ANNUAL MEETINGS

Preparing for your
next annual meeting
Time is of the essence. A concerted and well-thought-out campaign to assure
high voter response and a comfortable winning margin is essential.
BY

LAWRENCE LEDERMAN AND ROBERT S. REDER

S

TARTING IN 2003, annual meetings of
shareholders will attract extraordinary attention from institutional investors,
shareholder advocacy groups, regulators,
the financial news media, and others. Advance preparation and planning will be crucial.
In the wake of recent accounting scandals and alleged improprieties on the part of corporate executives, new laws and regulations have been adopted
that require, among other things, corporate CEOs
and CFOs to personally stand behind the accuracy
of their companies' financial statements. Moreover,
many institutional and individual shareholders have
seen the value of their investment portfolios shrink
dramatically. These developments have caused the
spotlight of public opinion and political discourse
to be turned brightly on public companies and their
managements, which will intensify as the 2003 annual meeting season gets under way.
A successfiil annual meeting is an opportunity for
management to instill investor confidence and enhance its credibility with shareholders. On the other
hand, an unsuccessful annual meeting at which
management-sponsored candidates and proposals

are approved by only slim margins or, much worse,
are defeated can signal shareholder discontent and
pave the way for a proxy contest and/or hostile
takeover activity. This will be particularly true when
the company's stock has been performing poorly
and its takeover defenses are inadequate. The stakes
are now much greater than ever before.
Management's ability to conduct a successful annual meeting, however, has been complicated by a
number of recent legislative and regulatory developments. In planning for their upcoming and future annual meetings, officers and directors must be
aware of, and decide how to respond to, the following developments.

Director independence
Both the New York Stock Exchange and the Nasdaq
Stock Market have proposed new rules aimed at
strengthening the corporate governance standards
of listed companies and increasing corporate accountability and transparency. Perhaps the most important feature of the proposed new standards is the
requirement that a majority of directors of listed
companies be "independent" (see sidebar, "The
Boundaries of Independence"). According to data compiled recently by the Investor Responsibility Research Center,
the boards of as many as 25% of public
companies do not comply with this requirement. A large number of companies
will therefore need to change their board
composition when the proposed rules
become effective.
While the new director independence
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requirements will not likely result in proxy contests
involving shareholder-sponsored opposition slates,
dissatisfied investors will have the opportunity
under the proxy rules to communicate their discontent with each other and to conduct campaigns
in which they urge other shareholders to "withhold"
their votes from company-nominated slates; in effect, a "no confidence" vote. As a result, technically
uncontested elections may turn into full-blown political campaigns.

Sarbanes-Oxley Act of 2002
There are several provisions of the Sarbanes-Oxley
Act of 2002 that also will impact the choice of director candidates at future annual meetings and attract institutional shareholder scrutiny. Section 301
of the Act requires all companies with shares listed
on a national securities exchange to establish audit
committees consisting solely of independent members who cannot, other than in his or her capacity
as a member of the board, "accept any consulting,
advisory, or other compensatory fee from the issuer" or be an "affiliated person of the issuer or any
subsidiary thereof." The NYSE proposals suggest,
but do not require, that an individual should not serve on
the
audit committees of more
Companies should take
than three public companies.
In addition. Section 407 of
a fresh look at the timelines
the Act directs the SEC to
adopt rules requiring such
they use for their annual
companies to disclose whether
or not their audit committees
meetings.
include at least one "financial
expert" and, if not, the reason
why. Public companies that do not want to risk investor backlash from disclosing that they do not have
at least one financial expert on their audit committees will want to add such a director in the coming
year, if one of their current audit committee members does not qualify.

compensation packages are disclosed in future
proxy statements.

Shareholder approval of equity-hased
compensation plans
In response to institutional investor concerns, the
SEC is expected to approve NYSE and Nasdaq proposals that would extend their shareholder approval
requirements to nearly all equity-based compensation plans. Under the new rules, material amendments also will be subject to shareholder approval
requirements. Of particular note is the fact that option repricings under plans that do not specifically permit repricings will no longer be permitted
without shareholder approval under the proposed
NYSE rules.
Adoption of these proposals will terminate the
ability of companies to adopt "broadly based
plans" for their employees that limit director and
executive officer participation in order to avoid a
shareholder vote. This will result in management
having to plan ahead, and actively campaigning,
for the adoption of equity-based compensation
plans, as well as material amendments, at upcoming annual meetings. Skeptical institutional investors, in particular, will have to be convinced
to lend their support.

The 'routine vote': Voting by
brokers without client instructions

In a development that has not been as widely followed as others, but may foreshadow a trend that
could have a profound impact on voting patterns at
future shareholder meetings, the NYSE has proposed to eliminate the ability of brokers to vote their
clients' shares (no matter the exchange on which
they may be listed or traded) held by the brokers
as nominees in connection with shareholder votes
on all equity-based compensation plans, not just on
larger plans as is currently the case.
The original purpose of the routine vote was to
Clearly, we can expect that it will be even more aid management in satisfying quorum requirements
difficult to identify qualified independent audit on matters not considered to be controversial. Becommittee members, and particularlyfinancialex- cause brokers tend to vote with management on
perts, and convince them to serve on public com- routine matters, however, institutional investors
pany boards than it will be to find independent di- have criticized the bias this rule creates in favor of
rectors generally. Because of the sheer time management proposals.
commitment and increased potential for liability,
As a result of the elimination of discretionary
compensation will become an issue. Boards will broker voting, together with the decision of the
have to walk a fine line, doing what it takes to attract principal stock exchanges to obtain shareholder apand fairly compensate qualified audit committee proval for nearly all equity-based compensation
members while not granting pay packages that plans, management will be required to undertake
cause institutional shareholders and others to ques- unprecedented preparation and solicitation of the
tion the independence of these directors. There is traditionally apathetic retail vote in connection with 1
sure to be much debate on this subject as new board future annual meetings. With institutional holders ?
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becoming increasingly skeptical of equity-based would like to see tbe broker "routine vote" elimicompensation plans, and particularly stock option nated in many more circumstances. For instance,
plans, management will no longer be able to count brokers currently can vote witbout client instrucon tbe brokerage community to belp tbem secure tions on amendments to a company's certificate of
incorporation to increase tbe number of sbares of
sbarebolder approval.
Wbile tbis is important, it migbt just be tbe tip of stock available for issuance by boards witbout a
tbe iceberg. Tbere are a number of institutional sbarebolder vote. A cbange in tbis rule would greatinvestors and sbarebolder advocacy groups wbo ly complicate management's task in obtaining ad-

The boundaries of independence
Both the NYSE and Nasdaq have proposed
new, more restrictive definitions of "independence."
The NYSE,forthe most part, has embraced
a general definition that requires boards of
directors to consider all relevant facts and circumstances in determining whether a director has a "material relationship" with the listed company (either directly or as a partner,
shareholder, or officer of an organization that
has a relationship with the company) that
would preclude the director from being considered independent.
The NYSE proposals do not provide a definition of "material relationship" but instead
express a preference for boards to make such
independence determinations broadly with
consideration for all relevant facts and circumstances. Some relationships which could
be material underthe NYSE proposals include
"commercial, industrial, banking, consulting,
legal, accounting, charitable and familial relationships (among others)."
Those relationships which would per se fail
to meet the independence standards underthe
NYSE proposals, subject to a five-year coolingoff period, include (1 ) former employees of the
listed company or its independent auditors, (2)
former employees of any company whose
compensation committee includes an executive officer ofthe listed company, and (3) immediate family members ofthe foregoing persons.
Existing NYSE rules allow a three-year
cooling-off period and refer only to former
employees of the company as examples of
relationships that are not considered independent.
Nasdaq, on the other hand, proposes to
tighten its existing definition of Independence
(which, like the NYSE definition, is currently
used only in connection with audit committee
membership) in numerous respects to exclude:

• A director who receives (or who in the last
three years has received) payments (including
political contributions) from the company in
excess of $60,000 annually other than as compensation for board service,
• A director who is an executive officer of
either a for-profit or a not-for-profit company
to which the company makes payments
exceeding the greater of $200,000 or 5% of
either entity's gross revenues, and
• Subject to a three-year cooling-off period, any former partners or employees of the
outside auditors who worked on a company's
audit engagement, and any executive officer

The potential impact of
these new rules cannot
be overstated.
of another company if an executive officer of
the Nasdaq-traded company served on such
other company's compensation committee (a
so-called interlocking director).
The Nasdaq's designation of director, for
this purpose, includes the director's family
members, a group that has been expanded to
include any person who is related by blood,
marriage, or adoption or shares the same residence.
There has been some delay at the
Securities and Exchange Commission in
approving these new independence requirements, and both the NYSE and Nasdaq have
proposed delaying implementation by listed
companies for a year or more following SEC
approval. This is an idea, however, whose time
has clearly arrived, and public companies may
face pressure from institutional shareholders
to comply sooner
The potential impact of these new rules

cannot be overstated. Many public companies will need to identify and recruit one or
more independent directors to join their
boards. Companies that do not want to
expand the sizes of their boards, and those
that have staggered boards where only onethird ofthe directors stand for election each
year, also will have to decide which directors
will be asked to resign. In some cases, new
board committees will have to be established
and the membership of existing committees
will have to be changed to include more independent directors. This will be a stressful
process. Recruiting and culling members will
require numerous meetings ofthe board,
which management should use as an opportunity to educate the new and remaining
directors as to company prospects and management initiatives. Moreover, it will be important for management to engender confidence
among board members.
Given the current environment in which
directors will be required to devote more time
to their positions and face heightened scrutiny, it will become increasingly difficult to
recruittruly independent directors. Moreover,
institutional investors in particular will closely
examine the candidates standing for election
at future annual meetings and will make themselves heard if they are not satisfied with proposed board slates. One factor they are sure
to consider is the number of other public company boards on which the new candidates and
other incumbent directors serve.
Director compensation packages are also
likely to become an issue, both for directors
who are being asked to take on greater time
commitments and responsibilities and for institutional shareholders who will be wary ofthe
impact of increased director fees on independence.
— Lawrence Lederman and Robert Reder
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ditional share authorizations to fund acquisition,
capital-raising, and takeover defense programs.

Shareholder proposals
SEC Rule 14a-8 requires companies to include proposals sponsored by shareholders in their proxy materials, providing a much simpler and more cost-effective means for small and large shareholders alike
to bring a matter before an annual meeting without
engaging in an expensive proxy solicitation. During
2002, the SEC made it easier for shareholders to
have their proposals relating to executive compensation (including stock option expensing) included
in management's annual proxy statement, rather
than being excluded for falling within the realm of
the company's "ordinary business operations."
The SEC's new position is
There is sure to be much
indicative of a political and
regulatory climate in which
debate as new board
legislators and public agencies
are willing to revise policies
compensation packages
and adopt rules and regulations in the face of public outare disclosed.
cry and political pressure.
And, in the case of Rule 14a8, this is not likely to be limited to proposals dealing with equity-based compensation plans. As noted
in an SEC Staff legal bulletin issued in July, "The
presence of widespread public debate regarding an
issue is among the factors to be considered in determining whether proposals concerning that issue
transcend... day-to-day business matters."
As public suspicion continues to hover over
American companies, the SEC may force companies
to respond to shareholder proposals in additional
areas that were previously considered a part of
ordinary business operations. In September 2002,
then-SEC Chairman Harvey Pitt stated that he
would favor a wholesale repeal of this exception,
which would unleash a flood of shareholder proposals on an infinitely wide variety of topics. If this
occurs, management will have to consider very carefully their positions on institutional investor-sponsored proposals, potentially risking investor backlash if they do not give them their support.

A concerted campaign
In Ught of these developments, officers and directors will have to focus as never before on preparing for an annual meeting they once considered
"routine." Even if no shareholder has proposed an
alternate slate of directors and the proposals to be
voted on by shareholders might once have been
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thought of as unobjectionable, management can no
longer just assume that proxies are "in the mail."
Rather, a concerted and well-thought-out campaign
to assure high voter turnout and a comfortable winning margin is essential. Many ofthe techniques
that have become standard practice in proxy contests will be useful in getting out the vote at technically uncontested annual meetings.
Fortunately, there are a number of concrete steps
that managers can take to improve the likelihood
that they will be able to conduct a successful annual meeting:
1. Advance Planning and Preparation. Public
companies should take a fresh look at the timelines
they use for their annual meetings and factor in
more time for developing the agenda for the meeting, preparing disclosure documents, obtaining SEC
clearance (when necessary), lobbying shareholder
advocacy groups for their support, and soliciting
proxies from shareholders. As a result, the whole
process should begin much earlier than it has in the
past so that management, together with their professional advisers, can begin to evaluate what types
of issues will need to be (or should be) addressed at
the next annual meeting and how best to secure a
favorable vote.
2. Retention of Professionals. Public companies
are generally accustomed to leaving it to their inhouse legal staffs and investor relations departments
to control the preparations for their annual meetings. These individuals will continue to be key players, but given the politically charged environment
in which public companies now find themselves, serious consideration should be given to the retention
of one or more of the following professionals early
in the process:
— an experienced corporate and securities lawyer
accustomed to operating in the rough-and-tumble world of proxy contests;
— a top proxy solicitation firm to help analyze
the shareholder profile, advise on likely voting patterns among institutional and retail shareholders,
interface with advocacy groups such as Institutional Shareholder Services, contact shareholders, and
count and evaluate the actual votes; and
— a public relations firm to help draft shareholder communications and act as a liaison (and
buffer) with the electronic and print media.
«I

3. Understanding Your Shareholder Profile. With
the help of their professional advisers, management i
should analyze the company's shareholder popu-i
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lation in order to get a sense of whether, and how,
institutional and retail holders are likely to vote on
a particular matter. Companies in the past have
shied away from ordering "NOBO lists" (a list of
beneficial owners of the company's stock who do
not object to disclosure of their name and address
by the registered owner of the stock for purposes of
facilitating direct communication on corporate
matters). The fear was that the list would fall into
the hands of would-be dissident shareholders or
hostile acquirers. This position should be reconsidered when there is a perceived need to get behind
the record owners to assure a high voter turnout
and/or a favorable vote. Even in the case of uncontested matters, management can no longer afford
a low voter turnout that signals weakness and invites takeover activity.
4. Consider New "Get-Out-the-Vote" Strategies.
Traditional proxy solicitations involving a single mailing and some targeted telephone calls will no longer
suffice. Working with their professionals, management should consider techniques to increase the likelihood of a high voter turnout and a favorable vote.
Carefully rehearsed, face-to-face meetings with institutional shareholders and shareholder advocacy
groups will in many cases be critical. In addition, electronic voting strategies, including use of the Internet,
are being developed to facilitate voting by retail holders on a timely basis. Many of the leading proxy soliciting firms are developing techniques and programs to take advantage of the new technology.
5. Early Identification of Independent Directors
and Financial Experts. To the extent the revised
NYSE and Nasdaq listing requirements mandate
that a company alter the composition of its board
to include more independent directors, a concerted
effort will be needed to identify appropriate candidates (including, in particular, a financial expert),
obtain their agreement to stand for election to the
board, and convince shareholders to vote for them.
Each candidate will have to be carefully screened to
make sure that he or she passes muster under the
new rules and will be favorably received by institutional investors.
Truly independent individuals may be less willing to serve in the current environment in light of
the increased time commitments, scrutiny, and potential liability, so the process should start much
sooner than in the past. Moreover, corporations that
need to add independent directors but do not want
to increase the size of their boards, as well as corporations with staggered boards, will face the sensitive issue of determining which nonindependent

directors should step down and then securing their
resignations.
In addition, boards will have to decide if they
want to limit the number of audit committees (and,
indeed, public company boards) on which their directors should serve. They will also need to design
compensation packages that will attract qualified
individuals, which may differentiate among directors based on the demands of the committees on
which they serve. Finally, committee assignments
may need to be revisited and new committees established with the appropriate participation of qualified independent directors.
6. Consider Long-Range Needs for Employee
Equity-Based Compensation Plans. Clearly, it will
be more difficult going forward to establish and
amend equity-based compensation plans. There
will be few opportunities under the new NYSE and
Nasdaq rules to structure plans that are not conditioned on shareholder approval, particularly where
senior executives are going to
participate and/or a large
percentage of shares is in- Corporations will face
volved, and brokers will not
be able to vote on these plans the sensitive issue of
without client instructions.
Unless a compelling case can determining which
be made that a new plan is really necessary, it will be dif- nonindependent directors
ficult to convince institutional investors to vote in favor of should step down and then
these plans. This will require
a real selling effort by man- securing their resignations.
agement because shareholder
approval can no longer be assumed. Accordingly, rather than seeking shareholder approval of plans on a piecemeal basis, longrange planning will be necessary; no company will
get many bites at the apple.
7. Take Advantage of Broker "Routine" Voting.
Common sense dictates that a company should utilize the ability of brokers to vote without client
instructions on certain matters to its advantage before the brokers' right to vote is further limited by
the NYSE. For example, a management that foresees the need for additional authorized common
stock should consider submitting such a proposal
to shareholders at an upcoming annual meeting
rather than waiting until some future meeting
when the need might be more acute but the obstacles to passage are greater because brokers are required to obtain instructions from their clients in
order to vote.
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8. Shore Up Takeover Defenses. Although it will
be nearly impossible to convince institutional investors to vote for implementation of a staggered
board or elimination of shareholders' ability to take
___^^^^^^^^
action by written consent in
lieu of a meeting, there are
steps that a board can take,
There are steps that a
without the necessity of obtaining shareholder approval,
board can take, without
to strengthen the company's
takeover defenses. This will be
the necessity of obtaining
particularly important if low
voter turnout or an unfavorshareholder approval, to
able shareholder vote for incumbent
directors or a manstrengthen the company's
agement-sponsored proposal
portends that management
takeover defenses.
does not have the fuU support
^^^^^~^^^^^
of shareholders and the company is therefore susceptible to a proxy contest or
hostile takeover activity.

not always (especially in the case of older plans),
rights plans grant to the board fairly wide discretion
to make such amendments as it sees fit.
In addition, a board is generally permitted to
amend a company's bylaws without shareholder approval. As a result, a board may adopt advance notice bylaw provisions, or upgrade the existing provisions, to make sure that the company has plenty
of advance notice ofa shareholder's intention to
present an alternative slate of directors or submit
other proposals for a shareholder vote at an annual (or special) meeting. Particularly where the routine vote is not available to allow brokers to vote
without instructions on a proposal, low voter
turnout could cause management that does not
have adequate notice of dissenting shareholder initiatives to be surprised with a last-minute proposal that could gain significant support among institutional investors.

For instance, a shareholders' rights plan, more
commonly known as a "poison pill," can be established by a board without a vote of shareholders (assuming sufficient authorized but unissued preferred
or common shares). For companies that have had
rights plans in effect for several years, this is a good
time to review their plans to make sure that they will
operate as intended and contain the latest improvements. Expiration dates, ownership thresholds, and
exercise prices all should be examined. Generally, but

In the current political and economic environment,
a key element ofa company's takeover defenses will
be the holding ofa successful annual meeting. That
being said, in light of new laws, regulations, and interpretations that will attract the attention of shareholders to the annual meeting as never before while
making it more difficult for corporate managers
to assure favorable voting results, advance preparation and planning for annual meetings has become
more important than ever before.
•
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Unprecedented attention

