overly
protectionist and deviating from the one share one vote principle. Some Fellows also raised the
example of required holding periods for proxy access proposals as another way to favor
shareholders with a long-term perspective on the company.™ A more radical solution to the
16

Sonsini Address, supra note 3..

o Barton and Wiseman.

18 “Reinventing the deal", The Economist, October 24, 2015, at 22.

1 For example, Fellows referred to the Boardroom Accountability Project initiative launched by New York

City comptroller Scott M. Stringer in November 2014, where 75 proxy access shareowner proposals were
filed to request bylaw amendments to give shareowners who meet a threshold of owning three percent of a
company for three or more years the right to list their director candidates, representing up to 25 percent of
the board, on a given company's ballot. The proposals were subject to shareowner votes during the 2015
proxy season.
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conflict issue could be to impose fiduciary duties on investors (i.e., as an owner of the business,
you have a duty to act in the best interest of the business). The opportunity to participate in the
profits of the corporation as shareholder would be accompanied by an obligation to exercise
shareholder rights in the best interest of the institution. While this may seem extreme, Delaware
courts have held that liability for breach of fiduciary duty extends to shareholders who
effectively control the corporation.”

The Fellows also noted that proposals supported by activist investors and large institutional
shareholders, such as proxy access proposals, are being adopted by more and more companies
and this is likely to continue. Some speculated that proxy access would quiet activist investors
and noted that such proposals effectively give the activist investors and large institutional
shareholders some of what they have been seeking, which is a hard-wired mechanism for access
— and that threat/opportunity to act will cause them to be generally less active. Those who
thought that the increasing use of proxy access would lead to more activity by such investors
noted that these investors will use all tools available to them, and that once a firm process was
put in place they would take full advantage of the opportunities presented by such processes. In
any event, the participants agreed that proxy access was contributing to more “noise” for
corporate boards and that the current state of play in regards to proxy access was a good example
of boards and investors not listening to each other.

Fiduciary duty was also discussed. There was some concern expressed that Delaware courts put
too much emphasis on shareholder interests without necessarily clearly defining what is meant
by those interests. The general consensus was that the focus should be on the “long-term health
of the enterprise,” which is effectively a proxy for the interests of long-term investors.
Participants agreed that directors are not “representatives” or “agents” of shareholders.

(© The Double-Agency Problem

Many Fellows commented that there is a need to review the governance of institutional investors.
The Kay Review in the UK found that the principal issues in the investment industry are the
decline of trust relationships and the misalignment of incentives throughout the investment
chain.?* In the context of investment, trust implies transparency and stewardship. In the United
Kingdom, major institutions are required to "comply or explain” their principles of engagement
under the UK's Stewardship Code. The International Corporate Governance Network has also
begun a consultation process to develop a Global Stewardship Code to complement codes in
different markets around the world.?* Other examples raised to promote trust and transparency
include large asset owners and managers publishing their voting policies and disclosing their
intentions prior to casting their votes. Some Fellows also noted that compensation incentives for
investment managers may not be aligned with the interests of the ultimate investors. For

2 In re Ezcorp Inc. Consulting Agreement Derivative Litigation, 2016 WL 301245 (Del. Ch. Jan. 25, 2016) at
9.

John Kay, The Kay Review of UK Equity Markets and Long-Term Decision Making Final Report (July
2012) [Kay Review].

2 ICGN Global Stewardship Code Member Consultation, November 2015:
https://www.icgn.org/sites/default/files/ICGN%20Global%20Stewardship%20Code%20Consultation%20F
INAL%20November%202016.pdf

21
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example, compensation structures such as a 2% management fee and a 20% annual performance
fee may not promote long-term performance and forward-looking behaviors.

(d) The Influence of Proxy Advisory Firms

As Mr. Lipton explained in his article, proxy advisory firms have gained influence because
institutional investors can fulfil regulatory requirements by voting in accordance with their
recommendations.?® Larger institutional shareholders with in-house resources use their services
as benchmarks, but others lack the resources to do this. Therefore, many investors rely too
heavily on their recommendations, which may not be tailored to the context in which specific
corporations operate.

A study conducted by the Conference Board, NASDAQ, and the Rock Center for Corporate
Governance at Stanford University concluded that proxy advisory firms are an important
influence on executive compensation plan design.* The study found that over 70% of directors
and executive officers reported that their compensation programs were influenced by the
guidance or policies of proxy advisory firms.?® Some Fellows commented that disregarding
proxy advisory firms' recommendations carries tremendous risk—and the consequences have
grown more severe with the adoption of majority voting standards and policies. This encourages
boards to govern based on the guidelines and voting recommendations of proxy advisory firms
rather than on the boards' own considered business judgment. The manner in which proxy
advisory firms formulate their voting guidelines and make their recommendations leads to a
check-the-box approach to corporate governance, which does not necessarily promote
shareholder value in every case. For example, boards are under pressure to make changes to
their executive compensation programs that they may not consider necessary. Fellows agreed
that this "checklist mentality” for board governance does not promote sustainable value.

The Fellows discussed the imbalance that results from boards having little opportunity, if any, to
effectively engage with proxy advisory firms. Many felt that a vacuum of engagement among
proxy advisory firms and corporate boards existed and that, even if there were more
opportunities for corporate boards to engage with proxy advisory firms, most corporate boards
do not have the "clout” and/or resources for such engagements to be effective or meaningful.
Moreover, the small number of corporate boards that may actually have such "clout” and
resources for such engagement is not sufficient to act as a voice for all public companies (nor
would they be able to adequately represent all relevant interests of corporate boards).

Fellows emphasized the need to not focus simply on winning over proxy advisory firms.
Instead, boards should seek to build long-term relationships with their largest shareholders,

2 In 1994, the Department of Labor directed ERISA plan investment managers to exercise their voting

authority in the interests of plan members. Several years later, the SEC stated that this duty could be
satisfied by voting in accordance with predetermined policies (and the recommendations of third parties
such as proxy advisors) and required institutional investors to disclose how they vote on proxy issues:
Lipton Article, supra note 5 at 6,

o David F. Larker, Allan L. McCall, and Brian Tayan, The Influence of Proxy Advisory Firm Voting

Recommendations on Say-on-Pay Votes and Executive Compensation Decisions, The Conference Board
(March 2012).

» Ibid.
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rather than with the "market" and its agents. Many Fellows also believe the SEC should take a
more active role in overseeing proxy advisory firms by regulating the management of conflicts of
interests and the procedures for making vote recommendations. For example, ISS faces its own
conflicts of interest, given that it runs both a consulting business (directed to companies) and a
proxy advisory business (directed to institutional investors).

(e) Board Issues

The Fellows discussed a wide range of issues relating to the evolution of board composition and
practices. As a general matter, Fellows agreed that there have been many positive developments.
Board members are more engaged. Procedural changes (including executive sessions) contribute
to frank discussion among non-management directors. In addition, the role of the general counsel
plays a more central role in the governance of most corporations.

Many noted that boards are becoming more diverse. The old-style boards composed of
individuals friendly to the CEO are being replaced with boards composed of true independents.
While the change has been incremental rather than dramatic, it has been consistent. Fellows
commented that this development has had a positive influence on business. Newcomers to
boards bring a fresh perspective and often challenge longstanding assumptions.

Despite the benefit of new voices on boards, Fellows did not view mandatory retirement ages or
term limits as necessary or advisable. Review of board composition and director contribution on
a regular basis leads to higher-performing boards, in the view of many of the Fellows, without
sacrificing valuable board members to arbitrary rules.

Fellows generally agreed that focus on diversity among the board members and executives will
continue to grow since corporations are still falling short of having a diverse boardroom or c-
suite. Fellows noted that search firms need to contribute to addressing this issue — they often
present the same list of the same individuals when corporations are looking for new board
members and executives. The efforts of one search firm in particular were discussed; that firm
presents companies with a diverse list as a matter of course. That used to not be the case and is
viewed as a positive change. Fellows expect to see more of those types of changes as focus on
diversity continues to increase. Fellows also discussed the meaning of “diversity.” Some felt
that first and foremost the focus should be on gender diversity in part because other types of
diversity (such as ethnic diversity) are much broader categories (i.e., there are many different
ethnicities) while others preferred consideration of all types of diversity.

Fellows also discussed the need to focus on the quality and the timeliness of the information
provided to the board. The general counsel, together with outside counsel, can play a significant
role in ensuring that boards receive information in an appropriate form and in a timely manner.
The manner in which the information is presented is important. Consideration should be given to
whether, for example, a narrative executive summary would be more useful than a 150-page
slide deck filled with dense graphs and charts.

There was some discussion about whether mandating the separation of Chair and CEO would
improve governance of US corporations. Some Fellows felt that the separation of these positions
contribute to greater independence in the board's oversight of management. However, other
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participants questioned whether mandating the separation of these positions would remove the
flexibility of boards to make a determination based on unique facts and circumstances. Fellows
noted that Canada has achieved this separation through an evolution of market practice, not
because of a mandate. In addition, Fellows pointed out that an active and involved lead director
and regular executive sessions of non-management directors are also an effective means of
promoting active oversight of the corporation’s business and affairs.

Fellows also discussed the extent to which personal liability is a concern for directors. Several
Fellows referred to recent opinions issued by the Delaware courts that highlight the difficulty
that plaintiffs face in obtaining a judgment holding directors personally liable for breach of
fiduciary duty. For example, claims against individual directors in mergers and acquisitions
litigation were dismissed at an early stage of the proceeding, due to the presence of provisions of
the certificate of incorporation exculpating them against monetary damages for personal
liability,?® while the board’s financial advisors remained in the case as defendants in connection
with plaintiffs’ claims for aiding and abetting the directors’ breach of the duty of care.?” Many
noted that the threat of personal liability is not the only factor motiving director conduct. If
anything, directors have become more serious about their roles in managing and directing the
business and affairs of the corporation. Directors care deeply about their reputations, and the
threat of having their conduct criticized in a published opinion, even if they ultimately would not
be held personally liable for monetary damages, tends to focus their attention.

Finally, there were discussions about the need for greater awareness of governance issues at the
management level. Many governance mistakes have been due to integrity failures further down
the management chain that were not adequately addressed. These issues were not in the larger
strategic view of corporate governance, but arose in implementation. Supply chain management
is a good example. The board will have less direct involvement in this issue than, for example,
in capital allocation decisions, but both are critical from a risk management standpoint. Both
demand governance processes that protect the organization.

Management governance is especially important in large, multi-national companies. When a
company reaches this level of global complexity, there was some concern that it might not be
possible for a board that meets five to eight times per year to effectively govern it. For an
example of a governance failure on a multi-national board, consider In re Puda Coal, Inc.
S’holders Litig.,® in which a board of a company with substantial operations in China was
criticized because no one on the board had ever been to China or spoke the language.

()] Role of the Regulators and Legislators

Fellows discussed the impact on boards of legislative governance regulations, including those
stemming from Sarbanes-Oxley and Dodd-Frank. The general consensus was that

% 8 Del. C. § 102(b)(7) (permitting corporations to include in their certificates of incorporation a provision

exculpating directors against monetary damages to the corporation and its stockholders for breaches of the
directors’ duty of care).

In re TIBCO Software Inc. S’holders Litig., 2015 WL 6155894 CV 10319-CB (Del. Ch. Oct. 20, 2015); In
re Zale Corporation Stockholders Litigation, 2015 WL 5853693 CV 9388-VCP (Del. Ch. Oct. 1, 2015).

2 C.A. No. 6476-CS (Del. Ch. Feb. 6, 2013).

27
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Sarbanes-Oxley and other regulatory regimes were not imposing undue burdens on boards or
directors or adversely affecting the general functioning and effectiveness of boards, although
serving as a director now involves significantly greater commitment of time. Overall
management and direction of the business is handled at the plenary meetings of the board, where
it more appropriately belongs. Many of the compliance roles have been delegated to committees
of the board charged with overseeing specific roles, including examining enterprise risk,
cybersecurity, financial risk and other matters. While there may have been some initial shock
from Sarbanes-Oxley, most sophisticated boards have developed policies and procedures to meet
the demands. The board’s advisors, including the auditors and outside counsel, serve an
important role in ensuring that those procedures are implemented appropriately and that the
processes are managed efficiently. The Dodd-Frank governance mandates, primarily related to
executive compensation and social issues (conflict minerals, resource extraction payments and
pay ratios) were criticized by a number of Fellows.

The perspectives of the Fellows on the appropriate role of the SEC in corporate governance
moving forward were mixed. Some believed the SEC should take a more active role in
improving corporate governance through discipline of proxy advisory firms and other
rulemaking initiatives, while others believed that the SEC’s role should be to “level the playing
field” and remain neutral on these issues. There was general consensus among participants that
the universal ballot initiative would be helpful to the proxy voting process. Some Fellows feel
that the increasing number of statutory and regulatory corporate governance requirements and
practices designated as "best practices” by various governance organizations become a
distraction. Layering best practice upon best practice blunts the effect of those practices on a
corporation's governance. Finally, Fellows were concerned with pressure on the SEC to
incorporate social issues (such as the Citizens United controversy) into its agenda.

Fellows noted that many of the developments in corporate governance over the last 20 years had
been spearheaded by Congress. They agreed that many of these developments have had a
positive effect, but are wary of the tendency of Congress to seize on particular trends in
corporate governance and mandate them with immediate effect. Given the thought devoted to
governance at the corporate level and the input from a range of stakeholders, Fellows do not
believe that there is need for further congressional intervention on governance matters at this
time.

4. Keynote Address

In his keynote address, Chief Justice Strine considered whether the incentive system for the
governance of American corporations optimally encourages long-term investment and
sustainable policies, and therefore creates long-term economic and social benefit for American
workers and investors. He noted that the investment horizon of the ultimate beneficial
stockholders — ordinary Americans who are saving to pay for their retirements and their
children’s education — is long. This horizon is much more aligned to the interests of corporate
managers who run businesses than that of the direct stockholders, namely investment managers
who are under strong pressure to deliver immediate returns at all times. Chief Justice Strine
proposed a specific agenda to address this incentive system and the alignment of interests
between the investment horizon to optimally run a business and that of the ordinary investors. He
also proposed a policy agenda to promote a sustainable, long-term commitment to economic
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growth in the United States, including reforming approaches to taxation and investment policies
to address infrastructure and climate change and to promote the competitiveness of American
industry.

In support of his agenda to encourage long-term growth, Chief Justice Strine referred to the
Overcoming Short-Termism report issued by the Aspen Institute in 2009, in which CEOQs, leading
corporate lawyers, and non-profit and foundation leaders embraced the principles of creating
market incentives to encourage patient capital; clarifying, enhancing, and rigorously enforcing
the fiduciary duties of financial intermediaries to better align the interests of the intermediaries
and the long-term interests of investors; and giving investors greater and more timely
information about the interests of activists who seek to influence corporate policies.”

On the topic of corporate governance specifically, Chief Justice Strine noted the problems within
the investment chain and outlined three policy proposals to reform the incentives of and enhance
the fiduciary accountability of institutional investors.

First, Chief Justice Strine discussed the need for the most rational investors to think and be
heard. He noted that the most rational investors who are best positioned to vote in the long-term
interest, index funds, are the least active in the corporate governance debate. Although larger
funds have systems in place to make voting decisions, these decisions are made on an issuer by
issuer basis and may likely be influenced by outside proxy advisory firms. In the past, this has
led to index funds voting both yes and no on the same merger. To promote sustained stockholder
value, the most rational investors must represent their investors more faithfully in the corporate
voting process. Chief Justice Strine describes this as "the need for the now powerful institutional
investor community to mature, and to strike a more sensible balance for those they represent."*
Modest steps in that direction would include:

e requiring index funds to do their own thinking and vote in a manner that is consistent with
the investment philosophy of their investors;

e precluding index funds from relying upon proxy advisory firms that do not provide index-
specific guidance;

e requiring mutual funds that accept 401(k) and college saving investments to have voting
policies that take into account long-term interests of their investors.®*

Second, Chief Justice Strine discussed the need to make more appropriate investment
opportunities available to investors focused on long-term gains. He noted that most of the
investment products offered to 401(k) investors are not well-tailored to their investment
horizons. The long-term investment approach is more akin to private equity funds and, as such,
the private equity industry may be incentivized to develop investment vehicles in which ordinary
investors could participate.

2 Aspen Institute, Overcoming Short-Termism: A Call for a More Responsible Approach to Investment and

Business Management (2009).

% Strine Keynote, at 39.

3 Strine Keynote, supra note 6 at 20.

s Strine Keynote, ibid. at 21-23.
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Third, Chief Justice Strine discussed the need to reduce the number of votes so that good
decisions can be made and unnecessary costs can be avoided. He noted that the present system
involves too many votes for the institutional investor community to consider and address
thoughtfully. In this respect, if institutional investors continue to be mandated to vote on every
proposal, it is important that institutional investors be permitted to vote in a manner consistent
with their investors' interests. In this respect, he noted that institutional investors should be
permitted to make a considered decision as to when to vote, including the categorical decision
that they will not vote on certain types of proposals.*

Chief Justice Strine also proposed a number of measures that could relieve some of the pressures
that shareholders have been imposing on boards and allow directors more room to exercise
judgment.

These measures included the following:

e atriennial vote on executive compensation;>*

e a triennial approach to proxy reimbursement at companies without a classified board, and a
by-laws stipulation that proxy reimbursement would only be available to a proxy contestant
whose slate achieved victory or a credible percentage of the vote;*

e filing requirements that would give the voting electorate more information about the
economic interests of activist stockholders proposing to influence and alter corporate
business strategies; *°

e astandard form of poison pill for companies without classified boards;*’

e arequirement that fiduciaries under ERISA authorize law suits only after a vote by the fund
trustees and a decision that the litigation raises an important economic or corporate
governance issue of materiality to the fund and that the costs of litigation are outweighed by
the benefits of the litigation to the fund beneficiaries;*® and

e support for the development of the benefit corporation model, which gives corporate
managers the ability to take a more long-term approach to corporate investment that better
balances the interests of investors in long-term growth and society in business practices that
do not externalize costs to workers, the environment, or consumers.*®

Chief Justice Strine proposed that these measures would better align all the critical elements of
our corporate governance economic system around the common and sensible objective of

8 Strine Keynote, ibid. at 24-26.
i Strine Keynote, ibid. at 26.

® Strine Keynote, ibid. at 33.

Strine Keynote, ibid. at 35-37.
s Strine Keynote, ibid. at 38-39.
% Strine Keynote, ibid. at 40-41.
% Strine Keynote, ibid. at 41-42.

36
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increasing our national prosperity through fundamentally sound, sustainable approaches to
investment and business planning.

As a final comment, Chief Justice Strine stated that the United States should commit to an active
international agenda to work with partners in the European Union and the Organization for
Economic Cooperation and Development ("OECD") to globalize the managed form of capitalism
that has made their member states both prosperous and socially responsible. Many of the
measures he proposed to encourage long-term investment could be a model for other
jurisdictions to use in addressing their own concerns about short-termism. However, the United
States should also call for globalized regulatory standards protecting workers, consumers, and
the environment, so as to reduce incentives to send jobs, assets, and operations to jurisdictions
with lower standards.**

5. Thoughts for the Future of Governance

There was a strong consensus during the Colloquium discussions that an organization's
governance is a key determinant of whether its business is managed for short term results or for
the creation of sustainable value. There was also broad agreement that in order for governance
practices to better support long term value objectives, the relationships between shareholders
(particularly activist shareholders) and boards of directors must be re-aligned.

Fellows noted that directors can contribute to better alignment with shareholders by using
transparency and shareholder engagement to build trust. Many noted the outsized influence of
proxy advisory firms on corporate governance practices and decisions and recommended clear
disclosure and open lines of communications with investors as important tools for companies to
counter this influence. Among things, this will facilitate shareholder understanding and support
for governance practices that directors believe are best suited for the organization (but which do
not align with the views of the proxy advisory firms. Improved dynamics between boards and
shareholders (particularly long term shareholders) can also help companies resist opportunistic
attacks on their governance by hedge fund activists. If a company's governance and strategy is
well understood by their shareholders, there will be less opportunity for activists to seize the
corporate agenda.

Turning to shareholders, Fellow recommended that shareholders understand and accept that they
cannot be as informed as the boards of directors of the corporations in which they invest. In
order for a board to be able to manage the corporation and its business in the interests of all
shareholders, the shareholders must be prepared to rely on the directors they elect. It is in the
interests of shareholders to invest in building relationships of trust with organizations to which
they look for the creation of sustainable value.

40 Strine Keynote, ibid. at 44.
4 Strine Keynote, ibid. at 45-48.
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