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Abstract

The corporate charters of a substantial number.8f public companies are frozen.
These corporations are unable to amend their ceageen when amendments are
supported by the boards and the overwhelming ntgjofishareholders of the
corporations. This is the consequence of a recemt Xork Stock Exchange (NYSE)
‘Information Memorandum 12-4’ (IM 12-4), which rested broker voting on charter and
bylaw amendments. Implemented with the ostensiti¢ gf improving corporate
governance and protecting investors, IM 12-4 hdadhhad the opposite effect. This paper
is the first to describe frozen charters, and @n@re the significant unintended
consequences of IM 12-4.

The empirical evidence | present shows that elitmgauninstructed broker voting
has resulted in distortions of charter amendmetgsyaausing a substantial number of
charter amendments to have failed since 2012 desggitiving over 90% shareholder
support. IM 12-4 has increased the likelihood dtifa for charter amendments in a
statistically and economically significant manrealso provide empirical evidence of two
related types of ‘distorted fail’ outcomes resigtinom IM 12-4. However, this analysis
significantly underestimates the true effect of 1R+4. | estimate that there are hundreds
more U.S. public corporations that have been resttlienable to amend part of their charter
as aresult of IM 12-4. | compare these sharehdideming consequences to the intended
effect of IM 12-4, preventing ‘distorted pass’ caiees. | show that there have been no
charter amendments, and only one other managenmmtgal, where IM 12-4 has
prevented distortion. From the investor perspedtiyaied by IM 12-4, the harm from
preventing value-enhancing amendments outweighbehefits in preventing ‘distorted
passes.’

| put forward a number of potential solutions taliass the frozen charters created
by IM 12-4, while maintaining its limited benefit8roportional voting by brokers would
eliminate both kinds of distortion, as would allogibroker voting only on those corporate
governance changes where frozen charters are ikelgt bnd where ‘distorted pass’
outcomes are not likely. The NYSE should reversel B, and implement one of these
solutions to undo the investor-harming effectshdfli2-4.
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|. Introduction

In 2011, a client represented by the ShareholdghtRiProject (with which | am
affiliated)' signed an agreement with an S&P 500 company &octtmpany to amend its
charter, the central document establishing thernateules of the corporation. The board
of directors and management supported and reconedehe change. At the required
shareholder vote on the amendment, more than 93k afotes cast were in favor of the
amendment. But the amendment failed. Directors,agers and shareholders supported a
change in the company’s charter, but were unabdbanmge it. The company’s charter is
frozen. This result is the consequence of a rddent York Stock Exchange (NYSE)
rule change relating to broker voting, ‘Informatigemorandum 12-4’' (IM 12-4).
Although IM 12-4 was intended to protect investansl improve corporate governance
and accountability, it has had the opposite effEliis is the first paper to identify the
problem of frozen charters, and the other signiicanintended consequences of
IM 12-4.

Because about 85% of investors hold shares thrbralters, and because many
of those investors do not instruct brokers howdte\their shares at annual meetings,
uninstructed broker votes represent a substamtiglgption of the outstanding shares of
many corporations (an average of 10% in my samie)tder to protect shareholders
from the potentially distortive effects of voting brokers (who do not have an economic
interest in the corporation), the NYSE has progvedslimited the instances in which
brokers may vote shares. In 2012, in IM 12-4, tie&SH restricted brokers from voting
on charter and bylaw amendments.

However, although the intention of IM 12-4 was totpct investors and
enfranchise shareholders, | show that it has hadpposite effect. Although its intention
was to remove the possibility of distortion, byy@eting broker voting, it has created a
different kind of distortion — resulting in propds#hat have several different kinds of
‘distorted fails.” A certain percentage of uninstied shares would support a proposal.
Preventing brokers from voting uninstructed shaneans that none of those shares will
be voted in favor of the proposal. Where the prapamuld have passed had the
uninstructed shares that supported the proposatlytite outcome will be a ‘distorted
fail.’

The main type of ‘distorted fail’ results from INRY4 are ‘frozen charters.’
Despite strong support from shareholders and directhere are a number of
corporations which, because of high supermajoetuuirements to amend parts of their
charters, are unable to reach these thresholdsutithe broker votes that IM 12-4 has
prohibited. | gather empirical data on the numbdaited charter amendments since
IM 12-4 was implemented, which shows that, in the years since IM 12-4 took effect,

! For further information on the work of the Sharelen Rights Project, see Lucian Bebchuk,
Scott Hirst and June Rhee, “Towards the Declasgifin of S&P 500 Boards”, 3 Harv. Bus. L.
Rev. 157 (2013).
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35 of the 42 companies where charter amendmetesl @@spite receiving overwhelming
shareholder support would have had their amendnparstsed had IM 12-4 not been
implemented. My analysis also shows that IM 12-@ significantly increased the
proportion of charter amendments that fail desm@teiving overwhelming shareholder
support, and that IM 12-4 has increased the likelthof failure for charter amendments
in a statistically and economically significant man

| also provide empirical evidence of two other tetbkinds of ‘distorted fail’
results from effects of IM 12-4. Similar to frozeharters, the elimination of
discretionary broker voting has prevented shareadreldf a number of corporations from
amending the bylaws of those corporations. Andrimber of other companies, the
prohibition on broker voting has left insiders wéhe facto veto right over certain
charter amendments.

| compare the unintended, shareholder-harmingddisd fail’ results from
IM 12-4 with its intended consequence, of prevantitistorted passes’ resulting from
broker voting. Broker votes will result in a ‘disted pass’ when a majority of the
shareholders of the corporation prefer that a mabfail, but broker votes in favor of the
proposal cause it to pass. However, because madectamendments are strongly
supported by shareholders, and because brokers falaw management
recommendations to support these charter amendnietih® overwhelming majority of
cases there would be no distortive effects of brekéing on charter amendments. The
number of cases where there may be ‘distorted jpagssbomes is very small: there have
been no charter amendments since IM 12-4 came=ffeot that would have had
‘distorted pass’ outcomes had broker votes beemifted, and only one other
management proposal (0.2% of all management prégpdseng that period).

However, the foregoing analysis significantly urestimates the true effect of
IM 12-4, because only a small number of charterratmeents go to a vote each year. |
develop a model to estimate the number of compdh#&sare affected by the
consequences of IM 12-4, using corporations’ voteguirements and turnout in director
elections. Based on the most conservative assunspi@stimate that about 12% of U.S.
corporations have been rendered unable to amehdfgaeir charter as a result of
IM 12-4. | further estimate that about 9% of cogt@ms have an insider veto as a result
of IM 12-4, and that about 11% of corporations rawe board-only bylaw amendments
as a result of IM 12-4. | also estimate the nundfeompanies where eliminating broker
voting has prevented ‘distorted pass’ results,famtithat, based on current patterns of
support for corporate governance proposals, IM ¥#&4dld prevent ‘distorted pass’
results at only 0.1% of companies.

| use these empirical results to evaluate IM 12dirsst its own policy goals of
protecting investors, enfranchising shareholdedsimmproving corporate governance and
accountability. The substantial negative effectévfl2-4 in creating ‘distorted fail’
results — preventing charter and bylaw amendmesgset by shareholders and giving
insiders a veto over charter amendments — sigmifigautweigh its very limited
benefits in preventing ‘distorted pass’ resultsn&ldered from a firm value perspective,
IM 12-4 prevents value-enhancing changes to theatation. And from the contractarian
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framework of corporate law scholarship, IM 12-gisblematic in that it changes an
implicit term on which the amendment provisionsteamed in corporate charters rely,
thereby changing the terms of the corporate contviilbout the agreement of the parties.
| also examine IM 12-4 from the perspective of cioes and managers, and explain why
certain directors and managers may actually pth&drparticular charter amendments be
stymied by IM 12-4. Finally, | examine the mannemihich IM 12-4 was implemented,
and show that, compared to the standard procesioh Rule 452 has been amended in
the past, the IM 12-4 process prevented public centrand any consideration of the
effects of IM 12-4 on investors, which may otheevimve made clear the negative
consequences of the rule.

| consider a number of possible alternatives taeskithe ‘distorted fail’ results
created by IM 12-4. Although the current pattersabport for charter amendments and
other corporate governance proposals means theregr few potential ‘distorted pass’
results, this is not necessarily the case, so sidenthe effects of the solutions | consider
in both reducing ‘distorted fail' results and aviaigl ‘distorted pass’ results. The simplest
solution, reversing IM 12-4, would eliminate théstbrted fail’ results of frozen charters,
failed bylaw votes and insider vetoes created byLBv. However, it would reinstate the
possibility of small number of ‘distorted pass’ukis. Another possibility is to reduce the
number of undirected broker votes, which would cediboth ‘distorted pass’ and
‘distorted fail’ results. However this may be cgstind is unlikely to provide a complete
solution to the problem. A more promising altermatiproportional voting, whereby
brokers voted uninstructed shares in the same giop@s other shareholders at the
meeting, or other shareholder clients of the brakas the possibility of eliminating both
kinds of distortion. Finally, broker voting rulesudd be amended to allow broker voting
on certain types of corporate governance propedadse ‘distorted fail’ outcomes would
otherwise be likely, but where ‘distorted pass'ammes are not, such as amendments to
remove supermajority provisions, amendments thete$tolders generally support, or
amendments for which a supermajority is requirdwsE solutions allow the possibility
of reducing the instances of ‘distorted fail’ reéspivhile also minimizing the possibility
of ‘distorted pass’ results. | explain that in artieavoid the procedural shortcomings
involved in implementing IM 12-4, any reform shotiddke place through the NYSE
rulemaking process, with notice and public commant] a Securities and Exchange
Commission (SEC) determination that the new ruketha effect of protecting investors.
In the interim, the NYSE (or if the NYSE is unwilli, the SEC) should reverse IM 12-4
to prevent the harm it is currently causing to stoes.

My analysis is structured as follows. Part Il expéathe charter amendment
process, broker voting and the broker voting ruleduding the recent changes that set
out the policy on which IM 12-4 is based, and IM4LRself. Part Ill examines the kinds
of distortion created by broker voting, ‘distorjgaiss’ outcomes and ‘distorted fail’
outcomes, and uses these to demonstrate the cemseguof IM 12-4 on charter and
bylaw amendments in the period since it was impleetk Part IV expands this analysis
by considering those companies that are affectdtiy2-4, but may not yet have
brought charter or bylaw amendments. Part V evetulM 12-4 from its own perspective
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of investor protection, as well as several othespectives. Part VI considers potential
solutions for addressing the negative consequesfdds 12-4, and Part VII concludes.

[I. Charter Amendments and Broker Voting

This paper examines the phenomenon of frozen abkaged links it to the effect
of recent changes to broker voting rules. In tlig B, | first set out the background of
shareholder voting to approve charter amendmetttenl focus on part of the
shareholder vote — voting of uninstructed sharelsrbiers. | examine the rules that
govern broker voting, most notably NYSE Rule 458] then move to consider recent
changes to the broker voting rules, including Infation Memorandum 12-4.

A. Amending Corporate Charters

The general procedure for amending the chartercofporation is for the board
of directors of the corporation to approve an ameent to the charter, and for directors
to put forward a proposal that the amendment beoapp by a vote of shareholdérs.
The proposal is then voted on at a meeting of sindders® If the amendment is
approved, it is formalized by a filing with the setary of state of the corporation’s state
of incorporation.

The vote required to approve an amendment vaes $tate to state, and from
company to company. Delaware, California and NewkyYas well as a number of other
states, require the affirmative vote of a majooityhe outstanding stock entitled to be
voted on the amendmeh number of other states require the affirmativéevof two-

2 e.g. 8 Del. C. § 242(b)(1) (“[The] board of diret shall adopt a resolution setting forth the
amendment proposed, declaring its advisability, €ititer calling a special meeting ... or
directing that the amendment proposed be considgrde next annual meeting of the
stockholders. ... At the meeting a vote of the stoblkérs entitled to vote thereon shall be taken
for and against the proposed amendment.”)

® Generally the meeting at which this occurs is mmual meeting, though it can also be voted on
at a special meeting of shareholders. Some stagsaiow shareholder approval by written
consent in lieu of a meeting — see, e.g., 8 De§ £28.

* e.g. 8 Del. C. § 242(b)(1) (“If a majority of thetstanding stock entitled to vote thereon, and a
majority of the outstanding stock of each clasgledtto vote thereon as a class has been voted
in favor of the amendment...”). The other statesia group are Alaska (Alaska Stat. §
10.06.504(a)), California (Cal Corp Code § 902)wda (HRS § 414-283), Kansas (K.S.A. 8
17-6602), Maine (13-C M.R.S. § 1003), Michigan (ME£E 450.1611), Missouri (§ 351.090
R.S.Mo.), Nevada (Nev. Rev. Stat. Ann. § 78.39@wNersey (N.J. Stat. § 14A:9-2), New
Mexico (N.M. Stat. Ann. § 53-13-2), New York (NY GLBus Corp § 803), Oklahoma (18 OKI.
St. 8§ 1077), Pennsylvania (15 Pa.C.S. § 1914), Rieldnd (R.l. Gen. Laws § 7-1.2-903) and
Washington (Rev. Code Wash. (ARCW) § 23B.10.030).
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thirds of the outstanding sharea. third group of states that follow the provisiasfsthe
Model Business Corporation Act (MBCA) require a ardj of the votes cast at a
meeting at which a quorum of the majority of théstanding shares are presént.

All states permit a corporation to require a greatge requirement by including
a specific provision in their chartégnd a significant number of corporations take
advantage of this provision by requiring votesfoif,example, 66%, 75% or 80% of
outstanding shares in order to approve an amendméme charter as a whole, or to
certain parts of the chart®Although it is possible for a supermajority pragisto
require that any part of the charter cannot be aemwithout meeting the supermajority
vote requirement, the provisions more frequentiylyafo particular parts of the charter,
especially anti-takeover provisions.

The distribution of voting requirements for the gdenof companies | use in this
paper — companies incorporated in the United Sttt are part of the Russell 3000
indeX — is set out iMable 1 below.

® lllinois (805 ILCS 5/10.20), Louisiana (La. R.2:31), Maryland (Md. Corps. & Assocs. Code

Ann. § 2-604), Massachusetts (ALM GL ch. 156D, $3), Ohio (ORC Ann. 1701.71), South

Carolina (S.C. Code Ann. § 33-10-103), Texas (Barwsiness Organizations Code § 21.364)

and Virginia (Va. Code Ann. § 13.1-707).

Alabama (Code of Ala. § 10A-2-10.03), Arizona (ASR§ 10-1003), Arkansas (A.C.A. § 4-27-

1003), Colorado (C.R.S. 7-110-103), ConnecticutnfCdsen. Stat. § 33-797), District of

Columbia (D.C. Code § 29-308.03), Florida (FlatS8607.1003), Georgia (O.C.G.A. § 14-2-

1003), Idaho (Idaho Code § 30-1-1003), IndianaCidde § 23-1-38-3), lowa (lowa Code §

490.1003), Kentucky (KRS § 271B.10-030), Minnegdéann. Stat. § 302A.135; ), Mississippi

(Miss. Code Ann. 8§ 79-4-10.03), Montana (Mont. Céao., § 35-1-227), Nebraska (R.R.S.

Neb. § 21-20,118), New Hampshire (RSA 293-A:10.08);th Carolina (N.C. Gen. Stat. § 55-

10-03), North Dakota (N.D. Cent. Code, § 10-19.1N®. Cent. Code, § 10-19.1-74), Oregon

(ORS § 60.437), South Dakota (S.D. Codified Laws8LA-1003), Tennessee (Tenn. Code

Ann. § 48-20-103), Utah (Utah Code Ann. § 16-1083)pVermont (11A V.S.A. § 10.03),

West Virginia (W. Va. Code § 31D-10-1003), WiscaongiVis. Stat. § 180.1003) and Wyoming

(Wyo. Stat. § 17-16-1003).

" e.g., e.g. 8 Del. C. § 102(b)(4).

8 See, e.g., Restated Certificate of Incorporatio@lesapeake Energy Corporation, filed as an
exhibit to Quarterly Statement on Form 10-Q, filaggust 10, 2001, (“Notwithstanding
anything contained in this Certificate of Incorpama to the contrary, the affirmative vote of the
holders of at least sixty-six and two-thirds petd@® 2/3%) of the issued and outstanding stock
having voting power, voting together as a singéss| shall be required to amend, repeal or
adopt any provision inconsistent with Articles M, VI, VIII and this Article 1X of this
Certificate of Incorporation.")

° For an explanation of why | focus on the Russ@{® see the discussion at Note iéfra.

(o))
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Table 1: Voting Requirements for U.S.-incorporatedRussell 3000 Corporations

Vote Requirement Companies %

Majority of Votes Cast 122 5.0%
50% 885 36.4%

50% - 59% 1 0.0%
Shares 60% - 69% 790 32.5%
Outstanding | 7095 - 799 226 9.3%
80% - 89% 394 16.2%

90% - 100% 15 0.6%
Total 2,433 100.0%

As Table 1 shows, 26.1% of the companies in my sample reguipeoval of
70% or more of the outstanding shares of the catfmor to amend part of their charters.

It's important to note that most of the supermaomequirements discussed
above, and the default requirements of many s(atelsiding Delaware, New York and
California), are a percentage shares outstanding, rather of the votes cast on the
proposal. Of course, if all outstanding shares weted, there would be no difference
between the two figures. However, the reality &t the proportion of outstanding shares
that are voted by shareholders at annual meetingsch | refer to as ‘shareholder
turnout™ — is less than 100%, since a substantial percemtighareholders do not vote.

The likelihood that a shareholder will vote vaneth the level of institutional
ownership of the corporation. Of shares held byitirtgons, an average of 90% were
voted at annual meetings in 2013, whereas only 8D8hares owned by individual or
‘retail’ investors were votetf. The distribution of shareholder turnout (excluding
uninstructed broker votes) for director electian012 for the sample that | consider in
Part IV is set out ifrigure 1, below.

19| exclude broker votes from ‘shareholder turnos,shareholder turnout is the number of
shares that are voted for, against or abstainmmoe@osal (but not uninstructed broker shares),
divided by the number of outstanding shares ottirporation.

See Broadridge & PWC ProxyPulse, ‘2013 Proxy Sedecap’, Third Edition (2013). Note
that the data published by Broadridge is basechares held in street name.
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Figure 1. Voter Turnout in Director Elections for Russell 3000 Companies, 2012

0% 10% 20% 30%  40% 50% 60%  70% 80% 90%  100%

As Figure 2 makes clear, although turnout is generally higbré are a
substantial number of corporations that have turbelow some of the significant
supermajority thresholds mentionedTiable 1 — 45% had turnout below 80% of shares
outstandingl.2 As a result, the treatment of uninstructed bralotes can be central to
whether or not charter amendments pass.

B. Broker Voting

The right to vote shares of the corporation beldnghe registered owner of the
shares, who is listed in the share register ottnporation. While it is possible for an
investor to be the ‘record holder’ or registerechewof the shares (known as owning
through ‘direct registration’), many investors hagltares through securities
intermediaries?® such as a broker, bank or custodian (known asrwld ‘street name’),
in which case the intermediary is the registeredavef the shares, and the investor’s
interest as the beneficial owner is recorded irbiteks of the intermediary.Investors

12 As explained further in Part IV, in order to makeonservative estimate of frozen charters, my
data uses the maximum turnout for a company bet®6&fa and 2012, so the distribution in
Figure 2 is likely to overestimate turnout, or underestiendite proportion of companies that
have turnout below the high supermajority threstold

13Securities intermediary’ is defined in Act Rul@Ad-20 of the General Rules and Regulations
(henceforth, the “Exchange Act Rules”) promulggtedsuant to the Securities and Exchange of
1934 (henceforth, the “Exchange Act”)) to includel@aring agency registered under Section
17A of the Exchange Act or a person, including akb&roker or dealer, that maintains
securities accounts for others.

YEor simplicity, | will generally refer to intermisties as ‘brokers,’ though in actual fact
particular investors may have intermediaries thattaokers, banks or custodians, or some

10
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generally buy shares through brokers, since brdkave access to stock exchange
trading platforms and can place buy orders on lhelighe investor. Title to shares is
transferred from the seller’s broker to the buyersker? It is possible for investors to
request that brokers transfer the registratiomedanvestor. However, both investors and
brokers disfavor this approach, as it increasesliffieulty, cost and time required to
transfer the shares, and brokers often chargenttestor an additional fee to transfer the
registration. As a result, brokers and other intsiiaries are the registered owners of
most shares owned by investors — approximately 86ptiblic company sharé$,

Shareholder voting takes place by proxy. The cafomm distributes proxy
materials and proxy forms to shareholdérShareholders complete the proxy forms,
authorizing the directors of the corporation toevoh their behalf, in the manner that the
shareholder specifié§ Where the shareholder holds their shares throirghtd
registration, the shareholder receives a proxy foinectly from the corporation, and
completes the proxy form, and submits it to thepocaition. However, where the
shareholder holds their shares in ‘street namebthker is the registered owner of the
shares, and rules applicable to the broker goverwvating of the shares.

Broker voting is governed by the exchanges of whiiehbroker is a member,
especially the New York Stock Exchange Rules. TN&HE Rules apply to all brokers
that are members of the NYSE — including with respe the brokers’ voting of shares of
companies that are listed on other exchanyBscause almost all U.S. brokers are
members of the NYSE, the NYSE Rules therefore goessentially all broker voting of
companies listed on U.S. exchanges.

combination thereof. The Exchange Act and NYSE Rukee the term ‘broker-dealer’. A
‘broker’ is defined as a person who undertakesstaations in securities for the account of others
(see Exchange Act Section 3(a)(4)), whereas aéddalone who buys and sells securities for
their own account (see Exchange Act Section 3(gp)(5)

15 The shares are often held by another intermediaigustodian.’ In the case of large retail
brokers, custodian entities are often under comavamership with the broker entity.

®See, e.g., Securities and Exchange CommissiomdRable on Proxy Voting Mechanics
(“Approximately 85% of exchange-traded securitiesleeld by securities intermediaries”), May
23, 2007 (available at http://www.sec.gov/spotlighixyprocess/proxyvotingbrief.htm).

Y|t is also possible that the corporation may givéice of where to access proxy materials online,
in lieu of sending the materials themselves.

18 For many corporations, shareholder may also die& proxy electronically or telephonically as
well as in physical form.

19See NYSE Rule 452 “Giving Proxies by Member Orgation” (henceforth, “Rule 452"): see
also NYSE MKT Company Guide Section 723 “Giving Hes by Member Organization”,
relating to members of NYSE MKT exchange (formethg American Stock Exchange), which
is substantively identical to Rule 452. FINRA RaR51 “Forwarding of Proxy and Other
Issuer-Related Materials,” which applies to brokéet are members of the NASDAQ
exchange, does not provide substantive guidanegdieg whether a member may vote proxies
it does not beneficially own, but provides thati@mber may give a proxy to vote any stock
pursuant to the rules of any national securitieharge of which it is a member provided that
the records of the member clearly indicate the galace it is following.”

11
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Where shares are held in street name, becausedtker is the registered owner
of the shares, the broker receives the proxy masesent by the compaRYNYSE Rule
451 requires the broker to send the proxy matetdatise beneficial owner or their
investment adviser. The broker may send a blagkgesi proxy form to the beneficial
owner, in which case the broker has no further irole voting of the proxy; if the
beneficial owner wishes to vote, they completepituxy card and submit it to the
company. Alternatively, the broker must request tha beneficial owner provide the
broker with instructions on how to vote the protggether with the deadline for doing
s0)?! If the broker receives instructions from the bésiaf owner by the tenth day before
the company’s meeting, NYSE Rule 452 requires tb&dy to vote the shares as directed
by the beneficial owner. The question of brokecidisonary voting arises in the
situation where the broker has not received vdtisguctions by the deadline.

Broker discretionary voting is important becauseynshareholders — especially
retail shareholders — do not instruct brokers howote their shares. As a result,
uninstructed broker votes represent a substantiaber of shares at many companies.
For the sample of companies that | consider in Raithe average level of uninstructed
broker votes was 10.4% of outstanding shares. @lhdigtribution of broker votes for
director elections in 2012 for the companies ingample | describe in Part IV is set out
in Figure 2, below??

“These include the company’s annual report andypstatement, which includes disclosure
required by the Exchange Act about the matteretedbed on, and the proxy card, to be sent in
to the company to give a proxy to vote the shares.

ZINYSE Rule 451 “Transmission of Proxy Material”tife proxy soliciting material is transmitted
to the beneficial owner or its adviser twenty-foleys or more before the meeting, the statement
must state that the proxy may be given fifteen dmfere the meeting at the discretion of the
owner of record of the stock.

% The sample is 2,136 companies disclosing brokervmtes for annual elections between 2010
and 2013.

12



FROZEN CHARTERS

Figure 2: Uninstructed Broker Votes in Director Elections of
U.S. Russell 3000 Companies, 2012
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B. NYSE Rules on Discretionary Broker Voting

1. Rule 452

Discretionary broker voting is governed by NYSE &4b2. The rule provides
that a broker that has sent proxy materials td#reficial owner of shares and hasn’t
received instructions on voting the shares by tetine:

may give or authorize the giving of a proxy to gjsuch
stock, provided the person in the member orgamiaagiving
or authorizing the giving of the proxy has no knedde of any
contest as to the action to be taken at the meatidgrovided
such action is adequately disclosed to stockholaedsdoes
not include authorization for a merger, consolinlatr any
other matter which may affect substantially théntsgor
privileges of such stock.

The supplementary materials to Rule 452 give furtjugdance on as to when
brokers are not permitted to vote without instrmiesi from the beneficial owner, and list
21 matters on which brokers are not permitted te discretionarily. These include
contested proposals, shareholder proposals oppys@dnagement, proposals relating to

BNYSE Rule 452; see also NYSE Rule 452 Supplemgiaterial .10 “When member
organization may vote without customer instructfpssibstantially restating the provisions of
Rule 452.
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mergers, proposals involving appraisal rights, pnet/e rights, or voting provisions,
proposals relating to executive compensation, aopgsals for the election of

directors** Rule 452 reflects a concern about distortion mkers, based on widely held
understanding that brokers vote overwhelminglyhim manner recommended by
directors™ The rule limits broker voting in situations whéhere is most concern about
potential distortion — where there is likely todigergence between what managers
recommend (and what brokers are likely to supgort) what shareholders might prefer —
such as mergers, or contested elections.

2.2003 and 2010 Amendments to Rule 452

Since the precursor to Rule 452 was adopted in,{®@re have been several
changes to the matters on which brokers are peuiritt vote discretionarily. The
rationale for the most recent of these change®)@38 and 2010, help explain the
rationale for the changes made in IM 12-4.

In 2003, following the implementation of the reauirent for shareholders to
approve equity compensation plans, Rule 452 wasidatkto prevent broker
discretionary voting on equity compensation pfEre.approving the rule, the SEC
considered numerous comments on the proposednate corporations, investors and
others?® and determined that the importance of ensuringvibizs on executive
compensation matters reflect the views of benéfgtiareholders outweighed potential
difficulties or costs in obtaining necessary appieyand that therefore the amendments
served to protect shareholders and were in théqinérest?®

Following the implementation of the 2003 changks,$SEC created a ‘Proxy
Working Group® to review the rules regulating the proxy votinggess, and in
particular, Rule 452 The Proxy Working Group engaged in a comprehensive

2*NYSE Rule 452 Supplementary Material .11 “When rbenorganization may not vote without
customer instructions.”

%See the Report and Recommendations of the ProxkitpGroup to the New York Stock
Exchange (henceforth, “Proxy Working Group Repodi)ne 5, 2006, at 14. See also Jennifer
Bethel & Stuart Gillan, The Impact of the Instituial and Regulatory Environment on
Shareholder Voting, 31 Fin. Mgmt. 29 (2002).

%65ee Proxy Working Group Report, supra note 250at

?’See SEC Release No. 34-48108, “Self-Regulatorpzgtions; New York Stock Exchange,
Inc. and National Association of Securities Deglérs.; Order Approving NYSE and Nasdaq
Proposed Rule Changes and Nasdag Amendment Nal. Naite of Filing and Order Granting
Accelerated Approval to NYSE Amendments No. 1 arch@ Nasdag Amendments No. 2 and 3
Thereto Relating to Equity Compensation Plans”eJ8®, 2003 (68 Fed. Reg. 39,995, July 3,
2003).

#3ee Footnote 5 to SEC Release No. 34-48108, sope2id, at 39,995.

?See SEC Release No. 34-48108, supra note 27,G41840.

%0 The Proxy Working Group included representativies sumber of corporations, institutional
investors and attorneys, and their sessions weoeadiended by representatives of the SEC, the
NYSE and the National Association of Securities IBesy the predecessor of the Financial
Industry Regulatory Authority (FINRA).

31See Proxy Working Group Report, supra note 25, at
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consideration of Rule 452, and possible ways tadwvgthe rule. The Proxy Working
Group recognized the potentially distorting effetbroker votes:

[TThe problem with broker voting is that it allowsmeone (i.e.
the broker) who does not have an economic intardbe
corporation the opportunity to vote on the corporas
business. A second problem is that historicalbkbrs have
generally cast uninstructed shares overwhelmingbupport
of the board’s recommendations, which providegaicant
advantage to the incumbent board in director elastand
other matterg?

The Proxy Working Group weighed this against thet o disallowing
discretionary broker voting, in particular, theneased difficulty in obtaining necessary
quorums> The Proxy Working Group concluded that, in theiiasts of “better corporate
governance and transparency of the election prgdasdker voting on uncontested
elections should be eliminatét.

When the Dodd Frank Wall Street Reform and ConsuPnatection Act was
enacted, it included a provision amending the SéesiExchange Act of 1934 to require
that exchanges prevent their members from makingstracted votes on elections of
directors or executive compensation matters (oradingr significant matter as
determined by the SECG)The SEC subsequently approved the NYSE'’s proposed
amendments, concluding that the rules would “bettéranchise shareholders, and
thereby enhance corporate governance and accditytadnd should “protect investors
and the public interest®As a result, since the rules came into effectayrudry 1, 2010,
brokers have no longer been able to vote uningtdusihares on director elections.

In September 2010, the SEC subsequently approwgbeed NYSE rules
extending the restrictions on voting on executiompensation matters mandated by the
Dodd-Frank Act, concluding that “the proposal \iltther investor protection and the
public interest” and “should enhance corporate gosece and accountability to
shareholders® For these and other votes on which brokers detet uninstructed

%25ee Proxy Working Group Report, supra note 254at

33ee Proxy Working Group Report, supra note 2%5at

34See Proxy Working Group Report, supra note 255at

%Dodd Frank Wall Street Reform and Consumer Pratedict, Section 957, amending Section
6(b)(10) of the Securities Exchange Act of 1934 (LS. 78F).

3SEC Release No. 34-60215, “Self-Regulatory Orgaitins; New York Stock Exchange LLC;
Order Approving Proposed Rule Change, as modifiedmendment No. 4, to Amend NYSE
Rule 452 and Corresponding Listed Company Manueti®@e402.08 to Eliminate Broker
Discretionary Voting for the Election of Directoisxcept for Companies Registered under the
Investment Company Act of 1940, and to Codify Twewibusly Published Interpretations that
Do Not Permit Broker Discretionary Voting for MadrAmendments to Investment Advisory
Contracts with an Investment Company”, July 1, 2(@hceforth, the “2009 SEC Release”) (74
Fed. Reg. 33,293, Jul. 10, 2009), 12.

¥’See SEC Release 34-62874, “Self-Regulatory Orgtinizs; New York Stock Exchange LLC;
Notice of Filing and Order Granting Accelerated Apyal of a Proposed Rule Change to
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shares, the number of uninstructed shares notgratie disclosed in the company’s
election results as ‘broker non-votes.’

3. Information Memorandum 12-4

This brings us to the change in the NYSE rules Wigahe subject of this paper.
On January 25, 2012, the NYSE announced that itdvoni longer treat corporate
governance matters as ‘routine’ for the purposeRudé 452. The announcement was
made by Information Memorandum 12-4 (henceforth] 112-4").3 IM 12-4 stated that
“[m]ore recently, the approach to broker votinguofnstructed shares has narrowed
through changes in Exchange rules as well as thrtagislative action”, and noted the
restrictions on broker voting for director elecscand executive compensation. IM 12-4
then continued:

In light of these and other recent congressiondlrblic
policy trends disfavoring broker voting of uningtred shares,
the Exchange has determined that it will no loragetinue its
previous approach under Rule 452 of allowing member
organizations to vote on such proposals withoutifpeclient
instructions. Accordingly, proposals that the Exule
previously ruled as “Broker May Vote” including,rfexample,
proposals to de-stagger the board of directorspnityajvoting
in the election of directors, eliminating superneyjovoting
requirements, providing for the use of consentsyiding
rights to call a special meeting, and certain tyqfeanti-
takeover provision overrides, that are includegaxy
statements going forward will be treated as “BrdWay Not
Vote” matters?

As a result, since January 25, 2d1Brokers have no longer been able to vote
uninstructed shares on charter amendments, assvbiflaw amendments and other
corporate governance proposdls.

Amend NYSE Rule 452 and Listed Company Manual $acti02.08 to Eliminate Broker
Discretionary Voting on Executive Compensation Mett, September 9, 2010 (henceforth, the
“2010 SEC Release”) (75 Fed. Reg. 56,152, Septedtjer

3NYSE Information Memorandum 12-4, “Application Rfile 452 to Certain Types of Corporate
Governance Proxy Proposals” (January 25, 2012).

3NYSE Information Memorandum 12-4, supra note 38.

“°|M 12-4 does not indicate a phase-in period at state. It does indicate that it applies to
proposals “that are included on proxy statemeniisggforward” A number of companies that
had filed proxy statements prior to January 2522f@t meeting that took place after that date
that included charter amendments did not separatebvotes. The last of these meetings, that
of Qualcomm Incorporated, took place on March 8,20

“1 Although all of the examples listed in IM 12-4 ammendments that reduce takeover defenses,
from subsequent amendment proposals where brokes have been excluded, it appears to
have been interpreted to also apply to other kofdmrporate governance amendments, such as
ones that put in place takeover defenses.
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[ll. The Consequences of IM 12-4

In this part, | consider the consequences of IMl1Pstart by explaining how
broker voting can distort the outcome of shareholdées in two ways — ‘distorted pass’
results where broker voting is permitted, and tistd fail’ results where broker voting
is not permitted. | first consider the ‘distortexil'fconsequences of IM 12-4. The main
‘distorted fail' consequence of IM 12-4 is frozemacters — because of IM 12-4, many
companies are unable to amend their charters. Hnersvo related consequences —
bylaws not amendable by shareholders, and vetoessiglers. All of these consequences
reduce shareholder welfare, the opposite effeat ftwat which IM 12-4 intended. | then
consider the positive effects of IM 12-4 — prevegtidistorted pass’ results — and show
why IM 12-4 has had a limited effect on increasshgreholder welfar&.

A. Broker Voting Distortions, ‘Distorted Passes’ aml ‘Distorted Fails’

Broker voting causes distortions because the ptigmoof shares voted by
brokers is likely to be different from the proportithat would be voted if the beneficial
owners voted themselves. If shareholders of alleshleld by brokers gave voting
instructions, there would be no distortion. Sontgpprtion of the shareholders would
vote in favor of a proposal. However, if sharehodddo not give voting instructions,
there will be some divergence between the actual and how those shareholders would
have voted themselves.

To illustrate, let us assume that the proportioat@freholders in favor of a
proposal is 60%, and that holders of 15% of thetanding shares of the corporation do
not given instructions to their broker. Considestfithe situation where brokers are
permitted to vote uninstructed shares. | will assifoonsistent with the evidence and
widely held views) that broker vote the uninstracsbares overwhelmingly as directors
recommend. 15% of the shares of the company véletfore be voted by the brokers in
favor of the proposal. However, had the sharehslttegmselves voted, only 60% of that
15%, or 9% of the outstanding shares, would hatedvim favor. As a result, broker
voting has positively distorted the total vote 9g.8Consider now the situation where
broker voting is not permitted. Now none of thenstiiucted shares are voted in favor of
the proposal. As a result, prohibiting broker vgtiras negatively distorted the total vote
by 9%.

However, more important than the vote tally is diécome of the vote, which is
binary — if the proposal receives more votes tha&nvbte requirement, the proposal will

*2 The issues | am discussing in this Part are sepfian those discussed in the existing literature
on the problem of distortions and the preventioeféitient changes that come from manager
control of charter amendments. See, e.g., LucidicBek, The Case for Increasing Shareholder
Power, 118 Harv. L. Rev. 833-917 (2005); Lucian &elk, Limiting Contractual Freedom in
Corporate Law: the Desirable Constraints on Chateendments 102 Harv. L. Rev. 1820-1860
(1989).
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pass, otherwise it will fail. This binary outcomancbe distorted in two different ways,
analogous to the analytical concepts of a ‘fals@tpe’ and a ‘false negative.’ Either a
proposal could pass even though the undistortegbption of votes would cause it to

fail; or a proposal could fail even though the wtalited proportion of votes would cause
it to pass. Because of the assumption that brolaesoverwhelmingly as directors
recommend, broker voting can only be distortivéhia direction of director
recommendations — which are almost exclusivelhauof of charter and bylaw
amendment§’ As a result, permitting broker voting can cau&istorted pass’ in
circumstances where shareholders would prefethlegiroposal fails, but broker votes
increase the vote beyond the vote required ancedates pass. In contrast, if
shareholders preferred the proposal to pass amkeibvotes increased the vote, the
proposal would still pass and there would be ntodisn in the outcome. To illustrate,
assume that a proposal is supported by 45% of Isblders, and requires 50% to pass. If
the outcome is not distorted, the proposal wouldowever, if shareholders of 15% of
outstanding shares do not instruct their broker tmvote, and the brokers vote 100% of
the shares in favor of the proposal, then the peage of shares in favor will be 85% x
45% + 15%, or 53.25%, and the result will be attti®d pass.’

The converse is true where broker voting is noinitsed. If more than the
required proportion of shareholders prefer thabte passes, but the prohibition on
brokers voting uninstructed shares means thathessthe required proportion is actually
voted in favor, then the result will be a ‘distariil.’ To illustrate, assume that a
proposal is supported by 90% of shareholders, egdires 80% approval to pass. If the
outcome is not distorted, the proposal would pidssvever, if shareholders of 15% of
the shares do not instruct their broker how to mten the percentage of shares in favor
will be 0.85% x 90%, or 76.5%, and the result Wwél a ‘distorted fail.’

Following from this analysis, the effect of IM 1244 disallowing broker votes,
has been to eliminate the possibility of ‘distorfegses,’ but to allow the possibility of
‘distorted fails.” Sections B and C consider thige kinds of consequences.

B. ‘Distorted Fails’ Resulting from IM 12-4

1. Frozen Charters

The main type of ‘distorted fail’ outcome from IN24 is frozen charters. Broker
votes represent, on average, 10.4% of the outstgrsthiares of corporations in my
sample. For many corporations, particularly thogl high supermajority requirements
for certain charter amendments, turnout at anneitimgs is such that the corporations
are unable to reach those requirements withoutdbraites. Therefore, as a result of

“3There is a very small number of cases where dire¢tave given no recommendation, or
recommended against, corporate governance propgbsgifiave approved. See the discussion
in Part V.D andrable 11 for further details.
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IM 12-4, those corporations are no longer abletterad certain parts of their charters.
Their charters are frozen.

Although the great majority of charter amendmehiés go to a vote pass, a
significant number of companies have failed inrtlagiempts to amend their charters
since IM 12-4 came into effect. Of the 433 propssalamend corporate charters put
forward by corporatiori§in 2012 and 2013, 83 (19.1%) have failed. Of th&de(12.5%
of the total) have failed despite receiving gre#tian 90% suppoff. The charters of
these companies are frozen — despite the suppditeators and an overwhelming
majority of shareholders, the corporations are lenbamend these parts of their
charters. These amendments generally related tetheval of takeover protections,
such as declassification of the board or reductiossipermajority requirements to
amend the company’s charter or bylaws or take atbigorate actioft

This can also be expressed algebraically. Througthigipaper, | will use to
represent a proportion of outstanding shares, avghbscript to represent the numerator —
S0aj, for the proportion of outstanding shares in fawgg for the proportion of
outstanding shares againsg, for the proportion of outstanding shares that are
uninstructed broker votes (or non-votes), apglfor the proportion of outstanding shares
required for a vote to be approved. | will yst represent a proportion of votes cast (i.e.,
votes cast for, against and abstained, but nadivad) broker votes), for instands,, for
the proportion of votes cast in favor. Where nemegsd will used for the raw number of
votes — for instancéd;,, for the number of raw votes cast in favor.

Using these symbols, we can say that a compang fragen charter if the
percentage of outstanding shares voted in faygy for the company is less than the
percentage of outstanding shares requiagg for the company, and the percentage of
votes cast in favor of the propospd) is greater than 90%, i.e.:

Bfor > 0.9 andlfor < Olreq

4 This excludes shareholder proposals, as they tabpthemselves, effect amendments to
charters, and since the overwhelming majority efirare precatory, generally do not, by
themselves, effect changes to bylaws or corpo@tergance policies.

“*Data is drawn from the FactSet TrueCourse, InariSkepellent.net Proxy Database. The
FactSet SharkRepellent database contains datapooximately 4,000 U.S. public companies,
including those in the Russell 3000 indices. Thedel 3000 index covers the largest 3,000
U.S. companies, which according to Russell Investsjavhich publishes the index, comprises
98% of the investable U.S. equity market; as of May2012, the market capitalization of
companies in the Russell 3000 index ranged fron® &iMion to $101 million (see
http://www.russell.com/indexes/data/fact_sheetafgsell_3000_index.asp.). Although there are
approximately 700 additional companies coveredtgrERepellent, because the database was
originally set up to track poison pills, many oétbompanies includes that are outside the
Russell 3000 index are included because they haigemp pills. To avoid biasing my sample, |
limit my consideration here to companies in theglls3000 at the time of the meeting where
the proposal was considered. Since charter amertduien are governed by place of
incorporation, | exclude non-U.S. companies fromsasnple.

“*Many of the other proposals that failed (i.e. séathat received less than 90% support) were
attempts to add takeover protection of the kind &éne generally disfavored by shareholders.
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To what extent are these frozen charters due tdaM? Consistent with the
views of the NYSE Proxy Working Group and the ewitke of Bethel and Gillan that
brokers overwhelmingly follow management recomméinda, let us assume that 100%
of broker votesdy,) would vote in accordance with management recondiaiizons if
they are permitted to vote. Using this assumptimcan describe the counterfactual
situation where IM 12-4 had not come into effenttHat case, the percentage of
outstanding shares in favor for each company wbalthe percentage actually voted in
favor (osor) plus the number of broker votas,f). A frozen charter will be the result of
IM 12-4 where:

Bfor > 0.9, ogr < Oreq andayor + oy > Oreq

Take, for instance, the example of the managenrepbgal of Akamai
Technologies, Inc. in 2013. The proposal receivgabert @) of 73.2% of the shares
outstanding. However, the voting requirement fer pnoposal to pass.{y) was 75%.
Uninstructed broker votesy) represented 10.9% of shares outstanding. Haé thos
shares been voted in favor of the proposal by bspkke total in favoroge+ o) Would
have been 84.1%, and the proposal would have passed

Panels 1 and 2 of Appendix A lists the companiesratcharter amendments
have failed since IM 12-4 in 2012 and 2013 (redpelyt), and show that of the charter
amendments voted on since IM 12-4, 35 of the 42pzomesd’ (83%) where proposals
failed despite receiving at least 90% support winade had their proposals pass if
IM 12-4 had not applied.

To put this into historical proportion, | calculdtee proportion of management
proposals that failed despite receiving greatem 8@ support of votes cast before
IM 12-4 came into effect and after it came intaeeff which is shown ifigure 3, below.

" One of the 43 companies listed in Panels 1 arfdAppendix A, Chesapeake Energy
Corporation, had proposals fail despite receiviragerthan 90% support in both 2012 and 2013.
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Figure 3. Percentage of Companies Bringing Propossl
Where Proposals Failed Despite Receiving >90% Shdrelder Support
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The average percentage of companies with propoesadéving 90% support that
had proposals fail from 2005 to 2011 was 3.0%. blater votes been permitted in 2012
and 2013, | estimate that 2.1% and 1.1% of companmith proposals receiving 90%
support would have failed, respectively. Howevethaut broker votes, the actual
percentages were 10.8% and 14.9%, respectively.

Another way of examining the effect of IM 12-4 anZen charters is to consider
whether the likelihood of failure for proposalsrieased following the implementation of
the rule. To consider this, | construct a regrassiodel for the relationship between
whether the vote passes or fails, as the dependdable, and whether the vote took
place in 2012 or 2013 (a binary variable takinguhkie 1 for 2012 or 2013 and O for
previous years). The model is described in AppeBdil find that whether or not the
vote took place after IM 12-4 is strongly signifitgat the 1% level) in determining the
probability of the vote failing. | estimate thaethdds of a proposal failing increase 8.2%
if the proposal took place after IM 12-4.

Together with the results above, these results shatM 12-4 had a
significant, and economically meaningful, impacttbae likelihood of amendment
proposals failing, and the number of amendmentqsals that have failed.

2. Bylaws Not Amendable by Shareholders

So far | have focused on the effect of IM 12-4 barter amendments. The rule
change also applies to bylaw amendments, whickrdifbm charter amendments in
several important respects.
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While board approval is necessary to amend a ctfdgeate law allows the
bylaws of a corporation to be amended by actioshafeholders, without the approval of
the board? In a significant number of corporations, bylaws\ide that they can be also
amended by the board of directors without a votshafeholder®) Because bylaws can
be amended by shareholders without the assené difcthrd, they provide a degree of
protection for shareholders in the event of a disament between the shareholders and
directors of a corporation regarding whether aabefylaw amendment may be in the
best interests of shareholders. In such a situatimareholders could amend the bylaws of
their own volition, without the assent of the boarBlowever, in the same way that
IM 12-4 has resulted in frozen charters, it has a¢sulted in shareholders of many
corporations being unable to amend the bylawsettrporation because of the
restriction on broker voting.

If the voting requirement for shareholders to amead of a corporation’s
bylaws (e is greater than the shareholder turnow)¥, then it will be impossible for
shareholders to amend the bylaws of the corporafibis state is the result of IM 12-4
where turnout plus broker votas,) is also greater than the votes required —i.e.:

Oto < Olreq andoy, + opy > Olreq

Panel 3 of Appendix A lists the companies wheraw@mendments have failed
since IM 12-4 came into effect that received gnetlitan 90% support of votes cast, and
shows that 5 of the 6 companies would have had biyaw amendment pass if IM 12-4
had not applied This is not as significant an effect as the frozkarters described
above, since the number of bylaw amendments pwafal for shareholder approval is
lower, and since in some of those cases, boardd actiunilaterally to amend the
bylaws. However, as above, the effect has beeadiace the number of corporate
governance changes preferred by shareholders.

3. Insider Vetoes

In the same way as IM 12-4 has had the effect dimgat impossible to amend
parts of the charters of many corporations, itdias created new vetoes by insiders —
i.e., situations in which all of the shareholdersld formerly have amended the charter if

“8e.g., 8 Del. C. § 241.

“%e.g., 8 Del. C. § 109(a).

*0A notable exception in Delaware is for bylaw psiens classifying the board of the corporation,
which can only be added upon a vote of stockholdktise corporation — see — 8 Del. C. §
141(b).

*1|n practice, instances of shareholders attemptinmilaterally amend the bylaws of a
corporation are rare. Only 7 shareholder propaaabsnitted in 2012 (2.6% of all shareholder
proposals submitted that year) were binding bylasppsals, and no proposals submitted in
2013 were binding. For a discussion of the reasdnsthis is the case, see Lucian Bebchuk and
Scott Hirst, Private Ordering and the Proxy Acdesbate, 65 Bus. Lawyer 329 (2010).

2 Note that shareholder turnoutd excludes broker votes.

%3 Of the four other companies, one ModusLink Gldbalutions, Inc. failed to disclose the
number of broker votes, and another, L-3 CommuiginatHoldings, Inc. claimed that a
unanimous vote was required to approve the proposal

22



FROZEN CHARTERS

they so desired, but whereby an insider block prevent the company from
amending its charter.

Take, as an example, the case of Cerner Corpordttats 2013 annual meeting
of shareholders, the company put forward a managepmeposal to amend its charter to
declassify its board of directot$The company has in place a supermajority requinkme
requiring a vote of 80% of outstanding shares teradhthe relevant provision of its
charter. The proposal received support of 73.2%hafes outstanding (representing 86%
of the votes cast), and failed. 6.9% of sharesautiing were held by brokers, who did
not vote. With broker votes not voted, there wearly 83.1% of the shares outstanding
available to vote. According to its 2013 proxy staént, the officers and directors of
Cerner held 13.7% of the outstanding shares ofdhgoration. If all of the directors and
officers opposed an amendment proposal, even dtladlr shareholders voted in favor of
the proposal, it could receive at most 79.4% ofvidie, insufficient to amend the
relevant provisions of the charter. As a resuRafe IM 12-4, directors and officers had
a veto over amendments to those provisions ofliaeer.

Expressed algebraically, Rule IM 12-4 will resultan insider veto where the
shareholder turnoutig) less the proportion of shares held by insiderg) (s less than
the vote requirementitg), but the shareholder turnout less the proponicshares held
by insiders plus uninstructed broker voteg)(would be greater than the vote
requirement:

Olto = Qlins < Olreq andoo - Oins + 0lpy > Olreq

The possibility of insiders vetoing charter amendtaés especially problematic
because in a set of potential charter amendmeitsagements’ preferences regarding
amendments may diverge acutely from the prefereoicé®e substantial majority of
shareholders. These cases are where the compdsaytsrccontains anti-takeover
measures, such as a classified board. These rapeesery large proportion of the
charter amendment votes that fail despite receisirang shareholder suppottWhere a
company has an anti-takeover provision in its @ramsiders may have different
interests regarding amendment of that provisiomfother shareholders. It is possible
that other shareholders may prefer to amend theecthia remove such anti-takeover
defenses, as the threat of a takeover may encoaragagement to perform more
effectively, and shareholders may benefit fromgbtential premium paid in the case of
a takeover. Consequently, shareholder proposal®puard in 2013 requesting that
companies remove classified boards, a key takednfense, received average support of

**For full disclosure, this proposal resulted frongagement by a client represented by the
Shareholder Rights Project, with which | am afféi. For further information, including a full
list of corporations bringing charter amendmenta assult of engagement by clients
represented by the Shareholder Rights Project,sgan Bebchuk, Scott Hirst and June Rhee,
“Towards the Declassification of S&P 500 Boardsipisa note 1.

*See Georgeson, 2013 Annual Corporate GovernandewReavailable at
http://www.georgeson.com/us/resource/Pages/acgs.ab@2.
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80% of votes casf. However, managers are likely to prefer not to asnsrch charter
provisions, for corresponding reasons — the ttokattakeover that might lead to their
replacement will reduce their job security, andmote pressure on them to perform than
they may otherwise prefer. In these cases, a pgifiazen charter allows management
to veto a charter amendment that would otherwiseahee-enhancing for the substantial
majority of shareholders of the company.

So far | have been describing the set of negatiwsequences of IM 12-4’s
elimination of broker voting, the ‘distorted faiksults. | now turn to consider the
positive effects IM 12-4 has had in eliminatingstdirted pass’ results.

C. The Reduction in ‘Distorted Pass’ Resulting fromiM 12-4

As | described in Part Il, IM 12-4 restricted broketing on corporate
governance matters such as charter amendmentsdrasecbncern that — because
brokers generally follow management recommendatiom®oker voting could distort the
outcomes of shareholder votes where shareholdeaigrdie with management
recommendations. In the terminology put forwar&eattion A, these are ‘distorted pass’
results. In this section | consider the positivasamuences of IM 12-4 in eliminating
such ‘distorted pass’ proposals.

In order to evaluate this scenario, it is necesgappnsider the preferences of
the shareholders as a whole, including those widtheir own shares and do not vote,
and those that hold their shares through a brake&ida not instruct their broker how to
vote. Because the non-voting shareholders do rtet tteeir preferences are necessarily
unknowable. It is also difficult to gather datawhether the characteristics of non-voting
shareholders differ from other shareholders, aadefhre whether their preferences may
differ from other shareholders. In the absencengflasis on which to believe otherwise,
I will assume that the preferences of shareholtifexisdo not vote (and do not instruct
their brokers to vote) are the same as the prefeseof the shareholders that do vote. As
a result, | take the proportion of votes cast #ratin favor of a proposd,) as an
indicator of the preferences of all shareholdets wespect to the proposal.

The method for determining whether a vote wouldenagen positively distorted
by broker votes will vary between companies thaeHahares outstanding’ and ‘votes
cast’ requirements. For a company with a vote reguént that is a percentage of shares
outstanding, a vote would be distorted by brokeesdf less than 50% of votes cast are
in favor of the proposal, but the votes cast irofanf the proposalog,) plus broker votes
(any) Would be greater than the vote requiremept)( i.e.,:

Bfor < 05 anch,for + Olpy > areq

For those companies that have a vote requiremanistla percentage of votes
cast, a vote would be distorted by broker votéssi§ than 50% of votes cast are in favor

*See Georgeson, 2013 Annual Corporate GovernandewReavailable at
http://www.georgeson.com/us/resource/Pages/acgs.ab@2.
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of the proposal, and the number of votes castiarfand broker votes (as a proportion of
all votes cast and broker votero-Hb\,)57 is greater than the vote requirgdd), i.e.:

Bfor <0.5 ancﬁfoﬁbv > Breq

Appendix C shows the seven proposals put forwa0i? and 2013 that
received support of less than 50% of votes casth@fe proposals, six required a
majority of votes cast for approviland one required a majority of outstanding shares.
As Appendix C shows, allowing broker voting woulavie distorted the outcome of only
one of these proposals, that of Pacific Sunwe&atifornia, Inc. The proposal required a
majority of votes cast. 48% of votes cast wereirof of the proposal, which failed. Had
the 12% of outstanding shares held by brokers betd in favor of the proposal, 56%
of votes cast would have been in favor, and thegsal would have passed. Note that the
percentage of votes cast was already very cloS8%a In the other six instances, the
vote was not close enough to 50% for broker vaidsate distorted the outcome. As a
result, it is difficult to conclude that the chasde broker voting in IM 12-4 have had a
significant effect in preventing distortion of skholder voting on management
proposals.

The very small number of management proposals wdenejority of votes cast
were against the proposal is important. A managéepraposal requires the approval of
directors. Bringing a management proposal is cestlirectors must spend time
considering the proposal, may get legal advicerdégg the proposal, and must oversee
drafting of disclosure regarding the proposal fa proxy statement. Having a
management proposal fail may also have negativgatpnal costs for directors and
managers. As a result, directors are unlikely tof@uvard a management proposal that
they think is unlikely to succeed. Shareholdersegglty follow directors’
recommendations, unless they have reason to behavelirectors interests differ from
their own (such as with takeover defenses, wheeetdirs and managers may have self-
interested reasons for their recommendation). Gterdi with this theory, all seven
failing proposals that received less than 50% stgdpmm shareholders were proposals to
authorize takeover defens@s\s a result of these factors, there are very femagement

*’Since adding broker votes changes the denominatarell as the numerator of the percentage of
votes castfr+by iS calculated as the it total number of votes sa&vor @r,) plus the total
number of broker vote$y), divided by the total number of votes cast i), against §,g),
abstaineddy) and by brokerst,), i.e.:

efor + va

B efor + ea\g + ea\b + ebv

Bfor+bv

*8Fjve proposals were to approve the use of a shtehrights plan (or poison pill); because
shareholder rights plans are not contained in liagter, they only require the approval of a
majority of votes cast. Green Plains Renewable @ggnénc. is an lowa company, and lowa
follows the MBCA, the vote requirement to amenddbenpany’s charter is a majority of votes
cast.

*Well-advised corporations are likely to understémat, in the absence of a large blockholder
who is in favor of the proposal, the likelihoodsafch proposals passing may be low, and are
less likely to bring a proposal. Six of the sevempanies — all except Cameron International
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proposals that fail because of low levels of shalddr support, and so the likely
magnitude of the risk of distortion by the inclusiof broker votes is extremely limited.

Figure 4 below shows the distribution of shareholder supfoorthe 569
management proposals that have been voted on atrlddporated Russell 3000
companies since the implementation of IM 12-4.

Figure 4: Distribution of Shareholder Support for
Management Proposals 2012-2013
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As Figure 4 shows, most management proposals receive veryléghs of
support - the median level of support was 98.6%y @re seven proposals listed in
Appendix C, 1.2% of the total, received supportest than 50% of votes cast. Since
proposals can only be distorted if they receive than 50% support, and the likelihood
of receiving less than 50% support is extremely, ttve chances of distortion occurring
as a result of broker voting are also extremely:. v single management proposal since
IM 12-4 came into effect that could have resultedistortion, that of Pacific Sunwear of
California, Inc., represents 0.18% of the managemeposals brought during this
period. This is significantly lower than the chasmoé a company having its charter
frozen by an order of magnitude.

Corporation — are small capitalization companieggjde the Russell 1000), and may have not
have had access to high quality advice regardiadikblihood of success of the proposals.
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IV. Estimating the Companies Affected by IM 12-4

In Part Il | confined my analysis to amendments thave been brought to a vote
since IM 12-4 was implemented. However, since angmall proportion of companies
have brought such proposals to a vote (15.7% ofahaple | consider in this part), the
results presented in Part lll underestimate the éftects of IM 12-4. In this part, |
consider the effects of IM 12-4 on those compattiashave not brought such a proposal
to a vote. | consider the consequences explainaiinlll — frozen charters, insider
vetoes, board-only bylaw amendments, and the pateatiuction in distortion from
broker votes — and estimate the companies thatfieeted by each consequence. This
allows a full consideration of the negative andifpges consequences of IM 12-4, which |
consider in Part V, below.

A. Companies with Frozen Charters from IM 12-4

In circumstances where there has not yet beenréeclaanendment proposed, we
cannot be certain how an amendment would fardyeetfect of IM 12-4 on the
likelihood of such an amendment. However, we caodtain that a potential
amendment would fail if all of the shareholderd thauld vote (the shareholder turnout,
or oy) Voted in favor of the amendment, and such shéder®would still be insufficient
to meet the voting requirement necessary to anfendtiarter d,.,).>° Expressed
algebraically, we can be certain that a compangs a frozen charter if:

62
Oto < Olreq

| gather the voting requirements for each U.S. comypn the Russell 3000
index, including whether the company has a supemityaprovision to amend its charter
or bylaws, and if not, the default charter amendmequirement in its state of
incorporation.

In order to estimate the effects of broker votimgpotential charter amendments,
it is also necessary to estimate shareholder ttiamdibroker votes for a potential charter
amendment. Since Rule 452 was amended to prevekervoting on director elections
in 2010, corporations have been required to disdiweker vote non-vote figures for
director elections.

€0 This assumption means the analysis below will semely underestimate the number of frozen
charters, since it will exclude proposals that wiguiss if they received 100% support, but
would fail if they received between 90% and 100%bpsaurt.

®1 This assumes that the company has a ‘shares mditstirstandard. Though since almost all
‘votes cast’ standard require a majority of votastcif more than 90% of votes cast are in favor
of a proposal at such a company, the proposalpasks.

®2This is consistent with the analysis above, whegedoy, < Oreq @NAPror > 0.9.04, Can be
expressed a%,. Pror, SO the first condition 8. Bror < areq: Since we are assumifg, = 1, the
first condition simplifies tau, < a.eq Similarly, assuming tha,, = 1, the second conditiof,
> 0.9, is always satisfied.
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However, using these figures as estimators of turfay a potential charter
amendment proposal presents two potential problddirgctor election turnout (and
charter amendment turnout) may vary from year tr.y€o be conservative, | therefore
use as an estimator the year with the largest tifioo each company over the period
2010 to 2013. A second problem may occur if thergystematically higher turnout for
meetings with votes involving charter amendmenrds tilor meetings without charter
amendment votes. Intuitively, it makes sense frmtbmpany has an amendment
proposal on the ballot and is concerned that thengiment may fail, management of the
company may employ a proxy solicitor to try and @greater number of shareholders to
fail. To determine whether it is necessary to adpsthis effect, | construct a regression
model of whether the presence of a corporate ganemproposal affects shareholder
turnout. The analysis is set out in Appendix D. Tégults show that the presence of a
corporate governance proposal on the ballot ahana meeting does not have a
significant effect on shareholder turnout at thewsh meeting.

| limit my sample to companies that are curreniyhie Russell 3000 index. |
exclude companies with missing turnout data. | alstlude meetings with contested
elections, where shareholder votes may be split @dtnpeting candidates. | also
eliminate companies where cumulative voting or ipldtclasses of shares with different
voting rights makes it difficult to estimate likesjrareholder amendment turn8tithis
leaves a sample of 2,433 companies.

For each of these companies, | determine if shiglehturnout is less than the
vote required to amend the charter, and if so, mdrethareholder turnout plus broker
votes would be greater than the vote required terahthe charter —i.e.:

Olo < 0'vreqa-nd(xto + Oy > Oreq

| find that, of the 2,433 companies, IM 12-4 hasseal 283 companies, or 11.6%
of the sample, to be unable to amend part of tieirters. These results are set out in
Panel 1 of Appendix E shows the distribution osdeompanies by their market
capitalization and voting requirements of the conigs

B. Companies Where Shareholders Cannot Amend Bylawsom
IM 12-4

| use the same methodology as in Part A to detertii@ number of corporations
where IM 12-4 has made it impossible for sharehsltie amend the bylaws of the
corporation. As before, | evaluate the number ohjganies where:

64
Oto < Oleq anday, + opy > Olreq

8Although these companies are not identified ak suthe SharkRepellent database, | identify
them as those where with significant variationumbut among directors — which | evaluate as
the standard deviation of director turnout gretitan 10% of the mean director turnout.

% 1n this instance | US@.q to represent the vote required for the bylaw amesd, rather than the
charter amendment.
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The default requirement in most states for a byavendment is only a majority
of votes cast however a majority of companies provide for sugagarity requirements
for shareholder votes to amend certain bylaw pioni® The FactSet SharkRepellent
database provides data regarding supermajorityirezgants for bylaw amendment.
However, the database does not differentiate betwerporations that require a majority
of outstanding shares to amend certain bylaw piavss and those that require a majority
of votes cast. As a result, to be conservativesume that all companies without a
supermajority require only a majority of votes cdst a result, my analysis is likely to
significantly underestimate the number of companiitls board-only bylaw
amendment§’

Of the 2,433 companies in my sample, my analysigvstthat in 209 (8.6% of
my sample), IM 12-4 has made it impossible for shalders to amend the bylaws of the
corporation. Panel 2 of Appendixdiows the distribution of these companies by market
capitalization and bylaw amendment requirement.

C. Companies with Insider Vetoes from IM 12-4

As with frozen charters, it is possible to estinthenumber of companies where
IM 12-4 has given insiders a veto over certain etamendments. Based on the same
simplifying assumption that all shareholder suppoperticular resolutiorf, = 1),
insiders will have a veto as a result of IM 12-dendturnout less the insider block.{
is less than the vote required, but turnout pladér votes less the insider vote would be
greater than the vote required —i.e.:

Olto - Olins < Olregq andoy - Oins + 0lpy > Olreq

Using the same methodology and data as above dinginsider holdings taken
from the FactSet SharkRepellent database), | egtithat IM 12-4 has resulted in 227
companies, or 9.3% of my sample, where insiders Imawe a veto over certain charter
amendments. Panel 3 of Appendisiiows the distribution of these companies by market
capitalization and voting requirements. Of couséece shareholder support for a
particular resolution will be less than 100%,,(< 1), there will be a greater set of
companies where IM 12-4 has given insidede facto veto over certain amendments.

%e.g., 8 Del. C. § 109.

®8 This assumes that the likelihood of that leveswbport is independent of the ‘distortability’ of
the company submitting the proposal. In realitynpanies that are distortable may be slightly
more likely to put forward lower support proposalsd therefore the estimatesTiable 13 may
underestimate the level of expected distortionygolikely by less than an order of magnitude.

% This assumes that the likelihood of that leveswport is independent of the ‘distortability’ of
the company submitting the proposal. In realitynpanies that are distortable may be slightly
more likely to put forward lower support proposalsd therefore the estimatesTiable 13 may
underestimate the level of expected distortionugfolikely by less than an order of magnitude.
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D. Reductions in Potential ‘Distorted Pass’ Resultfom IM 12-4

In the same way that | extended my consideratidnoaen charters to the large
majority of companies that have not had chartermalments go to a vote, it is possible to
consider potential ‘distorted pass’ distortiong th&ve not yet had proposals voted on. As
discussed in Part Ill.D above, broker votes wouwsifively distort the outcome of a
proposal if less than a majority of voting shareleos vote for the proposdli{; < 0.5)
yet the proposal would pass if broker votes wechuited.

As in Part lll.D above, it is necessary to consiclampanies with ‘shares
outstanding’ and ‘votes cast’ requirements seplrater companies with outstanding
share requirements, the proposal will be distaifted

Bror < 0.5,040r < Oreq andogor + oy > Oreq

Since the percentage of outstanding for is the sasbe turnout multiplied by
the percentage of turnout fati{ = Bror-01o), @nd sinces, cannot be greater than 0.5, we
in the most generous case the above conditiondwiiliue if:

Bror < 0.5, 0.5040 < ttreq @Nd 0.5010 + Olpy > Olreq

For companies with votes cast requirements, bre&ks could conceivably
cause a proposal to result in a ‘distorted pagi@fabsolute number of shares in favor
(6ror), plus the number of broker vote8,,J as a percentage of the number of votes cast
(80) plus the number of broker votes, is greater thanvote requireBeq

0
Bfor <05 ancm > Breq

eto"’ ebv
Since the number of shares cast in favor cannaotdre than half the number of
shares casby, < 0.5.8,), in the most generous case this simplifies to:

.5.0to+6
Bfor <05 anm > Breq

Oto+ Opv

| find that 463 companies (19.0%) could potentiaillye a ‘distorted pass’ result.
Panel 4 of Appendix E shows the distribution ostheompanies, by type of vote
requirement and supermajority requirement. Howebexse are onlgotentially
distortable companies. To estimate the likely number of ‘distd pass’ distortions, it is
necessary to consider the level of support thatdvoe necessary for the companies
above to have votes distorted, and the likelihdathase levels of support occurring. The
level of support necessary for the vote to be distowill be a function of level of broker
votes and the level of turnout for the vote. Thedothe broker votes as a proportion of
the turnout, the closer the level of support mestd0.5 for the outcome to be distorted.
For companies with outstanding shares requiremesds;anging the formula above, we
can see that:

Ureq — Apv

Bfor >
or ato
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For companies with votes cast requirements:

Breq(eto + ebv) - ebv
Bto

Bfor >

Table 2 below shows the distortable companies by the rafgapport at which
they could be distorted.

Table 2: Expected Number of Distorted Companies

Minimum Range of Likelihood of Expected Number
Support for Companies: Support for Support in of ‘distorted pass’
Distortion Distortion Range Companies
45%-50% 289 45%-50% 0.5% 1.6
40%-45% 83 40%-50% 0.9% 0.8
35%-40% 47 35%-50% 1.1% 0.5
30%-35% 15 30%-50% 1.1% 0.2
20%-30% 15 20%-50% 1.1% 0.2
10%-20% 10 10%-50% 1.3% 0.1
0%-10% 4 0%-50% 1.3% 0.1
Total 463 3.3

As well as the breakdown of distortable companiethb minimum level of
support necessary for distortiorgble 2 also shows the likelihood of proposal support
being between that level and 0.5, based on theoptiop of all management proposals
that received support in that range in 2012 or 20B3 multiplying this likelihood by
the number of companies requiring that level ofpsufy we can estimate the number of
companies that are likely to have a ‘distorted pastcome as a result of broker votes.
As Table 2 shows, only 3.3 companies, or 0.1% of the compadniesy sample, can be
expected to have a ‘distorted pass’ outcomes asudtof broker votes.

This is an artifact of the low number of managenmnposals that are likely to
receive less than 50% of shareholder support teadvraught by directors. However, if
this were to change, the number of potential ‘distbpass’ proposals would also
change. As a result, since the possibility can’tuded out, any solution to the problem of
distortion should minimize the risk of ‘distortedgs’ distortions as well as reducing the
incidence of ‘distorted fail’ distortions.

% This assumes that the likelihood of that leveswport is independent of the ‘distortability’ of
the company submitting the proposal. In realitynpanies that are distortable may be slightly
more likely to put forward lower support proposalsd therefore the estimatesTiable 13 may
underestimate the level of expected distortionugfolikely by less than an order of magnitude.
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V. Evaluating IM 12-4

| turn now to consider IM 12-4 from a normative g@ctive. | evaluate IM 12-4
from several frames of references. First, consistdth its own goals, | consider IM from
an investor perspective. Second, | consider IM I#h a firm value perspective. Third,
| consider IM 12-4 from the perspective of the caatarian theory that underlies
corporate law. Fourth, | consider IM 12-4 from grerspective of directors and managers.
| conclude with some words about the procedure lighviM 12-4 was put in place.

A. Evaluating IM 12-4 from an Investor Perspective

Although it doesn't state it succinctly, IM 12-4 kes clear that its underlying
goal is investor protection. Because IM 12-4 islsort — about half a page of text — it
doesn’t set out the reasons underlying its prabiibn uninstructed broker voting for
certain corporate governance proposals. Insteagfgitences “recent changes in
Exchange rules as well as through legislative ag¢tigives the example of the 2010
prohibition on broker voting of uninstructed shaireghe election of directors and
executive compensation matters, and indicateghiathanges are being made “in light
of these and other recent congressional and ppoblicy trends disfavoring broker voting
of uninstructed share§” To understand the goals of IM 12-4, it is therefoecessary to
refer to the reasons underlying the 2010 chang@shiting uninstructed broker voting
on director elections and executive compensatibe. dnderlying rationales cited in the
SEC orders approving the 2010 prohibitions on unilcted broker voting on director
elections and broker voting on executive compeosatiere to “better enfranchise
shareholders® and thereby “further investor protection and theljz interest”* and
“enhance corporate governance and accountabilgpaoeholders.” | therefore
consider first how IM 12-4 fares against its owplitit goal of investor protection.

Taking into account the consequences of IM 12-4ired in Parts Il and 1V,
how does IM 12-4 fare when evaluated against these? Here it is necessary to weigh
the benefits of IM 12-4 for investors in eliminajifdistorted pass’ results, with its costs
to investors in causing ‘distorted fail' outcomes proposals that investors consider to
be value enhancing. As Part Ill shows, the numbétistorted fail' outcomes resulting
from IM 12-4, particularly frozen charters, cleadytweighs the small number of
‘distorted pass’ results that IM 12-4 has preventat on a prospective basis, as
described in Part IV, the number of companies ahatikely to have frozen charters
without broker voting, and other ‘false fail’ outoes likely to result from the elimination
of broker voting, clearly outweighs the small numbcompanies where broker voting

%9See Information Memorandum 12-4, supra note 38, at

OSee the 2009 SEC Release, supra note 36, at 12.

"ISee the 2010 SEC Release, supra note 37, at 9.

"?See the 2010 SEC Release, supra note 37, at tssetne 2009 SEC Release, supra note 36, at
12 (“enhance corporate governance and accountéhilit
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could result in ‘distorted pass’ outcomes (assurtiegdistribution of support for
corporate governance proposals remains constanfyeBzing charters, IM 12-4 has had
the effect of disenfranchising these shareholdershe extent that these shareholders
believe that these amendments would enhance coepgogernance and accountability
to shareholders, IM 12-4 has prevented such enh@mte As Sections B and C of Part
Il illustrated, there are other ways in which heat than protecting shareholders from
distortion in favor of insiders, IM 12-4 has actydlarmed investors — by giving certain
insiders veto power over certain amendments treeslolders may believe to be in their
interest, and by taking away from shareholdersathikty to amend certain bylaws.

How has IM 12-4 so clearly failed against the potjoals it references? Charter
amendment votes differ in two important respecimfdirector elections and executive
compensation votes IM 12-4 refers to, neither ofcilare acknowledged or considered
in IM 12-4. First, as noted in Section IIl.D aboiremost cases there is general
alignment between director recommendations ancehbéter preferences for charter
amendments, because directors are unlikely to lotiagter amendments if they believe
they will not receive shareholder support. In casitrwith broker voting in director
elections and on compensation matters, there ipdbsibility of withhold campaigns
against directors, or moves to reject compensatiamms put forward by directors — in
which case there would be an obvious conflict betwine recommendations of directors
and the preferences of objecting shareholders.réietioere is also a significant
difference among the requirement for votes to pagsuncontested director elections,
the default rule in almost all staféis that a director will be elected either if thise
plurality.” Even for those corporations that have adopted nitbgjmting standards, a
director will be elected, if the director receivgemajority of the votes caStSimilarly,
an executive compensation proposal will passréddeives a majority of the ‘for’ and
‘against’ votes cast. However, as discussed ini@ett.A, the default rule for most
charter amendments is to require a majority ofeshautstandin§. As was explained in
Part Il above, many corporations have supermajegiyirements requiring a higher
proportion of votes outstanding. With a ‘votes tatindard, preventing broker voting
will have a limited effect on the chance of thegwsal passing, as broker votes will be
eliminated from both the numerator and denominattdine proportion of votes cast.
Indeed, Akyol, Raff and Verwijmeren found that #@.0 amendments to Rule 452
eliminating uninstructed broker voting for directections did not decrease approval

" That is, the director receives more votes thanahgr contestant. In an uncontested election
with a plurality rule, a director will therefore le¢ected if they receive any votes at all.

" That is, the director receives more votes thanaihgr contestant. In an uncontested election
with a plurality rule, a director will therefore le¢ected if they receive any votes at all.

S A variation on this rule is a ‘resignation policyhere a director would be required to submit a
resignation if they did not receive a majority bétvotes cast.

® This excludes those companies incorporated iesgaverned by MBCA-based statutes that
have not overridden the default amendment rulbase states, though as discussed in Section
lII.A, these represent only 5% of the sample | cdeis
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rates for director§. However, as demonstrated by the number of frohanters
observed in Part lll above, with a ‘shares outstagidstandard, preventing broker voting
will have a much greater effect on the chance eftoposal passing.

B. Evaluating IM 12-4 from a Firm Value Perspective

The consequences of IM 12-4 have been to prevemges in the corporation’s
governance. Given the support of managers, direetod shareholders, we can presume
that these changes are value-enhancing for th@@ipn and its shareholders. However,
in a number of these corporations, frozen chahave prevented the corporation from
making such amendments. To the extent this isgbaltrof IM 12-4, the rule change has
prevented the maximization of firm value.

C. Evaluating IM 12-4 From a Contractarian Perspecive

Another way to evaluate IM 12-4 is from the persiyecof the contractarian
view of corporate law. Economists and corporatedatolars have long understood the
corporation as a ‘nexus of contracts’ among difieprties in the corporatidATo the
extent this analogy holds, the corporate chartdrdsentral part of that contract. The
charter defines the key terms of the contract antbegorporation and its shareholders
(which I will refer to as the ‘corporate contracteither by incorporating those terms
explicitly, or by remaining silent and thereforeopting the default terms set out in state
law. One of the central terms in the contract éphocess for its amendment. The
corporate law of most states provides certain nanglaequirements for charter
amendments such as the requirement for directoslaaictholder approval of charter
amendments, although all states allow these todmifimd in certain ways in the charter,
such as increasing the voting requirement for $ttdder approval. Charter terms do not
explicitly deal with broker voting. However, as ttiscussion in Part Il indicates, the
treatment of broker voting is central to the resoltshareholder approval votes, because
of its influence on the level of turnout, and bemabrokers overwhelmingly vote in favor
of management proposals. As a result, the termneotorporate contract that deals with
the requirements for shareholder approval of amemndsris predicated on certain
expectations about the treatment of broker voting.

" See Ali Akyol, Konrad Raff and Patrick VerwijmereFhe Elimination of Broker Voting in
Director Elections, Working Paper, availabléntip://ssrn.com/abstract=19735%8& 16 (“[W]e
observe no decrease in approval rates after thagehia Rule 452. In fact, the increase in
approval rates in annual meetings after 2009 tssttally significant at the 1% level.”)

8See, for instance, Alchian & Demsetz, Productinfgrmation Costs, and Economic
Organization, 62 Am. Econ. Rev. 777 (1972); Jerg&séfeckling, Theory of the Firm:
Managerial Behavior, Agency Costs and Ownershipcitre, 3 J. Fin. Econ. 305 (1976); Frank
H. Easterbrook & Daniel R. Fischel, The Corporateitact, 89 Colum. L. Rev. 1416 (1989).
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The amendment terms of the charters in almosff #itleocompanies in my
sample were adopted prior to January 20IThese amendment terms were predicated
on broker discretionary voting being permitted barter amendments. As discussed
above, it was also generally understood that beoketed overwhelmingly in favor of
managemerf’ff and that broker votes represented, on averagéul6f the shares
outstanding? The changes wrought by IM 12-4 in prohibiting beokoting on charter
amendments implicitly modify the amendment requigata of corporate charters from
how they were understood by directors and sharehald o the extent this resulted in
frozen charters, the expectation of directors dnaleholders that the charter could be
amended in a certain way has been thwdf@twarting the intention of the corporate
contract is value-reducing because it resultsritoge away from contractual terms
agreed to by all of the parties to the contraatexius of the corporation. As a result, it is
likely that changing the terms of the contract fritvose that were understood by the
parties results in a less efficient corporate @miff’ Even if the corporate contract is not
completely efficient, taking away the ability to end the contract would make the
contract more efficient only in a very narrow amdikely set of circumstancés.

D. Evaluating IM 12-4 from Directors’ and Managers’ Perspectives

Throughout this paper | have assumed that, becdzster amendments require
the approval of directors, directors (and managarpport such charter amendments.
However, there may be reasons to believe thattdir¢and managers) notwithstanding

“Ten companies in my sample successfully amendzrddharters to reduce or eliminate
supermajority requirements for charter amendmerttsesr 2012 annual meetings.

8035ee the Proxy Working Group Report, supra nota54.

8 Jennifer Bethel & Stuart Gillan, The Impact of thetitutional and Regulatory Environment on
Shareholder Voting, supra note 25, at 42.

8 The significance of this point is diminished byngather changes to the factors that influence
the difficulty of amending corporate charters sitiogse charters were entered into — for
instance, the rise of institutional investors. Hogaremany such changes are endogenous to the
shareholders or the corporation, whereas IM 12ek@gyenous.

8 A long-standing debate in corporate law concerhether the initial corporate contract is
efficient. Corporate contracts are understood teffieient because the parties designing the
corporate contract cannot benefit from introdudmgfficient terms, because the other parties
are informed of their value, and will price theffi@ent term accordingly. Therefore the parties
to the initial charter will draft value-maximizirigrms®? If the corporate contract is efficient,
then any unintended change to the corporate cdnrtrsiech as a change in the effect of the
amendment term — will make the contract less effici

8 Having the option to amend the contract is likelye efficient, as discussed in Section B
below. Evidence for the efficiency of amendment barfound in the fact that public company
charters could effectively prevent amendments fuireng 100% unanimity, however only one
company in my sample contains this requireni&hi.order for a charter preventing amendment
to be efficient, shareholders would have to belithad there is some benefit to preventing
themselves from amending the charter, and thabiafit outweighs the cost of preventing
current or future amendments to the charter. Ofsmudespite these beliefs, shareholders could
not have already taken the efficient action to préfuture amendments. In any other set of
circumstances, changing the amendment term to preweendment will reduce the value of the
company.
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approving the amendment, directors prefer thaathendments fail. There are a small
number of management proposals where directors havgiven a recommendation
either for or against the proposal, or have recontled against the proposahble 3,
below, sets out the number of such recommendatmwreharter and bylaw amendments
from 2005 to 2013.

Table 3: Number of ‘No Recommendation’ and ‘AgainstRecommendations by
Type of Management Proposal, 2005-2013

No ‘Against All proposals
Recommendation. Recommendation prop
Charter Amendments®® 7 2 1,826
Bylaw Amendments 2 4 359
Other 8 1 260
Total 17 7 2,445

Although there are very few instances where dirsad@ not recommend in
favor of a management propo&athere are a large number of situations where
management proposals approved by directors weoeged at the previous annual
meeting by shareholder proposals that directorsmetended against, and put forward
numerous arguments against, casting doubt thatitbetors’ approval and
recommendation of a management proposal signailttiei preference.

Why might directors approve amendments that theggoailly disfavor? This
may be the case if a precatory shareholder propegagsting the amendment has
previously been approved by the shareholders ofdhgany. The voting guidelines of
many institutional investors indicate that, if timthe case, they will withhold votes from
directors that fail to implement the request cargdiin the shareholder propo%al.
Similarly, the policies of the major proxy advisdiiyns are to recommend withhold
votes against directors that fail to implementrénguest contained in a successful

8These include amendments of both charter and Isylaw

8 One reason there may be so few instances wheretatis make no recommendation, or
recommend against a proposal, is because failingcmmmend the proposal may cast doubt on
whether the directors believe the proposal is énltést interests of the company, and therefore
whether their decision to approve the proposal eeasistent with their fiduciary duties. In other
cases, directors may recommend in favor, but sidyead own preferences against the proposal.
For instance, in 2013 Costco Wholesale Corpordifonght a proposal to declassify the board
of the corporation, wherein the directors recomneehid favor of the proposal but explained
that, in their capacity as shareholders of the @@rpon, they intended to vote against the
proposal.

89 See Georgeson, 2013 Annual Corporate GovernangevResupra note 56, at 22.
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shareholder propos#l Directors wishing to avoid having a significanoportion of

votes withheld in their own elections may therefooenply with shareholder wishes that
an amendment be put forward, even though theiopaigreference is against the
amendment.

This is most likely to be the case for those pagcharter amendments, where
directors’ (and managers’) preferences regardingraments diverge from the
preferences of the substantial majority of shamddrsl, such as charter amendments to
remove anti-takeover measures, like classifiedd®dn that case, it is possible that
shareholders may prefer to amend the charter toversuch anti-takeover defenses,
based on the belief that the threat of a takeowayr emcourage management to perform
more effectively, and shareholders may benefit ftoenpotential premium paid in the
case of a takeover. Consequently, shareholder gatgpput forward in 2013 requesting
that companies remove classified boards, a keyptakelefense, received average
support of 80% of votes cdStHowever, managers may prefer not to amend theerhar
to remove anti-takeover provisions, for correspngdieasons — the threat of a takeover
that might lead to their replacement will reduceittiob security, and put more pressure
on them to perform than they may otherwise prefer.

E. Evaluating IM 12-4 from a Procedural Perspective

Although IM 12-4 had significant consequencesfdtes, and the procedure by
which it was put in place, differed substantialigrh the procedure by which other
amendments to Rule 452 had previously been madendments to NYSE rules (and
those of other exchanges) are governed by Seclii) of the Exchange Act and Rule
19b-4 of the General Rules and Regulations prontedigdoereunder. These set out
comprehensive requirements for proposed amendroéatchange rules, including:

1. The proposed rule must be filed on a specified favith certain required
exhibits®

2. The information provided by the exchange must entii# public to provide
meaningful comment on the proposal and for the &Ed&2termine whether
the proposed rule is consistent with the Exchange’A

3. The SEC is required to publish proposed rule chsiage requests public
comment during a comment perigd.

4. The SEC must consider the proposed rule, as wellilalc comments on the
rule, and determine whether the proposed rulefieatighe requirements of

8 See Georgeson, 2013 Annual Corporate GovernangevResupra note 56, at 22.
89 See Georgeson, 2013 Annual Corporate GovernangevResupra note 56, at 22.
“See Form 19b-4 to the Exchange Act Rules.

ISee Form 19b-4 to the Exchange Act Rules, supe9® at 2.

92See Section 19(b)(1) of the Exchange Act.
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the Exchange Act and rules, including being desigiregeneral, to protect
investors and the public interest.”

All of the other recent restrictions on broker ngtin Rule 452 — the 2003
restriction relating to executive compensation eraftand the 2010 restrictions relating
to director elections and executive compensatiaenrt through the rule amendment
process, and therefore had detailed explanatorgriaks, public commerif,and lengthy
consideration of the rules and the comments byst&, on the basis of which the SEC
determined the rules had the effect of protectinvgs$tors and the public interest

In contrast, IM 12-4 did not follow these rufédM 12-4 was a two-page
memorandum, containing approximately half a pagexif IM 12-4 gave very little
explanation of the reasoning behind the changespiemented, or consideration of their
potential effects. There was no advanced noti¢heothanges in IM 12-4, nor any ability
to publicly comment. There was no consideratiothefrule change by the SEC or other
regulatory body, and no conclusion drawn whethertile change would protect
investors and the public interest.

These procedural shortcomings may explain why timsequences described in
Part 11l above, and the broader effects describdehirt IV above, were unforeseen. Had
the changes made in IM 12-4 been made throughhzafamendment to Rule 452, the
approval process described above may have le@s$e ttonsequences being identified
and avoided.

VI. Fixing IM 12-4

In this section | consider how the problems descaibove may be mitigated. The
aim of this section is to set out a number of ptigésolutions to the problem. | consider
four kinds of solutions. Most obviously, the chasgeIM 12-4 could be reversed.
Alternatively, steps could be taken to reduce éwell of uninstructed broker votes. If
uninstructed broker votes cannot be eliminatedpagrtional system of voting could be
implemented, or a system could be devised to pemiitstructed broker voting in
particular circumstances. | conclude with some cemision the procedure by which any
reform should be undertaken.

| evaluate each of the solutions presented bel@inagthe framework
developed in Part Ill.A above: to reduce both ‘litad fail' proposals and ‘distorted

9See Section 6(b)(5) of the Exchange Act.

% With respect to the 2009 SEC Release, 153 comlattets were received and reviewed. See
the 2009 SEC Release, supra note 36, at 33,293.

%Section 19 of the Exchange Act permits a propeskzichange to avoid the normal process if
designed by the exchange as “constituting a stadédy, practice, or interpretation with respect
to the meaning, administration, or enforcementroésisting rule of the self-regulatory
organization”.
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pass’ proposals. As discussed in Part Ill.C abthere were only a small number of
management proposals that received low levelsarediolder support in 2012 and 2013,
which limited the positive impact of eliminatingistiorted pass’ proposals during that
period. However, it's not possible to conclude thé distribution of shareholder support
is the natural state of the world. Indeed, it'sgioke to conceive of circumstances where
a much larger number of proposals might receivedbareholder suppott.For the
reasons set out in Part Ill.C, | don't believe likly that directors of a significant
number of companies would bring proposals thatéahaignificant chance of failing.
However, since the possibility can't be ruled @urty solution to the problem of
distortion should minimize the risk of ‘distortedgs’ distortions as well as reducing the
incidence of ‘distorted fail’ distortions. The ideslution would therefore undo the
effects of IM 12-4 in freezing corporate chartéfas well as other ‘false fails’ for bylaw
amendments, and insider vetoes), while maintaittiegpotential benefits of IM 12-4 in
reducing ‘distorted pass’ distortions. | also comitren the potential cost and workability
of the solutions.

A. Reversing IM 12-4

The most obvious solution to the problems outlimeBarts 11l and IV is to
reverse IM 12-4, and return to the situation beftel 2-4 was implemented. This
would have the opposite consequences to thoseilole$dn Parts Il and IV above. The
‘distorted pass’ results caused by IM 12-4 woukhgdpear: the frozen charters caused by
IM 12-4 would be defrosted, along with failed bylamendments, and the number of
insider vetoes would be reduced. However, the piisgiof ‘distorted fail’ proposals
would be resurrected. Proposals that may be oppgmsadnajority of shareholders could
conceivably pass with the support of broker votesdiscussed above, given the current
state of the world where very few corporations ¢primanagement proposals that receive
less than a majority of votes case, the overadotfivould be beneficial — the benefit
from eliminating those frozen charters and othéstaited fail’ proposals caused by not
counting broker votes would outweigh the few ins&sof ‘distorted pass’ proposals that
might occur. However, there remains the possibiligt the number of ‘distorted pass’
proposals could increase, especially given thatdhestated potential for distortion from
broker votes could increase the likelihood of spidposals passing. One solution to this
could be to continue to require the disclosurénefrtumber of uninstructed broker votes
being voted, so that their distortive effect cobkdobserved, and appropriate steps taken
if ‘distorted pass’ results became a significamtgem.

% For example, during the 1980s and 1990s, a sagmifinumber of companies amended their
charters to put in place takeover defenses, sustaggered boards. These types of amendments
may have received significantly lower levels ofretelders support.

% There are a number of companies that have frozarers that are not the result of IM 12-4.
Because of high supermajority requirements andterdhareholder turnout, these companies
would have frozen charters even if broker votesswrmrmitted. Remedying these would require
some other kind of intervention — for instance,rtintervention to invalidate the supermajority
requirement of the charter., though consideraticthese is outside the scope of this paper.
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Reversing IM 12-4 could be implemented inexpengiviey the NYSE issuing
further guidance reinstating charter amendmentise@tatus of “routine items,” thereby
allowing brokers discretion to vote without auttyfrom beneficial owners. Given the
simplicity of this solution and the ease by whitbhauld be implemented, IM 12-4 could
be reversed as an interim measure to reduce hashateholders while more
comprehensive reforms are debated.

B. Reducing Undirected Broker Votes

An alternative solution to the problem of distoetibroker votes would be to
reduce or eliminate uninstructed broker votesnlhatructed broker votes could be
eliminated, this would obviate the need to choas®ben ‘distorted fail’ distortions and
‘distorted pass’ distortions; both would be elimiath Even if uninstructed broker votes
could not be eliminated and could only be redutt@d,would still reduce the intensity of
both kinds of distortions, and therefore the likebd that either would affect voting
outcomes.

The number of uninstructed broker votes could deced in a number of ways,
some of which could be implemented by corporatiotisers of which could be
implemented by brokers. As discussed in Part listmainstructed shares held through
brokers are beneficially owned by retail invest@srporations can already take steps to
increase the response level from retail shareheldeesponse rates among retail
investors are higher when corporations mail progyarals in full paper format, rather
than electronic notification, or the ‘notice andess’ methods permitted by the SE
addition, corporations can hire proxy solicitorggtephone individual retail investors to
encourage them to vote. However, neither of thedeniques are a permanent solution —
rather, they would need to be implemented for ea@rnual meeting of the corporation,
and would increase the cost associated with eathreeetings.

A more permanent solution is to reduce the numbegtail investors. Many
corporations have buyback programs targeted at sotebf shares. However, this
requires retail investors to choose to tendertimcbuyback, which is unlikely to be
universal. Other transactions could compulsorilguiie small shareholdings. In a
reverse stock split, a corporation reduces the eurmbits outstanding shares by
combining shares in a particular ratio. If a cogtimn undertook a reverse stock split
with a high ratio, for example, requiring that 16l shares be exchanged for 1 new share
(a 1-for-100 reverse split), those shareholderh igits smaller than the ratio would
receive cash for their shares. However, this &yiko be an expensive undertaking for a
corporation, and since it will affect the numbeisbfres outstanding, may have
undesired effects on the liquidity of the compadts/costs are therefore likely to
outweigh the benefits in reducing the number oflssieareholders.

% See Broadridge & PwC ProxyPulse, ‘How well do ymow your shareholders’, First Edition
(2013) (noting that only about 17% of retail slsareceiving a notice were voted from 2007 to
2012, compared to 36% of shares receiving a fuleppackage).
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An alternative solution to those implemented bypooations with respect to
their shareholders is for brokers to implementlatsm with respect to their clients. The
most promising solution is client-directed votifidrokers could require their clients to
direct how their shares should be voted if theltéagive instructions for a particular
meeting. For example, clients could instruct thairtshares be voted as management
recommends, or against management’s recommendatiennatively, clients could
choose that their shares be voted proportionafifgther discussed below). To the
extent this could be implemented when clients @broker it could significantly reduce
the number of uninstructed broker shares. Howekiere would inevitably be some
brokers that did not choose to participate. In &aldi it may be difficult for brokers to
require existing clients to make an election, diorae a default election upon existing
clients. It's also likely that one of the optioms tlients under a client-directed voting
system would be to choose that their shares nebtesl if uninstructed; to the extent
clients chose this option, they would be continuimg potential ‘distorted fail’ results.

Although several of these solutions — especialntidirected voting — show
promise, all could only be partially effective -m@ocan completely reduce the number of
uninstructed voting shares, and therefore the problof ‘distorted pass’ results and
‘distorted fail’ results must be dealt with in ahet manner.

C. Proportional Voting

An alternative approach to broker voting considdrngthe Proxy Working
Group® (and advocated by several commenters on the pabfmbmit uninstructed
broker voting on director electiod$)is proportional voting. This would replace the
current structure whereby brokers can either vibtef ¢he shares they hold or none of
the shares they hold depending on the matter,avtystem whereby brokers would be
required to vote in proportion to the votes of otsieareholders. For instance, if 95% of
other shareholders voted in favor of a proposalkdns would vote 95% of their shares in
favor of the proposal and 5% of their shares ag#isproposal.

% Client directed voting was discussed in the Seguati27, 2007 Addendum to the Report and
Recommendations of the Proxy Working Group to tleevNork Stock Exchange Dated June 5,
2006 (“Proxy Working Group Addendum?”), at 4. Forther discussion of the advantages and
disadvantages of client directed voting, see FfanKarb and John Endean, “Restoring Balance
in Proxy Voting: The Case for “Client Directed MViugf™”, Harvard Law School Forum on
Corporate Governance and Financial Regulation,epri4, 2010, available at
http://blogs.law.harvard.edu/corpgov/2010/02/14fnesg-balance-in-proxy-voting-the-case-
for-client-directed-voting/John Wilcox, “Fixing the Problems with Client Bated Voting”,
Harvard Law School Forum on Corporate GovernandeFamancial Regulation, March 5, 2010,
available atttp://blogs.law.harvard.edu/corpgov/2010/03/0%ffixthe-problems-with-client-
directed-voting/ and James McRitchie, “An Open Proposal for Cligimected Voting”,

Harvard Law School Forum on Corporate GovernandeFamancial Regulation, July 14, 2010,
available atttp://blogs.law.harvard.edu/corpgov/2010/07/14daen-proposal-for-client-
directed-voting/

100 See the Proxy Working Group Report, supra nota256-18.

101 See 2009 SEC Proposal, supra note 36, at 31.
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Assuming the preferences of shareholders holdieig ghares through brokers
are the same as other shareholders, this wouldhelienany distortion in shareholder
voting. Consequently, it would avoid both of thpeayg of distorted outcomes discussed
above. Assuming continued high levels of shareli@ddpport for management
proposals, proportional voting would undo the frozbarters caused by IM 12-4, as well
as the other kinds of ‘distorted fail’ proposalaied bylaw amendments and insider
vetoes. Since broker votes would follow the votiestber shareholders, proportional
voting would also avoid any ‘distorted fail' outcesy Proportional voting would also
obviate the need for an arbitrary list of mattensadnich brokers could or could not vote,
such as that contained in the supplementary miteoidrule 452 — instead brokers
would vote proportionally on all matters.

However, proportional voting would be complicatedmplement®* Brokers
would need to obtain a measure of the proportiamhith vote their shares. There are
two separate reference groups by which the apm@ieppiroportion could be measured —
the other shareholders of the corporation, andr ath@eholders that have instructed a
particular broker to vote.

The most obvious proportion for brokers to vote ladae the proportion of votes
cast by all other (non-broker) shareholders ofcg@oration'®® This would most
accurately reflect overall shareholder preferendesvever, if the preferences of
shareholders as a whole were different from thbaeeholders who do not vote, this
could result in distortions of its own. Logistigglbasing proportional voting on the
aggregate proportion of votes cast would requiteeeia tabulation of the shares of all of
the other shareholders prior to the broker submgjttiheir proxies, or for brokers to
submit a proxy in blank to the tabulating orgariaabr to directors, for them to vote the
uninstructed shares in the proportion that is lagtablished. Broadridge Financial
Solutions, Inc. handles the overwhelming majorftpimxy statement distribution and
vote handling for most corporations. Broadridgeldquovide preliminary vote counts to
the corporation for distribution to brokers, ottmkers directly. In order for proxies to
be voted by brokers, this information would neetiéaeceived several days before votes
were due. This problem has been overcome with cespdroker-by-broker proportional
voting (described below), and although coordinatiotg tallies from multiple sources
would be more difficult, this is unlikely to be umnountable. An alternative would be
for brokers to give proxies to the proxy holdersdte their shares in a proportion to be
determined. Most proxy cards in uncontested elestappoint selected officers or
directors of the corporation as the proxy holdad direct the proxy holder to vote in the
manner specified on the proxy card. The proxy catdd indicate include an option of

192 The Proxy Working Group stated that “in many wpgsportional voting creates its own set of
problems,” and concluded that “it was not the optimresult.” See the Proxy Working Group
Report, supra note 25, at 17-18.

103 See the Proxy Working Group Report, supra nota2%7.
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having the proxy holder split the shares in thepprtion voted by other shareholdé?s.
Such a system could be implemented by SEC regnlaticalternatively, by private
ordering, on a company-by-company basis. Howevprivate ordering solution would
require each company to act individually, therebglitating significant effort, would
involve a long timeframe in getting adoption fromwbstantial number of companies,
and would likely result in many companies not inpéating the syster?®

The alternative to voting on an aggregate basiddvoe the proportions in which
brokers would vote uninstructed shares to be obtbom a broker-by-broker basis, from
the instructions those brokers receive from otlegreliicial owners. A broker-by-broker
system would be straightforward to implement. Trakér, or Broadridge acting on their
behalf, could tally the instructions they receiveamn their other beneficial owners, and
then split the proxies of the uninstructed shamahé same proportions. As above, the
tabulation would need to be done several days twitite votes being cast. However, as
discussed in Part Il above, beneficial owners imgidhrough brokers are already
required to notify the broker at least ten dayoteethe meetind’® As a result, the timing
issue is unlikely to be a problem. Indeed, the Piorking Group considered that one
broker, Charles Schwab, had implemented propottisting as early as 2008’
Following the release of the Proxy Working Grou@port, the Securities and Financial
Markets Association (SIFMA) issued a “best praciaaemorandum recommending
that their member brokers implement proportiondingpof uninstructed shares in
proportion to the votes cast by the retail clieftthe broker'®® According to news
reports, four large brokers — Charles Schwab, Anagle, Morgan Stanley, Merrill
Lynch and Goldman Sachs — adopted broker-by-brotagortional voting® In a
presentation to SIFMA in 2007, Richard Daly, clégécutive officer of Broadridge,
outlined how they provided proportional voting sees to ‘four large broker clients’ in
2007M° The proportion was established based on shared Wytretail customers of the
broker. The proportion was calculated as of twosdayor to the meeting, and then
recalculated the day before the meeting and theofithe meeting for newly voted
shares.

104 Most proxy cards already indicate that the prokylve voted in a particular way if no
direction is made on a proxy card with respect padicular vote, usually following directors’
recommendations.

195 For a broader discussion of the relative meriteegfilatory and private ordering solutions, see
Lucian Bebchuk and Scott Hirst, Private Orderind #re Proxy Access Debate, 65 Bus. Law.
329 (2009-2010).

198 See NYSE Rule 451(b)(1), supra note 21.

197 See Proxy Working Group Report, supra note 2%57at

198 See Proxy Working Group Addendum, at 4.

199 5ee Cyrus Sanati, “A Surprise at the Ballot Thisx Season?”, New York Times DealBook,
February 25, 2009 (available at http://dealbookmgt.com/2009/02/25/a-surprise-at-the-ballot-
this-proxy-season/).

10g5ee also the slides from the presentation by RichaDaly, Chief Executive Officer of
Broadridge Financial Solutions, Inc., to SIFMA Ogtésns Conference, April 29-May 2, 2007
(available at http://archives2.sifma.org/ops2007RxyPanelRichardDaly.pdf ).
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Although a broker-by-broker system could be edsilglemented, it could result
in other distortions where only a small numbertofet-name holders submit instructions
to a particular broker and those holders have mdiffepreferences from other
shareholders. The votes of the shareholders thadtdowould be ‘overweighted’ to the
extent of the uninstructed shares. The largeratie of uninstructed shares to the shares
being used to determine the proportion, the strotige effect. The Proxy Working
Group considered there to be a possibility of malaifion where a broker has a
disproportionately large number of uninstructedreb&™ However, the concerns
expressed by the Proxy Working Group seem to haee hssuaged where the pool of
votes used to set the proportion included ostgil investors:*? Henry Hu and Bernard
Black also consider this approach, and concludethieae is no reason to believe that the
distortion would be problemati¢?

Based on the above discussion, it is clear thalbtfistical issues involved in a
proportional voting system are surmountable, whetimough regulatory action, or
through private ordering by corporations or brokétss would speak in favor of
reallowing uninstructed broker voting, though enagiing a move towards proportional
voting.

D. Permitting Broker Voting on Certain Charter Amendments

A third set of alternatives would be to replace 14 with a rule that permits
broker voting on a circumscribed set of corporateegnance proposals. The set of
corporate governance proposals where broker vetngd be allowed would be those
with the greatest likelihood of ‘distorted fail’ momes, and the least likelihood of
‘distorted pass’ outcomes. Such a rule could bdeémpnted by an addition to the
supplementary materials to Rule 452, indicating #hlaroker could not vote an
uninstructed proxy on a corporate governance msiiehn as the kinds listed in IM 12-4,
unless the proposal met certain conditions. | amrgihree possible alternatives for what
kind of proposals would be permitted.

1. Broker voting only for removing supermajorities

One set of corporate governance proposals whekebvoting could be
permitted is charter or bylaw amendments to rensoyErmajority provisions. As the
distributions set out in Appendix E indicate, misezen charters occur in companies
with high supermajority requirements. This is upsiging — in companies without

11 See Proxy Working Group Report, supra note 2%7at

112 5ee Proxy Working Group Addendum, supra note 408,(“By limiting the vote to be
considered in making proportional voting decisitmghe retail vote, the Proxy Working Group
thought that the potential for manipulation coueddignificantly reduced.”)

113 See the discussion of this point in Henry T. C.and Bernard Black, Equity And Debt
Decoupling And Empty Voting Il: Importance Arigxtensions, 156 U. Penn. L. Rev. 625
(2008) at 705-6 (“This would somewhat overweighé instructions that shareholders
convey, but creates no obvious incentive lgmB. At the margin, the prospect of
overweighted voting might induce more econorigners to vote.”)
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supermajorities, if a proposal is overwhelminglppgorted, then the possibility of 10-
15% of shares being uninstructed broker sharemandote is unlikely to reduce the
overall vote below 50%.

However, most supermajority requirements cannaoeb®ved, because they are
themselves subject to supermajority requirememtarftendment. Therefore, charter
amendments to remove them are also likely to bgestuto the same ‘distorted fail’
problem if broker voting is not permitted. Allowirmgoker votes on amendments
removing supermajorities would prevent ‘distortail foutcomes on these proposals, and
allow the circularity problem to be broken. There eurrently high levels of shareholder
support for removing supermajority provisions -tbaamendments to remove
supermajority provisions received average of 72%obés cast in 2013 As a result, it
is unlikely that such a proposal would receive thas: 50% support and therefore have
the possibility of a ‘distorted pass’ result.

Allowing broker voting on amendments to remove so@gority provisions
envisages a two-step process for amendment of olizeter provisions. First, the charter
would be amended to remove the supermajority piamvig\fter that amendment had
been implemented, the substantive provision coaldrbended at a subsequent meeting.
Not only would this take several years, such agteordering solution would require
each affected company to go through this processvith other private ordering
solutions, this would be more duplicative thangutatory solution.

2. Broker voting only for proposals that shareholdes generally
support

Permitting brokers to vote only on matters thategaty receive substantial
shareholder support is likely to minimize the rigkpotential distortion. If broker voting
is allowed on such proposals, then the possitifity ‘distorted fail’ outcome is
eliminated. And if the proposal receives majoritypgort, then a ‘distorted pass’ outcome
is also not possible. Given that frozen charteczsiowhere proposals fail despite
overwhelming shareholder support, allowing brokgngpon proposals supported by
shareholders would target the kinds of proposaksra/frozen charters and other
‘distorted fail’ outcomes are most likely to beiasue.

The difficulty with this solution would lie in cheing a bright line rule for the
set of corporate governance proposals on whicheonating would be permitted. One
alternative would be to set out a list of topicatthenerally receive strong shareholder
support in the supplementary materials to Rule 46d,allow broker discretionary
voting on those proposals. However, this is unjikelbe workable. It would not reflect
variances in voting outcomes across firms and adimo®, and would likely need
updating on a regular basis through the lengthy 8E&naking procedure. A better
alternative would be to permit broker voting onragmsal that previously received a
strong majority (e.g., greater than 80% of votest)cat a previous annual meeting at the

14 See Georgeson, 2013 Annual Corporate GovernangevResupra note 56, at 22.
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company. Similar to the approach in Subsectiorbaye, alternative above, this would
require a two-step process to amend the charteoteato demonstrate sufficient support
at the first meeting, and then an actual amendraetat the second meeting, likely the
following year. In contrast to the approach in Sdbien 1, above, the first proposal
could be submitted by a shareholder, whereas arsaparity amendment proposal
would have to be brought by the directors. Thiconte would also reflect the general
practice of many corporations, which may wait fauacessful shareholder proposal to
demonstrate the preferences of the company’s shldesks before putting forward a
management charter amendment proposal on a parttopic'*® As a result, this
approach may not require a significant divergememfcurrent practice.

3. Broker voting only where a supermajority is requred

A third method set of corporate governance resmtiston which broker voting
could be allowed may be those amendments for wiiglpermajority vote is required.
This would be a broader set of amendments thardésatribed in Subsection 1, abd¥e.
As discussed in Subsection 1, above, proposalsehatre a supermajority for
amendment are the very proposals that are liketggult in frozen charters and other
‘distorted fail' proposals. They are also proposetiere there is almost no likelihood of a
‘distorted pass’ outcome, since significant supfarthe proposal would be required for
it to pass. Permitting brokers to vote only whesipermajority of outstanding shares is
required would therefore reduce frozen chartersatner ‘distorted fail’ outcomes, while
minimizing potential ‘distorted pass’ outcomes. @ddition to the supplementary
materials permitting broker voting on such propsaluld also be drafted in a
straightforward manner, without ambiguity.

D. The Procedure of Reform

As discussed in Section E of Part V above, beciskE?-4 was not a formal
change to Rule 452, it avoided the considered psoexuired for reviewing and
approving such rule changes. Similarly, it couldilgebe undone by a similar
information memorandum amending the NYSE policytenmatter. However, there may
be reasons to believe that the NYSE may not tatieracn the matter unless forced to by
the SEC. As discussed in Section D of Part V, tieseme evidence that directors and
managers may prefer that certain charter amendrtteyhave approved for submission
to a vote of shareholders do not actually paghidfis the case, these directors and
managers may be less concerned about the shorgewitM 12-4, and may wish for it
to remain in effect. Since the NYSE is funded bgsférom corporations and members,
rather than from investors, it may have an incentivtake actions preferred by those

115 3ee, e.g., Mira Ganor, Why Do Managers Dismartdgdered Boards?, 33 Del. J. Corp. L. 1
(2008).

1 This would also encompass all amendments to sugjerity provisions that were themselves
subject to supermajority approval requirementseye encapsulating the set of proposals
discussed in Subsection 1, above.

46



FROZEN CHARTERS

responsible for the corporation — directors andamars. As a result, it may be unrealistic
to expect the NYSE to act on its own initiativestve the problems created by IM 12-4.

As a result, the most realistic path to reform niyhrough the SEC. In the
event that the NYSE did not take action to soheefioblems created by IM 12-4, the
SEC could take action. This could take two forntse BEC may be able to take action to
strike down IM 12-4, on the basis that it was & mlaking, and not merely a policy
change, and therefore should have been underthk@ugh the rule making process.
Secondly, the SEC has the power to unilaterallyrahiee rules of the NYSE! A rule-
making process under the aegis of the SEC woutdesdpreferable to a policy change
through IM 12-4, as it would follow the same wedlvetloped process discussed in
Section E of Part V. However, it is likely that @nsidered process of this nature may
take some time.

Another alternative, discussed in a number of thetions above, is action by
private ordering, either by corporations, or bylkems. However, given the perspective of
directors and managers on IM 12-4 described inWP&rtabove, there are reasons to
doubt that directors or managers would undertakierato reverse its investor-harming
effect of their own volition. Instead, investorsymeeed to engage with directors and
managers to encourage them to take such actioen@ne number of companies that
would have to undertake individual action, thisqass is likely to be considerably slower
than a regulatory solution. Since there are a emalimber of brokers, a broker-based
private ordering solution may be more efficient.

Given the time that an SEC or private ordering essds likely to take, it would
be optimal for the NYSE — if necessary, at the estjof the SEC — to first take action to
reverse IM 12-4, so as to avoid the investor-hagneifffiects of IM 12-4 on companies
bringing charter amendments in the interim.

VIl. Conclusion

Broker voting rules create the possibility of twiads of distortion. If brokers are
permitted to vote, and follow management recommimas then broker voting will
positively distort vote tallies, and may resulaifdistorted pass’ result for a proposal.
This is the concern that IM 12-4 was implementedawect. However, eliminating
broker voting, as IM 12-4 did, has another distaytéffect, reducing vote tallies from the
value they would have if the preferences of alkrehalders were considered. Where this
results in a proposal failing where shareholdersldiprefer it passed, there will be a
‘distorted fail.” These distortions have been thintended consequence of IM 12-4. As a
result of the rule, parts of the charters of a w&riigl number of corporations are frozen.
The shareholders of a number of corporations aablerto amend their bylaws, and

17 See Section 19(c) of the Exchange Act.
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other corporations now permit insiderdesfacto veto over charter amendments. Given
current levels of support for management proposiaése effects significantly outweigh
the possibility of ‘distorted pass’ outcomes thdt12-4 was designed to address. As a
result, although IM 12-4 has an implicit investootection rationale, its effect has been
the opposite. Many charter amendments that investmsider to be in their interests and
value enhancing can no longer be implemented. Mipdidit change in the amendment
term of the charter also undermines the corpomatéract. | propose a number of
potential solutions to these problems. At the Veagt, and as an interim measure,

IM 12-4 should be reversed; if the NYSE is unwijito do this, the SEC has to the
power to do so and should act. In the longer tarsglution that reduces both kinds of
potential distortion could be implemented. The npwsimising potential solutions appear
to be proportional voting, or a prohibition on beok/oting on corporate governance
matters, except for certain circumscribed exceptibat would prevent ‘distorted fail’
outcomes while avoiding the possibility of ‘disedtpass’ outcomes. In this way, the
investor protection rationale of broker voting mefiocould be upheld.
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Appendix A: Certain ‘Distorted Fail’ Outcomes, 20122013

Panel 1: 2012 Failed Charter Amendments Receiving3®% of Votes Cast

0,
sFor | BT | ok reqy | Broer | ResUCiBYe
(0r0r) (o) (Oreq) Votes
(@or + Oy

Alcoa Inc. 47.3%| 25.6%|  80.0% 72.8% Fail
Avista Corporation 74.6% | 11.8% | 80.0% | 86.4% Pass
Boston Scientific Corporation 78.9% | 6.6% 80.0% 85.5% Pass
Chesapeake Energy Corporation | 62.0% | 19.0% 66.7% 81.0% Pass
CIGNA Corporation 72.0% | 9.3% | 80.0% 81.3% Pass
Duke Energy Corporation 52.7% | 28.8% 80.0% 81.6% Pass
Franklin Street Properties Corp. 70.6% | 16.6% 80.0% 87.1% Pass
Hercules Offshore, Inc. 67.5% | 21.9% | 75.0% 89.4% Pass
Medtronic, Inc. 72.1% | 10.4% | 75.0% 82.5% Pass
:Dnigdmont Natural Gas Company, 5450 | 28.5% 80.0% 83.0% Pass
PPG Industries, Inc. 67.1% 12.6%  80.09 79.8  Fail
Principal Financial Group, Inc. 58.1% 5.99 75.09 .084 Fail
Solta Medical, Inc. 61.1% | 22.9% | 66.7% 84.0% Pass
St. Jude Medical, Inc. 77.8% | 9.1% | 80.0% 87.0% Pass
SUPERVALU Inc. 50.5%| 24.1%|  75.0% 74.6% Fail
Teradata Corporation 75.9% | 7.9% 80.0% 83.8% Pass
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Panel 2: 2012 Failed Charter Amendments Receiving3®% of Votes Cast

0,
o0For | ST | someqa | Broer | ResULTENS
(o0r) (as,) (oreq) Votes
(Ogor + Oy

Akamai Technologies, Inc. 73.2% | 10.9% 75% 84.1% Pass
Apache Corporation 73.9% | 9.5% 80% 83.4% Pass
Avista Corporation 73.8% | 12.9% 80% 86.7% Pass
Capital One Financial Corporation| 80.0% | 5.5% 80% 85.4% Pass
Chesapeake Energy Corporation | 60.1% | 22.4% 67% 82.6% Pass
Cliffs Natural Resources Inc. 46.7% | 17.4% 50% 64.1% Pass
Connecticut Water Service, Inc. 57.9% | 25.3% 80% 83.2% Pass
Emerson Electric Co. 71.2% | 14.3% 85% 85.4% Pass
Energen Corporation 78.3% | 8.9% 80% 87.3% Pass
FirstEnergy Corp. 73.3% | 11.7% 80% 85.1% Pass
L-3 Communications Holdings, Inc| 79.3% 8.89 1009 8.1806 Fail
Marathon Petroleum Corporation | 74.2% | 9.2% 80% 83.4% Pass
Masco Corporation 76.5% | 5.0% 80% 81.5% Pass
Mattersight Corporation 69.2% | 19.7% 80% 88.9% Pass
Medtronic, Inc. 74.7% | 9.3% 75% 83.9% Pass
ModusLink Global Solutions, Inc. 51.5% 0.09 75% . Fail
NYSE Euronext 63.8% | 16.5% 80% 80.3% Pass
OGE Energy Corp. 65.3% | 16.4% 80% 81.7% Pass
PPG Industries, Inc. 68.4% | 12.3% 80% 80.7% Pass
Principal Financial Group, Inc. 61.4% 4.09 75% 66.4 Fail
QEP Resources, Inc. 77.5% | 9.1% 80% 86.7% Pass
Reinsurance Group of America, In{ 81.5% | 4.4% 85% 85.9% Pass
Southside Bancshares, Inc. 56.2% | 26.2% 67% 82.4% Pass
SPX Corporation 78.0% | 6.1% 80% 84.1% Pass
St. Jude Medical, Inc. 77.2% | 8.9% 80% 86.1% Pass
The Goodyear Tire & Rubber Co. | 70.3% | 14.8% 67% 85.1% Pass
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Panel 3: Failed Bylaw Amendments Receiving >90% &fotes Cast, 2012-2013

% For + .
Company % For %;glt(eesr % Req'd Broker Re(selrjriiiltftf(;/s
() (1) (ureq)118 Votes P
v (Uffor + Olpy)
Boston Scientific Corporation 78.9% | 6.6% 80% 85.5% Pass
Chesapeake Energy Corporation | 62.0% | 19.0% 67% 81.0% Pass
CIGNA Corporation 72.0% | 9.3% 80% 81.3% Pass
CLECO Corporation 76.3% | 9.2% 80% 85.6% Pass
SUPERVALU Inc. 50.5%| 24.1% 75% 74.6% Fail
e OB TTIE & R 70.4% | 14.8% | 67% 85.2% Pass
ompany

18 Note that all of the bylaw amendments had ‘shargstanding’ supermajority requirements.
This is unsurprising — votes cast requirement arenally a supermajority, and would not have
resulted in failures if supported by greater th@86%f the votes cast.
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Appendix B: IM 12-4 and the Likelihood of Charter Amendment
Failure

To determine the effect of IM 12-4 on the likelilibof failure of a particular
proposal, | model the relationship between whetienote passes or fails, as the
dependent variable, and whether the vote took pla2612 or 2013 (a binary variable
taking the value 1 for 2012 or 2013 and O for prasiyears). Given the importance of
supermajority voting requirements, | control foe thoting requirement necessary to
approve the voten().

| use a logistic regression model, and clusterdgtecherrors by company. My
results are set out ifable B1 below, using two separate specifications — first:

f(Fail) = a + B.Time + b. areq + bs. Requirement Type + e (1)

In the second specification, | add an interacteomtbetween the vote
requirement and the time:

f(Fail) = a + B.Time + . aeq + bs. Time. oreq+ bs. Requirement Type + e (2)

Table B1: Effect of IM 12-4 on Likelihood of Proposl Failing

(1)

(2

Variables Fail Fail
Time (2012-3) 2.627*** 0.0447***
(0.470) (0.0532)
Vote Required 503.7*** 72.59%**
(449.4) (74.04)
Time x Vote Required 446. 7%
(783.3)
Requirement Type 1.256 1.193
(0.324) (0.308)
Constant 0.00134*** 0.00503***
(0.000716) (0.00296)
Observations 2,430 2,430
Chi? 82.46 109.1
Difference in Odds Ratios 0.0373 0.0820

for Time
(Time =1 —Time =0)

As Table B1 shows, whether or not the vote took place aftedBv is
significant at the 1% level in determining the bty of the vote failing. In the second
model, which shows a better degree of fit, the arfds proposal failing increase 8.2% if
the proposal took place after IM 12-4.
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Panel 1: Majority of Votes Cast Standard

Votes For
0 and Broker | Result if BVs

Type of % Votes Cast Broker Votes | Votes as % | voted in
Company For

Proposal (Brr) (o) of Votes | favor

for Cast
(Bfor+bv)
Pacific Sunwear of . . e
Caliiaria, e, Other 48.4% 11.9% 55.1% Pass
Viad Corp Other 43.4% 4.2% 46.0% Fail
Green Plains Charter
Renewable Energy, 40.4% 0.0% 40.5% Fail
Inc. Amendment
Obagi Medical Other 36.6% 4.8% 40.0% Fail
Products, Inc.
Fred's, Inc. Other 14.3% 6.3% 19.9% Fail
Benchmark Other 46.8% 4.2% 49.2% Fail
Electronics, Inc.
Panel 2: Majority of Votes Outstanding Standard

Company % For and Result if BVs

Type of Outstanding Broker Votes Broker voted in

Proposal Cast For (ag) (ouy) Votes favor

for (otror +0ty)
Cameron .
International Charter 40.1% 2.9% 43.0% Fail
. Amendment

Corporation
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Appendix D: Charter Amendments and Director Electim
Turnout

I model the relationship on shareholder turnoutafing a corporate governance
proposal in a particular year. | use director ébectlata for U.S. companies in the Russell
3000 index for the period 2010 to 2012. | usedra fixed effects model to compare the
turnout for companies that had charter amendmestteden 2010 and 2012 with the
turnout the same companies in the years that tlieyad have charter amendments
during that period. | use whether the company heakporate governance proposal at the
same meeting or not, as well as the voting requérer..,) for the corporate governance
proposal, if any, as independent variables, i.e.:

f(Turnout) = a + RCG Proposal + Do+ € D)

| collect data from 3,213 firms over the three gearith 8,127 observations in
total. | used a firm and year fixed effects moeéth standard errors clustered by firm.
My results are set out ifable D1 below.

Table D1: Effect of Presence of Corporate GovernamcProposal on Shareholder
Turnout, 2010-2012

Variables Turnout
CG Proposal 0.0132
(0.0148)
Voting Requirement -0.0147
(0.0243)
Constant 0.760***
(0.000164)
Observations 8,127
Number of Companies 3,213
R-squared 0.000

Robust standard errors in parentheses
*** n<0.01, ** p<0.05, * p<0.1

The results show no significant effect of a corp@governance proposal on
shareholder turnout over the period.
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Appendix E: Estimates of Companies with PotentialDistorted
Fail' and ‘Distorted Pass’ Results

Panel 1: Frozen Charter Companies Caused by IM 12;4
by Market Capitalization and Charter Amendment Requirements

Sample
Sample
(@O Groren, wotn | Coms | |0 FroRen snarn | Gomee Dy
by Size q
0 1 11.1% 9 50% 25 2.5% 1,007
1-100 8 36.4% 22 50% - 59% 0 0.0% 1
100 - 1000 161 15.09 1,074 | 60% - 69% 70 8.9% 790
1,000 - 10,000 81 7.9% 1,026 | 70% - 79% 53 23.5% 226
10,000 - 100,000 31 11.49 273 80% - 89% 131 33.2% 394
90% -
0, 0,
>100,000 1 3.4% 29 100% 4 26.7% 15
Total 283 11.6% 2,433 Total 283 11.6% 2,433
Panel 2: Companies with Insider Vetoes Caused by INI2-4,
by Market Capitalization and Charter Amendment Requirements
Market Insider % of n Vote Insider % of n n
Cap. ($m) | Vetoes n Required . Vetoes 0
0 0 0.0% 9 50% 57 5.7% 1,007
50% -
— 0 0,
1-100 2 9.1% 22 59% 0 0.0% 1
60% -
100 - 1000 144 13.4% 1,074 84 10.6% 790
69%
1,000 - 70% -
10,000 70 6.8% 1,026 79% 31 13.7% 226
10,000 - o 80% - 0
100,000 11 4.0% 273 89% 55 14.0% 394
90% -
0 0,
>100,000 0 0.0% 29 100% 0 0.0% 15
Total 227 8.9% 2,433 Total 227 8.9% 2,433
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Panel 3: Board-Only Bylaw Companies by
Market Capitalization and Charter Amendment Requirements

Market Cap. : o Vote . o n

($m) Companies; % of n n Required Companies % of n

0 1 11.1% 9 50% 23 1.6% 1,402

1-100 7 31.8% 22 50% - 59% 0 0.0% 1

100 - 1000 129 12.09 1,074 | 60% - 69% 56 9.7% 579

1,000 - 10,000 56 5.5% 1,026 | 70% - 79% 42 23.5% 179

10,000 - 100,000 16 5.9% 273 | 80% - 89% 87 32.3% 269

>100,000 0 0.0% 29 90% - 100% 1 33.3% 3

Total 209 8.6% | 2,433 Total 209 8.6 2,433

Panel 4. Estimates of Companies with Potential ‘Disrted Pass’ Results

Type of Vote Potentially | % of n Vote Potentially % of n n

Requirement Distorted n Requirement | Distorted

Outstanding 384 | 153% 2,311 50% 460 45.6% 1,00

Shares

Votes Cast 109 89.3% 122 50% - 59% 0 0% 1
60% - 69% 3 0.3% 790
70% - 100% 0 0% 635

Total 463 19.0% 2,433 Total 463 19.0% 2,433
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