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The Current Environment

Top Issues from the 2009 NACD Governance Survey

Financial oversight moved up four places in 2009. Risk
oversight placed 6™ in terms of importance, up eight spots
since 2008.

1.Strategic Planning

2. Corporate Performance

3. Financial Oversight

4. CEO Evaluation

5. CEO Succession




The Current Environment

An Improving Market, an Uncertain Future

* Recovery looms, legislation also
— Signs of an improving market
— A cascade of legislation affecting corporate governance

— Populist atmosphere in the Beltway

* Executive compensation under scrutiny



The Current Environment

Executive Compensation in the Spotlight
* New scrutiny on bank executives regarding pay practices

 New compensation oversight practices

— Treasury Department, Special Master for TARP Executive
Compensation Kenneth Feinberg

— The Federal Reserve


Presenter
Presentation Notes
Kenneth Feinberg is the “Compensation Czar” appointed by Obama and is in charge of overseeing compensation for the 7 TARP companies receiving extraordinary assistance.
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The Treasury’s Compensation Determinations

» Base salaries

— Cash is capped at $500,000, remaining base salary to be paid in
company stock

« Stock is immediately vested
However...

« Stock may only be sold in 1/3 installments beginning in 2011,
unless TARP is repaid earlier


Presenter
Presentation Notes
The rulings cover the highest-paid 25 employees at each of the seven heavily aided companies: 
Citigroup Inc., 
Bank of America Corp., 
American International Group Inc., 
General Motors Co., 
GMAC Inc., 
Chrysler Group LLC and 
Chrysler Financial.
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The Treasury’s Compensation Determinations (cont’d)

 Incentive Compensation

— Paid In restricted stock

* Requires achievement of objective goals set in consultation with the
Special Master

— Achievement of goals must be certified by each company’s
compensation committee

 Incentive awards paid only if employee stays with company for 3
years

« Award will not be paid unless company repays its TARP obligations


Presenter
Presentation Notes
Incentive compensation with achievement of objectives: These awards, must be payable in the form of restricted stock that will be forfeited unless the employee stays with the company for at least three years following the grant, and may be only redeemed in 25% installments for each 25% installment of TARP obligations are repaid.
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The Treasury’s Compensation Determinations (cont’d)

* Additional restrictions
— Perquisites capped at $25,000
— Golden parachutes

» Restrictions extended beyond top 5 employees to top 20 employees
— SERPS

 Additional accruals prohibited



The Current Environment

The Federal Reserve

* The Federal Reserve is initiating two programs to review pay
practices of both large and smaller banking organizations

— Review of 28 large, complex banking organizations

— Also, review practices at community/regional banks

* Bank regulators will review each firm’s pay practices to
determine “consistency with the principles for risk-appropriate
Incentive compensation”

» Banks set their own compensation, but give the Federal
Reserve veto power over pay practices


Presenter
Presentation Notes
The Fed’s proposal includes two supervisory initiatives. One, applicable to 28 large, complex banking organizations, will review each firm's policies and practices to determine their consistency with the principles for risk-appropriate incentive compensation set forth in the proposal. These firm-specific policies will be assessed by supervisors in a special "horizontal review," a coordinated examination of practices at the 28 firms. The policies and practices adopted by these firms in response to the final supervisory principles will become a part of the supervisory expectations for each firm and will be monitored for compliance.

Second, supervisors will review compensation practices at regional, community, and other banking organizations not classified as large and complex as part of the regular, risk-focused examination process. These reviews will be tailored to take account of the size, complexity, and other characteristics of the banking organization.

The Fed's proposed rules have wiggle room: The guidelines would let banks set their own compensation but give the Fed veto power over pay practices that it determines could threaten the safety and soundness of a bank. 



The Current Environment oo siocnonor

The Federal Reserve’'s Review Process

e Large banking organizations must provide information on:
— The structure of the organization's current incentive comp.
— Processes the organization uses to oversee comp. arrangements

— Plans for improving the risk-sensitivity of comp. arrangements
and related risk management controls and corporate governance
practices.

« Community and regional banking organizations

— The Fed will review comp. arrangements as part of the risk
management review process during the regular risk-focused
examination process


Presenter
Presentation Notes
The Federal Reserve may take supervisory action as appropriate if the organization
fails to develop, submit, or adhere to an effective plan designed to ensure that the
organization’s incentive compensation arrangements do not encourage excessive risk-taking
and are consistent with principles of safety and soundness. Such action may
include the establishment of appropriate limitations on the organization’s incentive
compensation awards or payments to help ensure that the organization’s incentive
compensation arrangements do not pose a threat to the safety and soundness of the
organization.



The Current Environment oo siocnonor

The Federal Reserve’s Pay Principles

* Incentive compensation arrangements at banks should:

— Provide employees incentives that do not encourage excessive
risk-taking beyond company’s ability to manage risk

— Be compatible with effective controls and risk management

— Be supported by strong corporate governance, including active
and effective oversight by the organization’s board of directors

Boards should oversee incentive comp. arrangements

Boards should monitor performance, regularly review comp. design

Composition & resources of board should permit effective oversight

Disclosure practices should support safe and sound comp.
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Presenter
Presentation Notes
As part of the review for larger banking organizations, the banks will have to provide relevant timetables and plans for improvising the risk-sensitivity of its incentive compensation arrangements and related risk management, controls, and corporate governance practices.  As part of the review process for all banking organizations, the Federal Reserve will assess the potential for incentive compensation arrangements to encourage excessive risk-taking, the actions an organization has taken or proposes to take to correct deficiencies, and the adequacy of the organization’s compensation-related risk management, control, and corporate governance processes.

Compensation oversight will apply to executives and non-executives who may expose the firm to material amounts of risk.

Board of Directors:
“Comp committees should be composed solely or predominantly of non-executive directors.  If the board does not have such a compensation committee, the board should take other steps to ensure that non-executive directors of the board are actively involved in the oversight of incentive compensation systems.”


The Current Environment

Hitting Bottom?
e Have we hit the Great Recession’s bottom?
 Job losses eased
 The Dow’s amazing recovery

* Negative housing market trends may be moderating
— Housing prices in the US climbed 5% in Q2

Recovery looms, but...

11


Presenter
Presentation Notes
January job losses—741,000
February—681,000
March – 652,000
April – 519,000
May – 303,000
June– 443,000
July – 247,000
August—216,000
September—263,000 slight spike in September, down overall


The Current Environment

A Cascade of Legislation and Regulations
« Shareholder Bill of Rights Act of 2009 (Schumer)
« Shareholder Empowerment Act (Peters)
« Compensation Fairness Act (Frank)
* Investor Protection Act (Treasury)
« Corporate Governance Reform Act (Ellison)
» Cap Executive Pay Act (McCaskill)
« Excessive Pay Shareholder Approval Act (Durbin)
 Stock Option Deduction Act (Levin)

* Various regulations from the SEC
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Presenter
Presentation Notes
The Compensation Fairness Act is the only bill that has passed any Congressional body (passed by the House).  The other bills have either stalled in committee or were dead on arrival like the Investor Protection Act (The Obama Treasury bill).  The Compensation Fairness Act will likely see some action in November and likely pass by the Senate in November/December.  However, due to issues like Healthcare and Iraq/Iran, the Senate is less concerned with Banking issues and Schumer’s bill is not expected to be discussed until 1Q 2010.  Final legislation on the issue—legislation passing both House and Senate—is probable but not guaranteed.  As the economy improves, less focus will be on these issues.  Regulation from the SEC may supplant the need for Congressional action.

An omnibus type bill may include any corporate governance legislation in early 2010.  The governance reforms may be bundled with the financial regulatory changes sought by the administration.  The House began committee discussions on financial regulatory changes in mid-October.   
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Major
Introduced by Action Expected Debate | Expected Passage
Shareholder Bill of H 2010 1 20107
Rights Sen. Schumer Q1 201 Q :
Compensation " Passed / 5 20107
Fairness Act Rep. Fran House Nov/Dec 2009 Q1 2010~
Cap Executive Pa
oy Y| sen. Mccaskill N/A
ct
Shareholder A
Empowerment Act Rep. Peters N
Excessive Pay
Shareholder Act Sen. Durbin N/A
Corp. Governance
Reform Act Rep. Ellison N/A
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Presenter
Presentation Notes
Several of these bills are unlikely to pass or even enter debate.  Nearly all bills are stuck in committee.  The only bills that have seen some movement are the Frank bill and Schumer bill.  The Schumer bill has not seen any movement but debate is expected in early 2010.

Schumer’s bill may be pushed back to second quarter 2010, the first quarter estimation is optimistic.  The timeframe of these bills may be affected largely by the economy or shareholder outrage due to huge bonus announcements in 2009, early 2010.


The Current Environment

Possible Legislative Proposals

« Say-on-pay  Restrictions on severance pay

* Proxy access * Independent comp. committees

* Use of independent comp. » Use of chief risk officers
advisors » Clawbacks of unearned

* No classified boards compensation

e Limits on compensation e Limits on deductions for stock

option compensation
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Additional SEC Regulations and Proposals

« Current Regulations

— Elimination of broker discretionary voting (NYSE rule 452)

* Proposals

— Increased disclosure for the following:
« Overall compensation policies and impact on risk-taking
« Stock and option awards for executives
 Director and nominee qualifications
« Company leadership structure

» Board’s role in the risk management process

— Proxy access
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Presenter
Presentation Notes
Elimination of Broker Discretionary voting
On July 1, 2009, the SEC approved by a 3-2 vote amendments to NYSE rule 452 and section 402.08 of the NYSE listed company manual that eliminate broker discretionary voting in uncontested elections of directors, other than for companies registered under the Investment Company Act of 1940. The amendments are effective for shareholder meetings held on or after January 1, 2010. 
�The amendments respond in part to criticism of the NYSE by institutional shareholders and shareholder activist groups that the allowance of broker discretionary voting in director elections, which has historically been heavily in favor of the nominees proposed by boards of directors, had the effect of diluting "just vote no" campaigns and other efforts to marshal opposition votes to incumbent directors that fell short of a full-blown proxy contest. �
SEC Proposed Rule 33-9052. Proxy Disclosure and Solicitation Enhancements
The SEC has moved consideration of proxy access to late first quarter of 2010.  According to Commissioner Walter:
“At this stage in our review process, I have doubts that we will be in the position to make a truly informed judgment about these rules and be able to take final action in November (as some have speculated). Although I can't give you a definitive date, I expect we will likely move forward and consider an adopting release sometime in early 2010.  This means of course that final rules are not likely to be in place at the beginning of next year's "proxy season.“

These are rules to enhance the compensation and disclosure registrants are required to make about: their overall compensation policies and their impact on risk taking; stock options awards of executives and directors; director and nominee qualifications and legal proceedings, and company leadership structures.
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Still on the SEC agenda

* Increased regulation of market professionals and
Intermediaries

— Register hedge fund advisers and hedge funds

— Increased disclosure around asset-backed securities
— Increased disclosure from credit rating agencies

— Restrictions on money market funds

— Increased information regarding municipal securities

* “Proxy plumbing”
— NOBO/OBO rules
— Over and empty voting
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Presenter
Presentation Notes
Mary Schapiro outlined these changes on the agenda at the Spring meeting of the Council of Institutional Investors.  While other things on the SEC agenda have been addressed, such as proxy access, this has yet to be touched.
Hedge funds:  SEC wants to apply a fiduciary standard of conduct to the financial services professionals who provide investment advice.  The fiduciary standards won’t keep everyone out so they’re planning a regulatory program as well. 
Asset-backed securities: CFTC and SEC harmonization should help fill potential gaps that certain financial products fell through last year. Regulatory responsibility for securities-related OTC derivatives would be divided between the SEC and the CFTC. The CFTC would have regulatory authority over other OTC derivatives. 
Credit rating agencies:  SEC proposed a rule to highlight “ratings shopping” by requiring companies to disclose not just a particular rating but all other preliminary ratings received as well. Proposed on Oct. 7
Municipal bonds:  The Commission wants to place disclosure obligations not on local government issuers, but the intermediaries who buy/sell them.  Recent SEC proposals require disclosure of variable rate demand obligations and ratings downgrades.
Proxy plumbing
Recent statements by SEC commissioners indicate that the SEC may look into changes of NOBO/OBO rules and over and off voting.
“To further our goal of improved corporate governance, our staff is also taking an in-depth look into proxy voting mechanics (such as over and empty voting) and shareholder communications issues (including the "NOBO/OBO" distinction), a project we refer to as "Proxy Plumbing.”  Commissioner Walter
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Possible Rating Agency Reforms from the SEC
» Greater information concerning ratings histories
» Stronger compliance programs and enhanced disclosure

* Require disclosure of information including what a credit rating
covers

 Remove exemption for NRSROs from being treated as experts
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Presenter
Presentation Notes
The SEC’s Mary Schapiro addressed the following issues for rating agency reforms on September 17, 2009.  Specifically, the following six items related to NRSROs (nationally recognized statistical rating organizations ) are being considered:
A recommendation to adopt rules to provide greater information concerning ratings histories — and to enable competing credit rating agencies to offer unsolicited ratings for structured finance products, by granting them access to the necessary underlying data for structured products.
A recommendation to propose amendments that would seek to strengthen compliance programs through requiring annual compliance reports and enhance disclosure of potential sources of revenue-related conflicts.
A recommendation to adopt amendments to the Commission's rules and forms to remove certain references to credit ratings by nationally recognized statistical rating organizations. (This has become a final SEC rule)
A recommendation to reopen the comment period to allow further comment on Commission proposals to eliminate references to NRSRO credit ratings from certain other rules and forms.
A recommendation to require disclosure of information including what a credit rating covers and any material limitations on the scope of the rating and whether any "preliminary ratings" were obtained from other rating agencies — in other words, whether there was "ratings shopping"
A recommendation to seek comment on whether we should amend Commission rules to subject NRSROs to liability when a rating is used in connection with a registered offering by eliminating a current provision that exempts NRSROs from being treated as experts when their ratings are used that way.

Recommendations from Financial Reform: A Framework for Financial Stability by the Group of Thirty, chaired by Paul Volcker, January 15, 2009
Users of risk ratings, most importantly regulated users, should be encouraged to restore or acquire the capacity for independent evaluations of the risk of credit products in which they are investing
Risk ratings issued by the NRSROs should be made more robust, to reflect the risk of potential valuation losses arising not just from default probabilities and loss in the event of default, but also from the full range of potential risk factors (including liquidity and price volatility)
Regulators should encourage the development of payment models that improve the alignment of incentives among the providers of risk ratings and their clients and users, and permit users to hold NRSROs accountable for the quality of their work product.
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Financial Stability Board (FSB)
* International financial regulators from the largest economies

 Creates standards to guide financial institutions in executive
pay, capital requirements, hedge funds, and tax havens

 FSB may become a financial overseer of all G-20 economies

* Will likely have strong influence on U.S. regulation of exec.
comp

 FSB wants compensation closely tied to corporate governance
and risk management

19
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CEO Succession Planning

» Departures down for six straight months, small uptick in
August

— 101 CEOs left in August; 105 left in September*
 CEO departures are down 17% from 2008 levels
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*Challenger, Gray, and ‘

Christmas, Inc.
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Presenter
Presentation Notes
CEO turnover in the first quarter of 2009 is the lowest level since 2005.  The first quarter saw 309 CEO departures from both public and private organizations.  
2008 was the record high with 371 CEO departures in the first quarter alone.  
Companies may be attempting to maintain more stability at the highest ranks, hoping continuity will help them get through the downturn.

Studies suggest that insiders outperform outsiders.  According to the annual Booz Allen annual CEO Succession report. “The Performance Paradox” by Per-Ola Karlsson, Gary L. Neilson, and Juan Carlos Webster, Strategy+Business issue 51, Summer 2008  Insider CEOs outperformed outsider CEOs in 2007 and over the 10 years of the study.


| I'\NACD'
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* Legislation and regulation is going to happen — it is a
matter of “when” not “if”

 There is an opportunity to lessen government
intervention if the director community shows it is doing
Its part.

 Boards can minimize the negative implications of new
rules by taking proactive measures now.

www.nacdonline.o2d
4/17/2009
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Leading the Way: Directors Strengthening Corporate

Governance
NACD’s Campaign to Restore Public and Investor Confidence

« NACD’s campaign is about helping boards of directors
actively lead in the process of restoring confidence

e |t calls upon every board and director to review current
corporate governance practices and to commit to
ongoing board development, using the NACD Key
Agreed Principles for the Governance of U.S. Publicly
Traded Companies as a framework

www.nacdonline.o2@
4/17/2009


Presenter
Presentation Notes
NOTE TO SPEAKER – The following is provided as background for you in the event of questions about each item. The recommendation is to provide only a brief overview. 

Enhanced Proxy Statement/Form 10-K Disclosure Requirements
SEC to consider enhancements in June 2009
Proposal may require additional disclosures concerning:
Director qualifications
A board’s rationale for its leadership structure
How a company manages risk, both in general and in the compensation-setting area
Compensation approach, consultant conflicts, relationship to risk taking
Proxy Access
SEC to consider proxy access in May 2009 looking at the proposals offered in 2003 & 2007 
Delaware Law - Bylaws may provide procedures for proxy access, including
Minimum record or beneficial stock ownership or duration of ownership by the nominating stockholder
Submission by the nominating stockholder of specified information
Eligibility requirements based on the number of proportion of directors nominated by stockholders
Preclusion of nominations by any person if they have acquired or proposed to acquire a specified percentage of the corporation’s voting power within a specified period
The nominating stockholder must indemnify the corporation for any loss arising out of any false or misleading info submitted by the nominating stockholder
Reimbursement conditions may include
Eligibility requirements based on proportion of directors nominated by the stockholder seeking reimbursement 
Provisions tying the amount of reimbursement to the proportion of votes cast in favor of one of the stockholders’ nominees, or the amount spent soliciting proxies
Limitations concerning cumulative voting
Proposed amendment to NYSE Rule 452
Rule currently allows brokers to vote on “routine” proposals if the owner has not provided voting instructions
Amendment re-classifies director elections as “non-routine”
Proposed amendment applicable to proxy voting for shareholder meetings held after January 1, 2010





A Call to Action

1. Download, Share & Schedule

— Add the Principles to the agenda of an upcoming nominating &
governance committee meeting

2. Discuss and Review

— Compare your board’s practices with the Principles using the
worksheet in the Boardroom Discussion Guide — can your
processes be aligned with the Principles for a greater
competitive advantage?

3. Commit and Connect

— Commit to ongoing board development, and let NACD know
when you’ve completed your review so we can demonstrate
that collectively, directors are taking action

www.nacdonline.org/directorchallenge
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The Key Agreed Principles

* Provide a consistent framework for reviewing governance
practices

* Represent areas of consensus among board, shareholder and
management organizations — boards can use them with
confidence.

* Are intended to improve the quality of boardroom discussion
and debate around the most critical areas of governance

« Support flexibility and reject “box-ticking”

24



Improve Your Own Board’s Effectiveness
* better board process and information flow
* Increased strategic engagement

 clearer expectations among all parties in the governance process.

An Alternative to Prescriptive Solutions

* You'll also be demonstrating to policymakers and shareholders
that governance and oversight excellence must and will be led
by directors themselves.

25
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3000+ downloads of Campaign materials

 All members of Congress have received copies of
NACD’s Key Agreed Principles

« Home Depot, Aetna, UnitedHealth and other boards
have adopted the NACD Key Agreed Principles

1B media impressions of the Campaign, including WSJ,
NYT, CNN, MSNBC

26
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e Your board can minimize the negative implications of
new rules by taking proactive measures now.

 Boards that engage with the Principles will benefit from

Improved effectiveness, better communication, and
more.

We urge you to get involved in the

Director’s Challenge today

27
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* The NACD Key Agreed Principles: a framework, not a
prescription

e Discussion Guide: in-boardroom discussion of the Principles

« White Papers: fresh thinking on executive compensation, risk
oversight, corporate strategy and transparency

 NACD’s Board Advisory Services: in-boardroom evaluations
and education

e Blue Ribbon Commission Reports: deep dives into
recommendations for specific topics

28



Resources

Recommendations from the 2009 BRC Report on Risk
Governance

* Encourage management to pursue risk as a means to
generate sustainable corporate value or performance

» Ensure that full boards have primary responsibility for risk
» Establish acceptable levels of volatility for each business unit
» Understand the aggregate impact of risk exposure

* Make sure the board culture encourages dynamic interaction

29
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Presentation Notes
Recommendations from the 2009 BRC Report on Risk Governance
Encourage management to pursue risk as a means to generate sustainable corporate value or performance
Ensure that full boards have primary responsibility for risk
Establish acceptable levels of volatility for each business operation
Understand the aggregate impact of risk exposure
Make sure the culture of the board encourages dynamic interaction	
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