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U.S. Securities and Exchange Commission
100 F Street, NE

Washington, D.C. 20549
Subject: Facilitating Shareholder Director Nominations, File No. S7-10-09
Dear Ms. Murphy:

The Shareholder Communications Coalition (“Coalition”)' appreciates the
opportunity to comment on the proposal by the Securities and Exchange Commission
(“Commission”) to facilitate shareholder director nominations.

The Coalition will not be presenting a formal position on the proposed rule
amendments regarding director nominations by shareholders. Instead, this comment
letter will respond to the Commission’s request for comments regarding “additional or
different changes; or [o]ther matters that may have an effect on the proposals contained in
this release.”

The Need for a Comprehensive Review of the Proxy System

The Coalition strongly supports the Chairman’s statement on July 1, 2009,
announcing that the Commission will commence a comprehensive review of the proxy
voting and shareholder communications system this year. The commencement of this
review was also re-affirmed in: (1) recent Congressional testimony by Meredith Cross,
Director of the Division of Corporation Finance, on July 29, 2009; and (2) recent
correspondence sent by the Chairman to the Coalition, on August 11, 2009.

! The Shareholder Communications Coalition (“Coalition”) comprises five associations: the Business
Roundtable, the National Association of Corporate Directors, the National Investor Relations Institute, the
Securities Transfer Association, and the Society of Corporate Secretaries & Governance Professionals.
Information about the Coalition and its activities is located on the Internet at
www.shareholdercoalition.com.

2 Facilitating Shareholder Director Nominations, Release Nos. 33-9046; 34-60089, 74 Fed. Reg. 29,024, at
29,062 (June 18, 2009) (hereinafter “Proposing Release™).

3 Meredith B. Cross, Protecting Shareholders and Enhancing Public Confidence by Improving Corporate
Governance, U.S. Senate Subcommittee on Securities, Insurance, and Investment (July 29, 2009), available
at http://www.sec.gov/news/testimony/2009/ts072909mbc.htm; and Letter from Mary L. Schapiro,
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For the reasons set forth in this letter, the Coalition does not believe that the
Commission should move forward with any additional proxy proposals, including its
proposal to facilitate director nominations by shareholders, until the Commission: (1)
completes its intended examination of the proxy system; and (2) promulgates new
regulations to modernize and reform this cumbersome and expensive system.

Close Votes in Election Contests Are a Significant Regulatory Issue

For many years, the substantial majority of corporate elections were resolved by a
large vote margin. Over the last decade--primarily as a result of increased shareholder
activism, new regulatory requirements, and strengthened corporate governance standards
--the environment that a public company operates in has changed substantially.
Unfortunately, as corporate elections have become more competitive (and important
decisions are resolved by closer vote margins), a number of significant flaws in the proxy
system are now being identified. Before further corporate governance improvements can
be achieved, the Commission needs to address these flaws, many of which are the result
of outdated federal proxy rules.

In its Proposing Release, the Commission re-affirmed its long-standing goal of
ensuring that the federal proxy rules serve shareholder interests:

The SEC’s mission is investor protection, and we believe that investors are
best protected when they can exercise the rights they have as shareholders,
without unnecessary obstacles imposed by the federal proxy rules.’

Documented evidence by academic researchers and the news media indicate that a
large number of close proxy votes have occurred over the past decade. And a confluence
of several different factors that are impacting the proxy system--including short selling,
the use of derivative products, and the inability of share tabulators to be able to ensure an
auditable and verifiable vote count--are only going to become more significant problems
if the Commission adopts new regulatory proposals that will further burden the current
proxy process.

In an examination of 97 contested proxy contests between 2000 and 2006, Yale
Law Professor Yair Listokin found that more than half of the contests were decided by
“close votes,” defined as a margin of under 20 percentage points.” In an earlier study of
shareholder proposals between 1997 and 2004, Professor Listokin found 605 close votes,

¢ Proposing Release at 29,027.

7 Yair Listokin, Corporate Voting vs. Market Price Setting, Yale Law & Economics Research Paper No.
362, July 3, 2008, available at http://ssrn.com/abstract=1112671; See also Yair Listokin, Does Shareholder
Voting Maximize Stock Market Value?, Unpublished Paper, Apr. 3, 2008, available at

http://www.law.stanford.edu/display/images/dynamic/events media/Yair%20Listokin%20Paper.pdf. The

Coalition takes no position regarding Professor Listokin’s recommendations for reforming the proxy voting
rules in his academic articles, including any recommendation on the issue of shareholder access to the
corporate ballot.
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and short positions will receive requests for proxy voting instructions for
too many shares.”?

In the course of a two year examination (2002-2003) of this broker-dealer’s proxy
operations by the Division of Member Firm Regulation of the New York Stock Exchange
(“NYSE”), 23 instances of over-voting were uncovered, out of 27 instances tested.** The
over-votes ranged from 31 shares to 2,152,721 shares.*’ Given that this examination
involved only one broker-dealer, the potential magnitude of this problem within the
brokerage industry appears to be very significant for any close vote in a shareholder
proposal or a director election.

A similar examination was conducted by the NYSE on the proxy operations of
three other broker-dealers in 2006, with similar results.*®

After these NYSE examinations were conducted, the securities industry adopted
guidelines to address this reconciliation problem.*” However, these industry guidelines
do not require the broker-dealer to reconcile long and short positions before a proxy
mailing takes place, in order to ensure an accurate list of eligible voters before proxy
instruction forms are mailed out.*®

The proxy voting process should be fully transparent and verifiable, starting with
the compilation of a reconciled list of beneficial owners eligible to vote and ending with
the final tabulation of votes cast at a shareholder meeting. Brokers and other financial
intermediaries should be required to reconcile their share positions as of the record date
for each shareholder meeting, in order to avoid distributing proxies to ineligible
shareholders and to avoid discrepancies in tabulating final vote counts. Additionally,
vote counts should be auditable and capable of third party verification--an important level
of checks and balances that cannot be achieved under the current system--so that a
validation of the final tabulation of votes of both registered and beneficial owners can
occur.

4. Proxy Administrative Services. Another area of concern is the fact that brokers
and banks all use the same service provider to provide proxy processing services to
public companies and investors. Under current Commission rules, public companies pay

43 Id,
“1d. at 6.

45 Id.

% Kara Scannell, How Borrowed Shares Swing Company Votes, The Wall Street Journal, Jan. 26, 2007
(“In June [2006], UBS Securities, Goldman Sachs Group Inc. and Credit Suisse Securities agreed to pay a
total of $1.35 million, without admitting or denying wrongdoing, to settle similar NYSE charges.”).

*7 Suggested Practice Guidelines for Proxy Processing, Securities Industry Association, Sept. 2006,
available at http://www.shareholdercoalition.com/SIA SuggestedPracticesforProxyProcessing906.pdf.

* Id. at footnote 11 (“Participants must decide if they are going to reconcile their customer’s votable
positions before or after (Pre or Post) the ballot mailing. Both methods are suitable as long as there is
correct supervision, and impartial allocation methods that are fair and equitable among all clients in the
event that the amount of shares the holder is entitled to vote needs to be adjusted.”).
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for the proxy processing services provided by this service provider and its broker-dealer
clients. Public companies have no choice in selecting the service provider, exert little or
no control over the services that are actually provided, and have no direct ability to
negotiate the fee structure.” As a result, there is little accountability or economic
incentive to change the system.

In a 2006 report, the NYSE Proxy Working Group recommended that the
NYSE consider commissioning a study to review: (1) the entire shareholder
communications and proxy voting system, for the purpose of recommending a plan to
change the current system into a free market model, with service provider competition
and unregulated fees; and (2) the effect of amending current NYSE Rules to allow
individual issuers to negotiate reimbursement fees with banks and brokers for delivery of
shareholder communications to beneficial owners.*®

5. Proxy Advisory Firms. Another unaddressed problem is the role of proxy
advisory firms. Many institutional investors use these firms to help them vote their
proxies in corporate elections. These firms offer vote recommendations on proposed
corporate directors, as well as company and shareholder proposals. They wield enormous
influence on these matters.

Unfortunately, proxy advisory firms are not subject to any required disclosures or
oversight regarding their ability to control or influence the outcome of a vote. Asa
result, the Coalition concurs with the recommendation of the NYSE Proxy Working
Group that the Commission should examine the role of proxy advisory firms because
these firms make voting recommendations and decisions over corporate shares which
they do not own, or have an economic interest in.’!

The Coalition believes that the Commission should consider developing a
regulatory regime for proxy advisory firms, with appropriate disclosures and regulation.
And, given the enhanced influence of proxy advisory firms now that the proposed
amendment to NYSE Rule 452 has been approved by the Commission, any Commission
review of the proxy advisory system needs to take place before January 1, 2010, the
effective date of amended Rule 452.

* Under the current system, a single service provider operates through contracts with brokers and banks
and has its fees for proxy processing services approved by the NYSE and the Commission. Each issuer
then pays these fees.

%9 Report and Recommendations of the Proxy Working Group to the New York Stock Exchange, June 5,
2006, at 29, available at http.//www.nyse.com/pdfs/PWG REPORT.pdf.

*! Id. at 6 (“While the Working Group recognizes that some of these groups have played an important role
in the proxy process in recent years, the Working Group also believes that there is the potential for possible
conflicts and/or other issues given the multiple roles such groups may have in the proxy system.
Accordingly, the Working Group recommends that the NYSE request the SEC to study the role these
groups play in the proxy voting process.”).

>2 On July 1, 2009, the Commission approved a proposed amendment to NYSE Rule 452. Under the
amendment, an uncontested election of corporate directors will no longer be considered a “routine” matter,
thereby prohibiting brokers from voting shares without receiving instructions from beneficial owners.
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As a part of this review, the Coalition recommends the Commission consider a
recently released study on the proxy advisory industry by the Millstein Center for
Corporate Governance and Performance.” In this study, the Millstein Center concluded
the following:

[TThis briefing finds that the proxy voting system in the US and other
markets is chronically subject to criticism that it is short on integrity
sufficient to ensure trust. Parties involved are institutional investors,
agents such as proxy advisory services, and intermediaries charged with
transmitting ballots. Threats include conflicts of interest, opacity,
technical faults in the chain by which ballots are transmitted, and a
shortage of resources devoted to informed decision-making.”*

The Millstein study goes on to recommend the following remedies for the proxy
advisory system:

e Proxy advisory firms should endorse and comply with an industry-wide code
of professional ethics, including a general ban on a vote advisor performing
consulting work for any comyany on which it provides voting
recommendations or ratings;>’

e Institutional investors should endorse and follow guidelines on their own
governance produced by the International Corporate Governance Network;
and

¢ Institutional investors should report to clients or beneficiaries at least annually
on their voting policies and voting records. Institutional investors also should:
(1) regularly review voting policies to ensure they are fit for purpose; (2)
identify, manage and disclose real or potential conflicts of interest on a regular
basis; and (3) determine the level and quality of resources necessary and
appropriate to deliver vote recommendations and decisions that are in line
with their voting policies.

The Millstein study also commented on the overall problems with the current
proxy voting and shareholder communications system:

53 Meagan Thompson-Mann, Policy Briefing No. 3--Voting Integrity: Practices for Investors and the Global
Proxy Advisory Industry, The Millstein Center for Corporate Governance and Performance, Mar. 2, 2009,

available at
http://millstein.som.yale.edu/Voting%20Integrity%20Policy%20Briefing%62002%2027%2009.pdf.

54
Id. at 3.
> Id. A proposed code of ethics for the proxy advisory industry is attached as Appendix A to Millstein

Policy Briefing No. 3.
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Further complicating the process, depending on the market, there can be a
dizzying array of intermediaries, standing between the beneficial owner
and the issuer, including custodian and sub-custodian banks, brokers,
tabulators and registrars. Any break in this lengthy chain could lead to a
discrepancy between the shareowner’s stated voting intention and the
outcome. There is no real incentive to remove or streamline these layers,
as each link stands to benefit economically from being a part of the voting
process. As one [study] participant stated, ‘In fact, there’s probably
reason to resist change, because once you create standards that make it
easier for issuers and investors, potentially, to communicate, then what
happens to the guy in the middle, right?’56

In its conclusion, the Millstein study called on the Commission to “em7pane1 a
high-level independent review aimed at modernizing the US proxy system.” >

The Coalition’s Recommendations for Reforming the Proxy System

To help facilitate Commission and NYSE review of the proxy voting and
shareholder communications system, the Coalition has prepared a Discussion Draft on
Public Company Proxy Voting. This Discussion Draft outlines the Coalition’s initial
recommendations for how to reform the proxy system. A copy of the Coalition’s
Discussion Draft was sent to the Commission on August 4, 2009, and another copy is
attached to this comment letter.

Conclusion

The Commission should consider delaying adoption of its shareholder director
nominations proposal until the proxy voting and shareholder communications rules can
be evaluated, modernized, and reformed. The Commission’s approval of NYSE Rule
452 has had the effect of increasing the influence of institutional investors over individual
investors; and the proposal to allow these same institutional investors--including pension
and mutual funds--to nominate directors in a company’s proxy materials will only add to
this imbalance.

A shareholder nomination process that operates in a proxy voting system that
cannot produce an accurate and verifiable vote count will do little to improve the overall
corporate governance system. The Commission’s proposed nomination process also will
have to operate in a system where certain institutional investors are able to exploit
regulatory gaps in current federal rules, in order to influence or manipulate the outcome
of a board election. And, finally, a proxy access proposal that does not provide issuers
with an efficient and effective means for communicating with their beneficial owners will

%1d. at 11.
1d. at 3.
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only exacerbate investor confusion about the circuitous and very expensive system--with
multiple layers of intermediaries--that represents the proxy system in the U.S. today.

For all of the foregoing reasons, the Commission should reverse the order of its
regulatory agenda on proxy reform and begin to tackle proxy infrastructure and
processing issues before it renders any judgments on broader policy issues that impact
shareholder voting.

Thank you for your consideration of these views. The Coalition is happy to
provide additional information on any of the issues raised in this letter, or answer any
questions the Commission may have on these matters.

Sincerely,

N2

Niels Holch
Executive Director
Shareholder Communications Coalition

Attachment: Coalition Discussion Draft on
Public Company Proxy Voting (Aug. 4, 2009)

cc: The Honorable Mary L. Schapiro
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Kayla Gillan
Meredith Cross
Brian Breheny



ATTACHMENT:

Discussion Draft on Public Company Proxy Voting
Shareholder Communications Coalition
August 4, 2009
www.shareholdercoalition.com




SHAREHOLDER COMMUNICATIONS COALITION
DISCUSSION DRAFT
8/4/09

Public Company Proxy Voting:
Empowering Individual Investors and Encouraging Open
Shareholder Communications

The U.S. proxy voting and communications system is in desperate need of
modernization. In this position paper, the Shareholder Communications Coalition
(“Coalition”)! describes the current system and its problems. The Coalition also offers
recommendations for revising the current proxy rules to bring them into the 21* century
and encouraging communications between shareholders and the companies in which they
invest.

The U.S. Proxy Voting and Communications System

e The New York Stock Exchange (“NYSE”) estimates that 70-80% of all public
company shares in the United States are held in “street” or nominee name, meaning that
the underlying beneficial owners of the shares are not the shareholders of record. Under
the street name system, legal title and ownership of individual shares reside with a
depository institution, such as the Depository Trust Company (“DTC”).2

e State corporation law, which regulates most corporate governance
matters, provides that only the shareholder of record has the right to vote on corporate
matters, as the “legal” owner of the shares.

e When a public company seeks to hold a shareholder meeting, a record date is
established to identify the current registered and beneficial owners who are eligible to
vote at such shareholder meeting. The company notifies DTC, as the record holder for
most of the corporate shares held in street name. DTC then provides a list of the brokers,
banks, and other institutions holding a company’s shares in street name and issues an
“omnibus proxy” to these institutions, granting them the authority to vote proxies at the
upcoming meeting. Companies are then required to request information from these
intermediaries regarding the number of proxy packets that need to be provided to them
for distribution to beneficial owners.

! The Shareholder Communications Coalition currently comprises the following organizations: the
Business Roundtable, the National Association of Corporate Directors, the National Investor Relations
Institute, the Securities Transfer Association, and the Society of Corporate Secretaries & Governance
Professionals. The Coalition’s website is located at www.shareholdercoalition.com.

2 The street name system was established to improve the efficiency of securities trading by eliminating the
need to transfer paper stock certificates. Under this system, stock certificates are immobilized and stored in
a central depository created for this purpose. Stock transfers are then handled through an electronic book-
entry process, which records transfers among financial intermediaries.

1




6. Beneficial Owner Proxy Authority. Proxy voting authority should be
transferred to each beneficial owner, as of the record date established for a
shareholder meeting, through the same omnibus proxy process that is
currently employed by DTC. Beneficial owners would be free to transfer their
proxy authority back to their broker or bank—through a client-directed voting
agreement or similar arrangement—or to another third-party intermediary. A
transfer of proxy authority to the beneficial owner level eliminates the need
for broker discretionary voting under NYSE Rule 452 and also eliminates the
need for brokers and banks to provide their service provider with a power of
attorney for proxy voting purposes.!

7. Integrity of Proxy Voting Process. The proxy voting process should be fully
transparent and verifiable, starting with the compilation of a reconciled list of
beneficial owners eligible to vote and ending with the final tabulation of votes
cast at a shareholder meeting.

Brokers and other financial intermediaries engaged in share lending (or with
“failure to deliver” positions) should be required to reconcile their share
positions as of the record date for each shareholder meeting. This
reconciliation should occur before an intermediary transmits record date
beneficial owner information to the data aggregator discussed above and
before proxy forms are mailed to beneficial owners and registered
shareholders. All record date positions maintained by financial intermediaries
should be reconciled early in the voting process, to avoid distributing proxies
to ineli%ible shareholders and to avoid discrepancies in tabulating final vote
counts.

The vote counts on matters before a shareholder meeting should be auditable
and capable of third-party verification, so that a validation of the final
tabulation of the votes of both registered and beneficial owners can occur.

" If this recommendation is adopted, there would no longer be any broker discretionary voting pursuant to
NYSE Rule 452, which currently permits brokers to vote uninstructed shares on routine matters at a
shareholder meeting. The SEC recently approved an amendment to Rule 452 that would no longer permit
brokers to exercise this discretionary authority in uncontested director elections.

12 This proposed process would be facilitated by a recent amendment to the Delaware General Corporation
Law permitting a board of directors to fix one record date for shareholders entitled to notice of a meeting
and a separate record date for determining the shareholders entitled to vote at such a meeting. This new
amendment should help a company better align the economic and voting interests of its shareholders and
reduce the risk of having investors with voting rights but no share ownership as of the date of the
shareholder meeting.



