CORPORATE GOVERNANCE

CALLS FOR GOVERNANCE REFORM
INCREASE AS PUBLIC SECTOR
FOCUSES ON ACCOUNTANTS AND
CORPORATIONS

Domestic and multinational cor- |

porations and their accounting
and auditing firms continued to be
buffeted by macro forces in the
wake of the two major series of
events that affected the United
Saes in 2002. Thefirst st of events
began with the terrorist attacks of
September 11, followed by the
anthrax mailings in the weeks that
followed the crash of the four airlin-
ers. The issues surrounding home-
land security quickly became very
visble matters for debate by gov-
ernment officids, journalists and
commentators, think tank scholars,
academics, and andyds, many rec-
ommending dramatic increases in
domestic security measures that will
intimately involve the private sector.
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The second st of events began |

earlier, with the dramatic collapse of
the technology stock market bubble
in spring 2000—the "tech
wreck"—followed in late-2001 by
thefinancia collgpse of Enron Corp.
and news of other companies
accounting irregularities or missteps
(usudly in the form of restatements).
The revdations of troubles a many
firms, including some of the bluest
of the blue chips, a times became a
crescendo of bad news that served to
dampen investor enthusiasm in the
markets.

The terrorist atacks were aimed
a the mogst visble and iconic sym-
bols of American political, business,
and financia supremacy. The finan-
cial after-effects are being fet in
many sectors, for example, the airline

industry has snce auffered theloss of |

billions of dallars in revenues.

Tens of thousands of financia
industry employees were didocated
by the attacks on the World Trade
Center. The New York Stock
Exchange closed for four trading
days, opening on the following
Monday. Ground Zero was not just
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Lower Manhattan, but dso the
world'sfinancid sysem.

The terrorist attacks came in the
midst of an economic downturn
that officidly beganjust months ear-
lier (in March 2000, according to the
National Bureau of Economic
Research), effectively stalling the
longest growth period in U.S. his-
tory (120 months), and in the midst
of a continuing broad market sl off
of technology and other companies,

As the nation began the long
recovery from the events of Septem-
ber 11, and as the economy began to
show dgns of a rapid recovery and
return to positive gross domestic
product (GDP) growth, the financid
collgpse of Enron then sent enor-
mous shock waves throughout the
corporate, business, financial, gov-
ernment, regulaory, and accounting
communities. Ingtitutiona and indi-
vidua investors even began to voice
concern publicly about the date of
the equities markets and the future
of investing in generd.

Reaction to both of these series
of macro and micro events in the
public sector could &fect corporate
financia officers and capitd mar-




kets professionals for months—if The "seemingly narrow issue of

not years—to come.

ORGANIZED FEDERAL
RESPONSE—PRIVATE
SECTOR FOCUS
In reaction to the September 11
attacks, the federd government cre-
ated the Office of Homeland Secu-
rity; soon there were proposas of
new federd budget dlocaions total-
ing $40 hillion to address domestic
defense. Proposas were being floated
by members of the Congress, think
tanks (epecidly the Brookings Insti-
tution), the Bush White House, and
others cdling for dramatic changesin
the way the U.S. public and private
sectors handle data and information.
Measures proposed would
include mandatory reporting of vita
data collected by private sector cor-
| porations—such as arline, hotel and
car rentd companies transactions—
which could be reported in red time
to government data collectorsin the
| future. Privacy of such data is a
major societd concern, asisthe pro-
tection of competitive or propri-
etary information. Corporate finan-
‘ cia officers, brokerage houses,
investment bankers, commercial
bankers, and accountants and audi-
tors could well find themselves as
major brokers of information with
government negotiatorsin 2002 and

‘ beyond.

AFTERMATH OF ENRON
AND OTHER CORPORATE
GOVERNANCE FAILURES
President Bush has noted that the
economic and financid security of
the United States is asimportant as
wegpons or the military. Restoring
investor confidence in the capital
markets is now a mgor priority for
the White House, Congress, Secu-
rities and Exchange Commission
| (SEC), the exchanges and sdf regu-
lated organizations (SROs), and the
corporate community.

Chairman Greenspan
believesthat failureto
expense options has
introducedasignificant
distortionofreported
earnings.

The front cover headlines of the
May 6 issue of Business\Week framed
some of the mgor issues in the cur-
rent debate: "The Crisisin Corporate

‘ Governance—Excessive Pay, Weak
Leader ship, CorruptAnalysts,Compla-

centBoar ds, QuestionableAccounting'.'

These are enduring, populist mes-
sges in the growing debate about
the problems with corporate Amer-
ica, especidly in the view of media
and the public sector.The megazines
writers sad the present Situation is a
huge criss and wondered what it
will take to restore the public's faith
in the sysem.

The resolution of these issues are
crucial to detecting future direc-
tions of the capitd market, at least
over the next one to two years and
perhaps for the rest of this decade.
The solutions are being suggested
in very public ways, usudly tossed
into the boiling cauldron of public
opinion through proposed legida
tion or new rules, thought-leaders
gpeeches, endless media interviews,
and a number of public workshops
conducted on the suddenly hot
topic of corporate governance.

The following are severd devel-
opments that bear watching by the
financiad community and corporate
finance officers in the search for
clues as to where the corporate gov-
ernance reformation movement
may carry the American society.

Executive and Board
Compensation

Federal Reserve Chairman Alan
Greengpan weighed in on this issue:
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option expensing is of critical
importance for the accurate repre-
sentation of economic perfor-
mance." Translation: Only two
firms in the Standard & Poor's
(S&P) 500 gpparently now expense
officer, director, and employee
options; the rest should quickly fol-
low the example. Chairman
Greenspan, with a careful eye on
the faltering stock market, believes
that failure to expense options has
introduced a dgnificant distortion
of reported earnings, and with
options as an increasingly prevaent
form of executive compensation,
the interests of shareholders and
management have become seri-
ously misaligned. "It is no more
vaid, in my judgment,” the chair-
man sad in a speech, "to assume
that option grant expense is zero
than to arbitrarily assume that dep-
recation charges are zero."

Chairman Greenspan acknowl- |

edged the entrenched opposition to
change: "To be sure, lower reported
earnings as a result of expensing,
should it temper stock price
increases, could inhibit option
issuance. But that inhibition would
be appropriate because it would
reflect the correction of misinfor-
mation." (Note that the average
earnings growth rate of the S& P 500
would be reduced by one quarter
for the period 1995-2000 if compa:
nies reported stock options as
expenses.) Treasury Secretary Paul
O'Neil isgenerally in agreement in
that he believes options should be
charged to earnings when exercised.

Board Structure and
Behavior

Directors are becoming more diffi-
cult to recruit, according to Thomas
Neff, head of executive recruiting
firm Spencer Stuart. He told The
New York Timesthat where recently
he interviewed three or four candi-
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dates to fill a post, nhow he must
interview & leagt Sx to find a suit-
| able candidate. Many of those who
are interviewed apparently express
concerns about their persond repu-
tations if things go wrong, and Mr.
Neff sees this as an indicator of a
trend of fewer CEOs serving on
other boards. One siver lining: Mr.
Neff is encouraging his corporate
clients to look beyond CEOs, to
recruit CFOs and COOQOs, a new
levd of management for board ser-
vice and potential CEOs of their
Oown companies.

Post-Enron, what does it teke to
bring a new director on board?
Stock grants and options, donations
to a favorite charity, cash compensa
tion (espedidly for audit committee
members, who must devote more
time to meetings than other direc-
tors), and continuing education for
board members (and prospects for
board membership).

Public Sector Prosecutions—
Beyond the SEC

In the tradition of populigt and cru-
sading New York State Attorneys
Generd, the present occupant of the
post, Eliot Spitzer, has seized on the
current troubles of Wal Street to
bring legd actions againg high vis-
bility targets—such as venerable
Merrill Lynch, the nation's largest
brokerage firm. Mr. Spitzer, criticiz-
ing the SEC for moving too dowly
to protect investors, won a court
order requiring Merrill to disdose its
investment banking ties in andyst
research reports. Plowing through
subpoenaed emails, Mr. Spitzer saw
enough to broaden his crimind and
civil probe to include Goldman
Sachs Lehman, and other firms heis
adso considering criminal charges
againgt some firms. Mr. Spitzer
demands reforms, such as the formd
divison of invesment banking and
reseerch functions. His actions con-
jured up visons of the 1980s parade

There have been more than
two dozen reform measures
introduced in the House and
Senatesincethefinancial
collapse of Enron Corp.

of handcuffed Wal Street inside
traders being escorted to arraign-
ment from their officed

New Federal Laws-
Imposing SEC Regulations
Congress comprises a chorus of crit-
ics focused on reforms they believe
are needed to restore fath and con-
fidence in the capital markets. A
number have advocated adoption of
strong corporate governance mea-
sures and characterized current
financid reporting practices as insuf-
ficient. U.S. Senator Carl Levin (D-
Michigan), with Senator John
McCain (R-Arizona) introduced a
"Shareholders Bill of Rights" pack-
age that directs the SEC to issue
dtricter rules to govern board con-
duct and compensation. Senator
Levin's law would require board
audit committees to directly oversee
a company's accounting practices.
Ealier, the Senator introduced legis-
lation that would end tax deductions
[of optiong] for any company failing
to report options as an expense.
This is one of more than two
dozen reform messures introduced
in the House and Senate snce the
financid collapse of Enron Corp.
Many of the hills introduced address
accounting industry issues, but to
date, Senator Levins hill is the most
far-reaching, in the view of TheWall
SreetJournal. The Senator haslong
focused on corporate governance

issues, he introduced reform legida |

tion in the early 1990s to address
governance practices (including
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CEO compensation) and financia
disclosure.

Institutional Investor
Vigilance
Ingtitutional Shareholder Services
(ISS) islaunching a new rating ser-
vice to measure (and advise on) the
quality of corporate boards and
their corporate governance prac-
tices. The Corporate Governance
Quotient (CGQ) will initially
monitor and rate the 3,000 compa:
nies in the Russell 3000 index and
will eventually expand to cover |
9,500 U.S. publicly trade compa-
nies. ISSwill include the CGQ rat-
ing on each of its proxy andyses for
institutional investor clients that
subscribe to the service.
Included in the rating are seven
core topics:
» Board structure and composition
* Charter and bylaws
» Laws of the state of incorpora-
tion
» Executive and director com-
pensation
* Financia performance and
other quditative factors
» Director and officer ownership
 Director education

ISS hopes that CGQ will foster pro-
gressve governance practices and
policies, and will offer 1SS-accredited
director education programs in
cooperation with National Associa |
tion of Corporate Directors, Dart-
mouth University's Center for Cor-
porate Governance, and severd other
groups. (The full range of rating cri-
teria can be examined a www.iss-
cgqg.convratingcriteriahtm.)

A REINVIGORATED SEC?

SEC Chairman Harvey Pitt, for-
merly a private sector securities
lawyer, assumed his post as the
recession deepened, the market |
sell-off continued, and just four
weeks before the September 11
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terrorist attacks. Chairman Pitt
responded to cdls for reform by
moving quickly to announce sev-
era initiatives and serves as the
Bush. Administration's lightning
rod on financial markets issues.
The Enron and Global Crossing
financial failures considerably
shaped his early agenda for action.

Critics on various Sdes of the
issues—those for dramatic and
immediate accounting and finan-
cia reporting reforms, and those
opposing precipitous emotional
reactions that could damage the
capitd markets—have voiced dis-
pleasure with Chairman Pitt on
some of the approaches he has
taken. One academic character-
ized Mr. Pitt's short tenure as a
"cridgs in confidence." Less adver-
| sarid and reform-minded than the
previous chairman, Arthur Levitt,
Chairman Pitt seems to be firm
| believer in the ability of markets
to be self-correcting and more of
a consensus builder than Mr.
Levitt. The pressure applied by
Eliot Spitzer has prodded the SEC
to begin an investigation of secu-
rities andyst behavior.

Given the mood of the Con-
gress, if the SEC is seen to be mov-
ing too dowly, reformers on Capitol
Hill may pess legidation to force the
SEC to adopt new and, perhaps,
more draconian regulations regard-
ing financid disclosure, corporate
behavior, securities andys practices,
and transparency of financid report-
ing. Chairman Pitt came into office
suggesting a move to rea time
financial reporting, and in April
announced proposed rules to
require accelerated periodic report-
ing filing dates andWeb ste pogtings
for material news. Among other
things, new regulations would
require companies to report 8-K
transactions in two business days
(for transactions over $100,000).

New regulations would
requirecompaniestoreport
8-K transactions in two
businessdays (for
transactionsover

$100,000).

| TEN POINTS FOR

INVESTOR RELATIONS
PROFESSIONALS

The volunteer board of the
Nationa Investor Relations Insti-
tute (NIRI) adopted a 10-point
program to "help restore confi-
dence in the U.S. capitd markets."
Included in the plan: a two-tier
system of disclosure, with a plain
English executive summary of
information in the Management's

Forms 10-K and 10-Q ahead of
the traditional detailed informa-
tion required by the SEC and
Financial Accounting Standards
Board (the "second tier" in both
documents).

NIRI would like to see gener-
aly accepted accounting princi-
ples (GAAP) earnings stated
before pro-forma. The MD&A
portion of quarterly and annual
reports should be expanded (the
SEC has recommended this). Sup-
porting President Bush's cal for
senior managers to be held
responsible for reporting financia
results, NIRI's board said the
"Management Responsibility for
Financia Reporting” in the 10-K
should cover dl written disclosure
in SEC filed documents.

Off-balance sheet businesses
should be disclosed in an aggre-
gated form with details on any
specid purpose entity (SPE); this
information should be put in a
news release and posted on the
company's Web site. Insider stock
transactions should be reported
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| within 48 hours during normal

Discussion & Andyss (MD&A) of |

trading days. Formal window
periods should be established to
govern when insiders can buy and
sell securities—and the dates
should be clearly posted for
investors. _
Companies should be more i
aggressive in educating employees
on the benefits of owning com- |
pany stock. The company's
investor relations officer(s) should
be required to meet with an inde- |
pendent committee of the board
of directors (preferably the audit
committee) to report on feedback
and comments from investors and
securities analysts. NIRI cdled on
the SEC to urge the SROs (such
as the NYSE) to make this a
listed-company requirement.
And finally, believing that
investors want to know how com- |
panies make their money, NIRI
suggests companies should dis-
close information beyond the
financial to explain non-financial
factors and intangibles that make
up a sgnificant portion of a com- |
pany's market value—especially
the so-called "knowledge-based
businesses.” ‘

Collectively, the events and
developments mentioned in this
column underscore the revolu- ‘
tion underway in corporate
board and management account-
ability, corporate governance
practices, financial reporting
requirements, and accounting
rule-making. No company will
be untouched by the accords and
decisions reached on these issues |
in the months ahead. This is not a
rhetorical exercise; the reforms
being suggested are red and far- ‘
reaching.





