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CERTIFICATE AS TO PARTIES,
RULINGS, AND RELATED CASES

Pursuant to Circuit Rules 26.1 and 28(a)(1), Petitioners state as follows:

(A) Parties and Amici:

The parties in this case are Petitioner Business Roundtable, Petitioner
Chamber of Commerce of the United States of America, and Respondent United
States Securities and Exchange Commission (“SEC”). No entity or individual has
sought to file as an intervenor in this matter. The following entities and/or indi-
viduals have filed a notice of intention to participate as amici curiae: Investment
Company Institute, Independent Directors Council, Teachers Insurance and Annu-
ity Association of America, College Retirement Equities Fund, Council of Institu-
tional Investors, California Public Employees’ Retirement System, California State
Teachers’ Retirement System, State of Wisconsin Investment Board, Trustee of the
New York State Common Retirement Fund, Oregon State Treasurer Ted Wheeler,
New York City Employees’ Retirement System, Board of Education Retirement
System of the City of New York, Teachers’ Retirement System of the City of New
York, New York Fire Department Pension Fund, New York City Police Pension
Fund, New Jersey Division of Investment, Washington State Investment Board,
North Carolina Retirement System, and Colorado Public Employees’ Retirement

Association.
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Petitioners Business Roundtable and the Chamber of Commerce of the
United States of America are organizations that have members who are issuers of
securities and will be injured by the challenged rule through, among other things,
expensive proxy contests, the distraction of directors and management from the
performance of their responsibilities, and loss in shareholder value due to the
threatened or actual election of certain shareholder nominees using company proxy
materials.

Some Business Roundtable and Chamber members are also investment
companies or investment advisers subject to the Investment Company Act of 1940
that will be injured by the challenged rule through, among other things, expensive
proxy contests, the distraction of directors and management from the performance
of their responsibilities, and loss of value due to the threatened or actual election of
certain shareholder nominees using company proxy materials.

The Chamber is also an investor in mutual funds that is interested in being
able to invest in funds where shareholders are not forced to bear the costs associ-
ated with a shareholder nominee being included in the company proxy materials.

Business Roundtable and the Chamber of Commerce of the United States of
America have no parent corporation, and no publicly-held company owns 10 per-

cent or more of their stock.

1
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(B) Rulings Under Review:

Under review in this case is newly adopted SEC Rule 14a-11, and associated
amendments to other SEC rules,! which will require public companies in certain
circumstances to include shareholder nominees for director in the company’s proxy
materials. The rules were adopted by the Commission at an Open Meeting on Au-
gust 25, 2010 by a 3-2 vote. The final rules were published in the Federal Register
on September 16, 2010. Facilitating Shareholder Director Nominations, 75 Fed.
Reg. 56,668 (Sept. 16, 2010).

(C) Related Cases:

Petitioners are aware of no cases related to this Petition.

I Of the 22 rule amendments adopted by the Commission, 75 Fed. Reg. 56,668,
56,779-93, all but 3—amendments 3 (authority citation for Part 232), 5 (author-
ity citation for Part 240), and 13 (amendments to 17 C.F.R. § 240.14a-8)—are
the related amendments to Rule 14a-11.

111
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JURISDICTIONAL STATEMENT

This case is before the Court on a petition to review final rules of the Securi-
ties and Exchange Commission. Facilitating Shareholder Director Nominations,
75 Fed. Reg. 56,668 (Sept. 16, 2010). The Rules were adopted pursuant to 15
U.S.C. §§ 78c(b), 78m, 78n, 780, 78w(a), 78mm, 80a-10, 80a-20(a), and 80a-37.

This Court has jurisdiction pursuant to Section 43(a) of the Investment
Company Act of 1940, 15 U.S.C. § 80a-42(a), Section 25(b) of the Securities Ex-
change Act of 1934, 15 U.S.C. § 78y(b), and Section 706 of the Administrative
Procedure Act, 5 U.S.C. § 706.

The rules were published in the Federal Register on September 16, 2010.
Petitioners filed their petition for review on September 29, 2010. The petition con-
cerns final agency rules that dispose of all parties’ claims and the matter is prop-
erly before this Court.

STATEMENT OF ISSUES

1. The Securities and Exchange Commission has a statutory obligation
to consider its rules’ effects on efficiency, competition, and capital formation,
which requires it to “apprise itself . . . of the economic consequences of a proposed
regulation.” Chamber of Commerce v. SEC, 412 F.3d 133, 144 (D.C. Cir. 2005).
In adopting new regulations that grant certain shareholders “access” to company

proxy materials to facilitate nominations to the board of directors, the Commission
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posited that its new procedures would be used substantially less than traditional
proxy contests, even though its stated reason for adopting the procedures was that
they would be more accessible and affordable for shareholders than proxy contests.
It failed to estimate the cost of election campaigns under the Rules, and attributed
costs resulting from the Rules to state law rather than to the Rules themselves.
Was the Commission’s action arbitrary and capricious and a violation of its re-
sponsibility to consider efficiency, competition, and capital formation?

2. Union and government pension funds are the most activist sharehold-
ers, were leading proponents of the Rules, and were shown by rulemaking com-
ments to engage in conduct that furthers their special interests rather than the inter-
ests of shareholders as a whole. Corporations vigorously opposed adoption of the
Rules and said they would actively campaign against access nominees. In assess-
ing the Rules’ costs, the Commission did not mention union and government funds
or their activism, and speculated that corporations might not actively oppose access
nominees. Was that arbitrary and capricious and a violation of the Commission’s
responsibility to consider efficiency, competition, and capital formation?

3. The Commission, which acknowledged that its Rules could “nega-
tively affect shareholder value,” said it was adopting the Rules to increase share-
holders’ power in connection with director elections. The Rules prohibit share-

holders from adopting a more restrictive proxy access mechanism than the Com-
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mission’s if they conclude that is best, but allow shareholders to adopt a more per-
missive mechanism. Was the Commission’s action arbitrary and capricious?

4. The Commission said it was adopting the Rules to effectuate state law
rights, but—by prohibiting shareholders from adopting access mechanisms more
restrictive than the Commission’s—abridged state law rights. Was that arbitrary
and capricious?

5. Investment companies are structured differently than operating com-
panies and are subject to additional statutory constraints. The Commission applied
the Rules to investment companies without specifically assessing whether those
statutory constraints reduced the asserted need for the Rules, and despite certain
increased costs. Was that arbitrary and capricious and a violation of the Commis-
sion’s responsibility to consider efficiency, competition, and capital formation?

6. The Rules require corporations to fund and carry the campaign mes-
sages of certain activist shareholders that criticize the company and its duly-
selected nominees for the board of directors. Does that violate the First Amend-
ment?

STATUTES AND REGULATIONS

The text of relevant statutes and regulations is set forth in the Addendum to

this brief.
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STATEMENT OF THE CASE

This case concerns SEC rules that were published in the Federal Register on
September 16, 2010. 75 Fed. Reg. 56,668. Among other things, the rules require
public companies in certain circumstances to include shareholder nominees for di-
rector in the company’s proxy materials. /d. at 56,674-77. The rules were sched-
uled to become effective on November 15, 2010, but the Commission stayed their
effective date pending the outcome of this case.

The final rules comprise two main rules: (1) Rule 14a-11, which would re-
quire a publicly-traded company to include in its proxy materials a candidate
nominated by shareholders that have held shares representing at least 3 percent of
the voting power of the company’s stock for the past 3 years; and (2) amendments
to Rule 14a-8(1)(8), which would require companies in certain circumstances to in-
clude in their proxy materials shareholder proposals regarding director nomination
procedures. See 75 Fed. Reg. at 56,674-77. Petitioners challenge Rule 14a-11 and
its related amendments, which are referred to herein as the “Proxy Access Rules”
or “Rules”; Petitioners do not challenge amended Rule 14a-8(i)(8). (The specific
rule changes related to Rule 14a-11 that are under challenge are identified in the
“Rulings Under Review,” p. 1ii.)

A copy of the final rules is reprinted in the Addendum to this brief.
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STATEMENT OF THE FACTS
A.  The Process For Electing Corporate Directors Under State Law

The processes for nominating and electing corporate boards of directors are
largely defined by state law, which takes what has been called an “enabling” ap-
proach toward corporate governance, under which shareholders, management, and
directors are given substantial freedom to work out their respective roles. See Cer-
tified Record Index Doc. No. (“CRI”) 68 at 3, 5; Lawrence A. Hamermesh, The
Policy Foundations of Delaware Corporate Law, 106 Colum. L. Rev. 1749, 1784
(2006) (describing Delaware law as reflecting a “legislative preference for flexibil-
ity and private ordering”). This “private ordering” enables diverse types of corpo-
rations, from small businesses to multinational corporations, to rapidly address
challenges, adapt to changing circumstances, and effectuate the choices of the ma-
jority of shareholders. JA 79.

The nomination process begins with consideration of potential nominees by
the nominating/governance committee of the board of directors, which considers
the candidates’ qualifications and “the unique attributes and strengths of . . . in-
cumbent board members” “in order to insure a balanced and effective board that
can respond to all of the challenges that the company might face after the election.”

JA 243 (Comment of NERA and Prof. Jonathan Macey (hereinafter

“NERA/Macey”)). The committee may consider director candidates suggested by
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shareholders, in addition to those identified by existing directors and management.
JA 126 n.43 (Comment of Business Roundtable (hereinafter “BRT”)). Board
members have a fiduciary duty to act in the best interests of shareholders when se-
lecting nominees to the board. See, e.g., 1 Balotti and Finkelstein’s Delaware Law
of Corporations and Business Organizations § 4.16 (3d ed. 1998). For corpora-
tions listed on the New York Stock Exchange, governance committee members
must be independent of corporate management. NYSE Listed Company Manual

§ 303A.04(a).

After the recommendations of the governance committee are reviewed and
nominations are made by the board of directors, information regarding the nomi-
nees is included in the “proxy materials” that the company distributes to share-
holders in advance of the annual meeting where directors are elected. Proxy mate-
rials commonly consist of a proxy card and proxy statement. In the proxy state-
ment, the company communicates with shareholders regarding a variety of matters
that will be addressed at the annual meeting, including director nominees. The

proxy statement solicits shareholders to execute and return the proxy card—or

bl

simply, the “proxy”—enclosed with the statement. A proxy is “an authority given
by the holder of the stock who has the right to vote it to another to exercise his vot-

ing rights.” 18A Am. Jur. 2d Corporations § 902 (Supp. 2010). Proxies enable
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shareholders to vote their shares without attending the shareholder meetings at
which voting occurs.

Occasionally, shareholders wish to put forward candidates not nominated by
the board. Currently, such a shareholder (or group of shareholders) may do so by
filing its own proxy statement and soliciting proxies from shareholders to vote for
the candidate. This triggers a “proxy contest.” See 5 William Meade Fletcher et
al., Fletcher Cyclopedia of the Law of Private Corporations § 2052.80 (2009).

Proxy contests have proven an accessible and viable means for dissident
shareholders to obtain board representation. See, e.g., JA 239 (NERA/Macey). A
recent study of “short slate” proxy contests (in which dissidents contest some di-
rectors but not the entire board) found that, in a four-year period, dissidents were
able to gain representation at approximately 75 percent of the companies targeted.
JA 127 (BRT).

Shareholders also have numerous other means to respond to concerns about
a company’s performance. They can “vote with their feet” by selling their shares.
They can seek to amend the corporation’s governing documents. And, they can
“withhold” their vote or vote against candidates or measures supported by the cor-
poration—powerful tools given the increase in “majority voting,” under which a
majority of votes are required for election. See Concept Release on the U.S. Proxy

System, 75 Fed. Reg. 42,982, 42,983 n.12 (July 22, 2010) (“Concept Release”).
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States continue to refine and enhance shareholder rights with respect to the
election of directors. Delaware—where the majority of U.S. public companies are
incorporated, id. at 42,984 n.18—amended its General Corporation Law in 2009 to
clarify that companies can adopt bylaw provisions allowing shareholders to include
director nominees in company proxy materials. 8 Del. Code Ann. § 112; see
JA 71. The amendments also clarify that companies can adopt bylaws permitting
reimbursement of shareholder expenses for proxy contests. 8 Del. Code Ann.

§ 113. In December 2009, the American Bar Association (“ABA”) Model Busi-
ness Corporation Act was similarly amended to expressly authorize bylaws that
permit shareholder access to company proxy materials, or that authorize reim-
bursement of proxy solicitation expenses. See Press Release, American Bar Asso-
ciation, Corporate Laws Committee Adopts New Model Business Corporation Act
Amendments to Provide for Proxy Access and Expense Reimbursement (Dec. 17,
2009), available at
http://www.abanet.org/abanet/media/release/news_release.cfm?releaseid=848; see
also Concept Release, 75 Fed. Reg. at 42,984 n.18 (“the corporate statutes of many

states adopt or closely track” the ABA Model Act).2

2 See also N.D. Cent. Code §§ 10-35-02(8) & 10-35-08 (enabling shareholders of
certain companies to nominate directors for inclusion in company proxy materi-
[Footnote continued on next page]
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B. The Debate Over “Proxy Access”

While shareholder voting rights and corporate governance historically have
been the province of the States, the SEC’s role has been to regulate certain corpo-
rate disclosures, including proxy materials. See Louis Loss & Joel Seligman, Fun-
damentals of Securities Regulation 540-47 (5th ed. 2004); c¢f. Proposing Release,
74 Fed. Reg. at 29,025 (JA 2) (acknowledging “the traditional role of the states in
regulating corporate governance”).

The Rules in issue here mandate “access” to company proxy materials,
which Delaware law and the Model Corporation Business Act authorize sharehold-
ers to adopt by choice. Such compulsory “proxy access” has been debated for
more than 65 years, in what one law professor and former SEC Commissioner has
called “a knockdown, drag-out political brawl.” Joseph A. Grundfest, The SEC’s
Proposed Proxy Access Rules: Politics, Economics, and the Law, The Business
Lawyer, Vol. 65, at 18 (Feb. 2010) (included with JA 348). As part of the Dodd-
Frank Wall Street Reform and Consumer Protection Act, Public Law 111-203, 124
Stat. 1376 (2010), Congress authorized adoption of a proxy access rule by the
Commission. Congress did not, however, require the Commission to adopt a rule

or approve the specific rule in issue here. Id. § 971.

[Footnote continued from previous page]
als if they have beneficially owned more than 5 percent of the company’s shares
for at least two years).
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Academic commentators, issuers, and others have long articulated a number
of concerns with proxy access, including that increasing the number of contested
director elections will distract management and the board from other responsibili-
ties; that many other effective constraints on directors’ performance already exist;
that access will encourage “short-term” focus on issues of immediate concern to
certain institutional investors rather than long-term shareholder value; and that the
contests will impose great costs on shareholders. See JA 106 (BRT); JA 85.

Concerns with compulsory proxy access have long been linked with the fact
that the most activist shareholders are union pension funds, government pension
funds, and other “institutional” investors with special interests that may not repre-
sent shareholders’ interests as a whole. As stated in a book-length treatment of the
subject titled Working Capital: The Power of Labor’s Pensions, “The leading
agents of the shareholder movement are public pension funds and union pension
funds.” Marleen O’Connor, Labor’s Role in the Shareholder Revolution, in id. at
68-69 (cited in JA 395 n.1). Union and government funds are leading users, for
example, of Exchange Act Rule 14a-8 (17 C.F.R. § 240.14a-8), which enables
shareholders to submit proposals for inclusion in the company proxy; union funds
submitted nearly 300 of the approximately 700 shareholder proposals received by
U.S. public companies in 2006, more than any other investor group. JA 218

(BRT). As Leo E. Strine, Jr., Vice Chancellor of the Delaware Court of Chancery,

10
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has explained, “Those . . . most inclined to be activist investors are associated with
state governments and labor unions, and often appear to be driven by concerns
other than a desire to increase the economic performance of the companies in
which they invest.” Toward a True Corporate Republic: A Traditionalist Re-
sponse to Bebchuk’s Solution for Improving Corporate America, 119 Harv. L. Rev.
1759, 1765 (2006) (cited in JA 218 (BRT)).

There is no evidence that union and government pension funds are the most
activist shareholders because they are especially conscientious financial custodi-
ans. Rather, union members can benefit as employees by forcing companies to
take certain actions that deliver no benefits to shareholders. Shareholder activism
can be part of a union “corporate campaign,” in which rather than relying on tradi-
tional economic weapons such as the strike, the union pressures a corporation
through a wide range of public relations, political, and economic maneuvers. See
JA 132 (BRT) (citing Stephen M. Bainbridge, Director Primacy and Shareholders

Disempowerment, 119 Harv. L. Rev. 1735, 1755 (2006)).3

3 Such actions occur despite the fact that unions and union funds are distinct legal
entities, with trustees of a union fund owing a fiduciary duty to act in the best
interest of the fund’s participants and beneficiaries. See Letter from Alan D.
Lebowitz, Dep’t of Labor Emp. Benefits Sec. Admin., to Jonathan P. Hiatt,
Gen. Counsel of the AFL-CIO (May 3, 2005), available at
http://www.dol.gov/ebsa/pdf/a02007-07attachment.pdf.

11
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Meanwhile, “state employee pension funds often are overseen by elected of-
ficials, who may use [shareholder activism] to advance political objectives.” JA
132 n.65 (BRT). In one widely-reported incident during a strike by Safeway
workers in California, five California public employee pension funds joined a
“vote no” campaign against three Safeway directors—including the company’s
chairman and CEO—who opposed the union’s bargaining demands. JA 245
(NERA/Macey).

C. The Commission’s Final Rules And Responses To Commenters

The rules in issue here comprise two principal rule changes: (1) new Ex-
change Act Rule 14a-11, which requires in certain circumstances that a publicly-
traded company include in its proxy materials a candidate nominated by a share-
holder; and (2) amended Rule 14a-8(1)(8), which generally precludes companies
from excluding from their proxy materials shareholder proposals regarding proce-
dures related to shareholder nominations in company proxy materials. 75 Fed.
Reg. at 56,677. (Rule 14a-8 had previously barred such election-related propos-
als.)

Rule 14a-11 and its related amendments are the compulsory “Proxy Access
Rules” (or simply “Rules”) under challenge here. Rule 14a-8 is not being chal-

lenged.

12
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1. The Terms of Rule 14a-11

Rule 14a-11 requires companies to include shareholder nominees for direc-
tor in company proxy materials when, among other things, the nominating share-
holder holds at least 3 percent of the voting power of the company’s securities enti-
tled to vote and has held those securities continuously for a minimum of 3 years.
75 Fed. Reg. at 56,674-75. Shareholders can form groups to meet the 3 percent
threshold, id. at 56,674, indeed the Commission projects that 75 percent of the
time, the Rules will be used by such groups, id. at 56,744 n.805. Nominating
shareholders must hold their shares through the date of the annual meeting. /d. at
56,675.

Under the Rules, a nominating shareholder must file a form that indicates,
among other things, the amount and duration of the shareholder’s holdings and
whether the candidate satisfies the company’s director qualifications. 75 Fed. Reg.
at 56,675-76. The form may include a statement of up to 500 words in support of
the candidate, to be included in the proxy materials. Id. The statement must be in-
cluded regardless whether it is false or misleading. Id. at 56,721.

Nominating shareholders may not hold their securities with the intent of ef-
fecting a change in control of the company, and must so certify in the form. Id. at
56,675. A company is not required to include more than one shareholder nominee,

or a number of nominees that represents up to 25 percent of the company’s board,

13



Case: 10-1305 Document: 1295145 Filed: 02/25/2011 Page: 28

whichever is greater. Id. at 56,675. The company must include an access candi-
date even if the candidate does not meet the company’s minimum qualifications for
director and therefore could not be seated if elected. Id. at 56,704-05.

The Rules apply to most publicly-traded companies, although application to
smaller companies is delayed three years. Id. at 56,674.

2. The Commission’s Analysis of Costs, Benefits, and Effects on Effi-
ciency, Competition, and Capital Formation

The Commission is required by law to consider its rules’ effects on “effi-
ciency, competition, and capital formation.” 15 U.S.C. §§ 78c(f), 78w(a)(2), 80a-
2(c). On three recent occasions, Commission rules were invalidated for failing to
adequately discharge that responsibility. Am. Equity Inv. Life Ins. Co. v. SEC, 613
F.3d 166 (D.C. Cir. 2010); Chamber of Commerce v. SEC, 443 F.3d 890 (D.C. Cir.
2006); Chamber of Commerce v. SEC, 412 F.3d 133 (D.C. Cir. 2005).

a. Frequency of elections under the Rules

The Commission premised the Rules on the belief that they would provide a
more accessible means for shareholders to put forward candidates for director.
“The availability of the new Rules,” it said, “may encourage shareholders who
would not have previously considered conducting a proxy contest to take a greater
role in the governance of their company by using the new Rules to have their
nominees for director included in a company’s proxy materials.” 75 Fed. Reg. at

56,669, 56,755; see id. at 56,669 (“The ability of shareholders to effectively use

14
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their power to nominate and elect directors is significantly affected by our proxy
regulations . . . .”). Repeatedly, the “Adopting Release” in which the Commission
explained its action characterized traditional proxy contests as too “costly”—even
“prohibitively” so—and described compulsory proxy access as a “significant im-
provement” and “more plausible avenue for shareholders to participate” in elec-
tions. Id. at 56,755, 56,761. The mere prospect of use of this enhanced mecha-
nism would “improve[ ] board accountability and company performance.” Id. at
56,758, 56,771.

However, in estimating the costs the Rules would impose, the Commission
began from the premise that the conditions it was attaching to use of the Rules (pri-
marily, holding 3 percent of shares for 3 years) would cause access contests to oc-
cur substantially less frequently than proxy contests—51 times a year, versus 68
proxy contests annually. /d. at 56,743-44 & nn.804, 807. In estimating that access
contests would occur 25 percent less frequently than “costly” traditional proxy
contests, the Commission did not consider the extent to which the purportedly high
costs of proxy contests had deterred shareholders who would avail themselves of
proxy access. It took no account of shareholders’ ability to form “groups” to meet
the nominating thresholds, nor of the fact that it was amending other Commission

rules to facilitate the formation of groups and had estimated that 75 percent of the

15
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time the Rules were used, it would be by such shareholder groups. See id. at
56,692, 56,725-26, 56,744 nn.805, 807.

Because the Commission was also amending Rule 14a-8, concerning share-
holder proposals, it provided an estimate of the number of shareholder proposals
companies would receive each year regarding procedures to include shareholder
nominees in the company proxy, i.e., alternative access mechanisms. It estimated
147 such proposals. 75 Fed. Reg. at 56,769. Thus, the Commission estimated that
shareholders would seek to establish or alter access mechanisms nearly 3 times as
frequently as they would actually use them (147 versus 51).

b.  Cost of election campaigns

With regard to the Rules’ costs, commenters warned, first, that shareholders
would use the threat of putting forward an access nominee as leverage to exact
concessions from the company, in exchange for which the nominating shareholder
would withdraw the proposed candidate. Second, commenters cautioned, some ac-
cess nominees would use the company proxy materials not in an attempt to gain
election, but as a “soapbox” to address their special interests, with costs borne by
the company and, ultimately, other shareholders. Third, by making contested di-
rector elections easier to mount and more prevalent, the Rules would result in an
increased number of divisive campaigns that cost the company (and ultimately

shareholders) millions of dollars and distract corporate directors and management

16
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from company business. Fourth, if access nominees were elected, the result would
often be a divisive, dysfunctional board. See generally JA 131, 132, 180, 219
(BRT); JA 92; JA 241 (NERA/Macey).

In identifying these deficiencies, commenters explained that union and gov-
ernment pension funds would be the principal proponents of access nominees,
whom they would put forward for reasons that did not benefit shareholders at
large, since “[s]tate governments and labor unions . . . often appear to be driven by
concerns other than a desire to increase the economic performance of the compa-
nies in which they invest.” Strine, supra, at 1765. Commenters cited an academic
study of shareholder activism by union pension funds which concluded that “AFL-
CIO affiliated shareholders vote against directors partly to support union worker
interests rather than increase shareholder value alone.” Ashwini Agrawal, Corpo-
rate Governance Objectives of Labor Union Shareholders: Evidence from Proxy
Voting (quoted in JA 245 (NERA/Macey)). Commenters excerpted a collection of
essays by labor leaders and supporters in which one stated explicitly that by sub-
mitting shareholder proposals, “unions can gain access to ‘behind the scenes’
meetings with managers” in which “it is commonly understood . . . that unions may
discuss labor issues as well. ... If these negotiations proceed favorably, the no-
tion is that the union will withdraw its shareholder proposals.” O’Connor, supra,

at 71. Another commenter, a former SEC Commissioner, observed that “Labor un-
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ions and state pension funds . . . are in a position to benefit from substantial mega-
phone externalities simply by running candidates who promote platforms popular
with the unions’ and pension funds’ parochial, non-shareholder constituencies,
even if those candidates do not have a remote chance of prevailing in a share-
holder vote.” Grundfest, The SEC’s Proposed Proxy Access Rules, supra, at 20
(emphasis added).

The Commission’s 126-page Adopting Release nowhere addressed com-
menters’ discussion of the motives of union and state pension funds, including
commenters’ concern that access nominees would be used as leverage to obtain
concessions from management, and that some access nominees would be placed on
the company proxy not to achieve election, but to air grievances with the company,
forcing the company to incur substantial election and communications costs. The
word “union” does not appear in the Release, except when citing the comments of
one of the many union commenters supporting the Rules.

The Commission acknowledged that it “received a significant amount of
comment” to the effect that the Rules would enable a small faction of shareholders
to trigger intense election campaigns that would impose millions of dollars of costs
on the company and, ultimately, the shareholders. 75 Fed. Reg. at 56,770. Peti-
tioner Chamber of Commerce reported that proxy contests cost anywhere from $4

million to $14 million for large companies, and $800,000 to $3 million for smaller
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companies. JA 91. A Business Roundtable survey estimated that a company
would incur more than $1.1 million in outside services alone for each shareholder
nominee. JA 226. Another commenter stated that it had direct costs from proxy
contests of $11 million in 2008 and $9 million in 2009. CRI 100 at 2.

The Commission did not dispute these figures. Indeed, though elsewhere in
the Adopting Release it provided estimates for comparatively minor costs, such as
the price of postage (75 Fed. Reg. at 56,756), the Commission provided no esti-
mate at all for solicitation and campaign costs related to an access candidate, which
were estimated by commenters to be the single largest direct cost of the Rules. In-
stead, the Commission speculated that “the costs for companies may be less to the
extent that directors determine not to expend such resources to oppose the election
of the shareholder director nominees and simply include the shareholder director
nominees and the related disclosure in the company’s proxy material.” Id. at
56,770 (emphases added). The Commission cited no basis to believe that compa-
nies would opt to “simply” include access candidate material in the proxy without
mounting strenuous opposition.

The ABA Committee on Federal Regulation of Securities and other com-
menters explained that election campaigns would be hard-fought and costly in part
because a corporate board “will be compelled by its fiduciary duty to make an ap-

propriate effort to oppose the [access] nominee, . . . just as is done in the context of
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traditional proxy contests.” JA 318 (ABA); JA 194 (BRT). In response, the
Commission stated only that issuers’ opposition to an access candidate “may be
limited to the extent that the directors’ fiduciary duties prevent them from using
corporate funds to resist shareholder director nominations for no good faith corpo-
rate purpose.” 75 Fed. Reg. at 56,770. The Commission cited no evidence that di-
rectors would conclude they had “no good faith purpose” to support their own
nominee, who—at the time of nomination—they would have compared to the ac-
cess nominee and determined to be in the best interests of shareholders. JA 318
(ABA).

C. Rules’ overall costs and benefits

The Commission concluded that its Rules could “potentially improve overall
board and company performance,” 75 Fed. Reg. at 56,755 (emphasis added), and
that on balance the Rules’ benefits “justify the costs,” id. at 56,771, but admitted
that “the empirical evidence may appear mixed” and there was a “potential for
negative effects due to management distraction and discord on the board,” id. at
56,761. For example, attention to access nominations “could reduce the time that
[a corporate board] otherwise would spend on strategic and long-term thinking and
overseeing management, which, in turn, may negatively affect shareholder value.”

Id. at 56,765.
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Throughout the Release, the Commission spoke in terms of costs and bene-
fits the Rules “may” have, and counter-acting factors that “may” reduce those costs
or benefits, without resolving which outcome was more likely. See, e.g., 75 Fed.
Reg. at 56,755, 56,756, 56,757, 56,760, 56,766.

When identifying the Rules’ potential adverse consequences for corporate
performance, the Commission said it was “important to note that these costs are
associated with the traditional State law right to nominate and elect directors, and
are not costs incurred for including shareholder nominees for director in the com-
pany’s proxy materials” pursuant to the Rules. /d. at 56,765 (emphasis added); ac-
cord id. at 56,770 (costs resulting from companies campaigning against access
nominees “are not, however, costs required under our rules”). By contrast, when
claiming benefits from the Rules, the Commission nowhere said that those also re-
sulted from existing state law.

3. Consideration of Alternatives to Compulsory Proxy Access

Because of the “sharp divide” among commenters and experts on whether
the Rules would improve corporate performance, 75 Fed. Reg. at 56,761—and in
view of what the Commission conceded was “mixed” empirical evidence and a
possibility that “the new rules may impair companies’ ability to compete effi-
ciently,” id. at 56,772—many commenters recommended that the Commission al-

low shareholders to decide for themselves to adopt an access mechanism. These
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commenters argued that this approach was more consistent with the Rules’ premise
that shareholders should be better empowered to further what they believed to be
the best interests of the corporation. They suggested a variety of alternatives:

e Adoption only of the proposed amendment to Rule 14a-8, which gives
shareholders access to the proxy to propose a director election proxy ac-
cess mechanism, but allows shareholders to decide whether that mecha-
nism is in that company’s best interests. See, e.g., CRI 550.

e Permitting shareholders to opt out of Rule 14a-11, or to adopt more re-
strictive access requirements than the Commission’s. See, e.g., CRI 173
at 2-3.

e Deference to the procedures provided by state law, such as Delaware
Code Section 112, which allows companies and their shareholders to de-
termine whether to adopt an access mechanism, and what form the
mechanism will take. JA 401 & nn.12-13.

The Commission rejected all of these alternatives in favor of a rule that per-
mits shareholders to use proxy materials to propose /ess restrictive access standards
than those in Rule 14a-11, but precludes more restrictive standards. 75 Fed. Reg.
at 56,673. In explaining this one-way ratchet that constrains the will of the holders
of a majority of shares whom the Commission purported to be empowering, the

agency stated, among other things, that “[n]o provision of the Federal securities
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laws can be waived by referendum.” Id. The Commission did not explain, how-
ever, why the Rules permit shareholders to “waive by referendum” the few limita-
tions that are imposed by the Rules, e.g., the 3-year holding requirement. Id. at
56,760 n.906.

4. The Rules’ Purported Effectuation of State Law

The Commission repeatedly stated that its goal was to effectuate state law
rights of shareholders. Commenters explained, however, that the Rules would pre-
vent stockholders from exercising certain state law rights, including the right in
Delaware—where the majority of U.S. public companies are incorporated—to
adopt an access mechanism that might not conform to the Commission’s new stan-
dard. JA 73-77. The Commission replied that it would be “inappropriate to rely
solely on” the enabling approach of state law, 75 Fed. Reg. at 56,672, but did not
explain how it “effectuated” state law to circumscribe reliance on state law provi-
sions that concerned the very subject of the Commission’s rule.

5. Coverage of Investment Companies

An investment company is an entity such as a mutual fund that pools assets
of numerous investors to purchase stocks and other financial instruments. An in-
vestment company typically has no employees of its own, rather, it is established
by an “investment adviser” that provides investment management and other ser-

vices. A single investment adviser typically manages a range, or “family,” of in-
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vestment companies in a complex—the Vanguard mutual funds, for example, are
separate investment companies whose adviser is Vanguard Group, Inc. See CRI
424 at 1, 3.

By law, most investment companies are required to have a board of direc-
tors. See 15 U.S.C. § 80a-16. A complex of mutual funds typically shares a com-
mon board that addresses the business of multiple funds in a single meeting.
Ninety percent of fund complexes have boards that are 75 percent or more com-
posed of independent directors; the vast majority of fund boards have an independ-
ent director serving as chairman or lead independent director. 75 Fed. Reg. at
56,683 n.132.

Because investment companies have these and other “unique features that
are not typically present with traditional operating companies,” JA 343 (ABA),
numerous commenters suggested that investment companies be exempted from the
Rules. See JA 276-79; JA 343-45 (ABA). Commenters noted that, unlike operat-
ing companies, investment companies are required by the Investment Company
Act of 1940 (15 U.S.C. §§ 80a-1, et seq.) and accompanying regulations to obtain
shareholder approval for a range of actions, including changes in their structure,

important financial transactions, and approval of the contract with the investment

adviser. JA 277.
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Commenters cited unique costs the Rules would impose on investment com-
panies. If a director is replaced on one investment company board, there are then
two “non-conforming” directors who are members of one or more boards in a
“complex,” but not all the boards. The boards become unable to take up the busi-
ness of all the funds in one session; in the separate sessions they must hold as a
consequence, they need to bring non-conforming directors up to speed on issues
common to all funds that were discussed in other meetings. See JA 344-45 (ABA);
JA 274-76.

The Commission nonetheless determined to apply the Rules to investment
companies. See 75 Fed. Reg. at 56,684. While it admitted that the Rules could
“decrease the efficiency of [many investment company| boards,” the Commission
opined that “facilitating the exercise of traditional State law rights to nominate and
elect directors is as much of a concern for investment company shareholders as it is
for shareholders of non-investment companies.” Id. A page after claiming that
shareholders have “as much of a concern” over investment company boards as
boards of operating companies, however, the Commission asserted that the Rules
would be used less frequently by shareholders of investment companies, in part be-
cause investment companies typically do not hold annual meetings (and thus “in-

vestment company shareholders will have less opportunity to use the rules™), and
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because shareholders in investment companies are less inclined to use the Rules.
Id. at 56,685.

D.  The Dissenting Commissioners

Commissioners Casey and Paredes dissented from the adoption of the Rules.
“['T]he adopting release goes through a jiu-jitsu exercise of purporting to give def-
erence to state law and to increase shareholder choices under state law, when in
fact the rules do exactly the opposite,” Commissioner Casey stated. Commissioner
Kathleen L. Casey, Statement at Open Meeting (Aug. 25, 2010), available at
http://www.sec.gov/news/speech/2010/spch082510klc.htm. The Rules “are likely
to result in significant harm to our economy and capital markets,” she said, and the
Adopting Release is pervaded by “a series of arbitrary choices that are not tethered
to empirical data.” The Commission “abdicated [its] responsibility to act on the
basis of empirical data and sound analysis.” Id.

Commissioner Paredes stated that “there are good reasons to believe that
shareholders often will prefer a more limited access right than Rule 14a-11 grants
or no proxy access at all, and yet Rule 14a-11 will not allow shareholders this
choice.” Commissioner Troy A. Paredes, Statement at Open Meeting (Aug. 25,
2010), available at http://www.sec.gov/news/speech/2010/spch082510tap.htm. He
expressed “particular concern” with “the potential untoward influence of so-called

‘special interest’ directors [who] . . . may have goals that compete with maximiz-
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ing firm value, putting such directors at odds with the best interests of shareholders

as a whole.” Id.

STANDARD OF REVIEW

Under the Administrative Procedure Act, this Court “shall hold unlawful and
set aside agency action . . . found to be arbitrary, capricious, an abuse of discretion,
or otherwise not in accordance with law [or] in excess of statutory jurisdiction.”
5U.S.C. § 706(2)(A) & (C). An agency is arbitrary and capricious if it “entirely
failed to consider an important aspect of the problem, offered an explanation for its
decision that runs counter to the evidence before the agency, or it is so implausible
that it could not be ascribed to a difference in view or the product of agency exper-
tise.” Motor Vehicle Mfrs. Ass’n v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29,
43 (1983). When responding to rulemaking comments, an agency “must respond
in a reasoned manner to those that raise significant problems.” Covad Commc 'ns
Co. v. FCC, 450 F.3d 528, 550 (D.C. Cir. 2006) (internal quotation marks omit-
ted). This Court has held that “where [an agency] has relied on multiple rationales
(and has not done so in the alternative), and we conclude that at least one of the ra-
tionales is deficient, we will ordinarily vacate the order unless we are certain that
[the agency] would have adopted it even absent the flawed rationale.” Nat’l Fuel

Gas Supply Corp. v. FERC, 468 F.3d 831, 839 (D.C. Cir. 2006).
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Under the Securities Exchange Act of 1934 (the “Exchange Act”), the SEC
must not adopt a rule that places an unnecessary burden on competition. In addi-
tion, the Investment Company Act of 1940 and Exchange Act require the Commis-
sion to analyze the effects of its Rules on efficiency, competition, and capital for-
mation. 15 U.S.C. §§ 78c(f), 78w(a)(2), 80a-2(c). This imposes on the Commis-
sion a “statutory obligation to do what it can to apprise itself—and hence the pub-
lic and the Congress—of the economic consequences of a proposed regulation.”
Chamber of Commerce v. SEC, 412 F.3d 133, 144 (D.C. Cir. 2005); Am. Equity
Inv. Life Ins. Co. v. SEC, 613 F.3d 166 (D.C. Cir. 2010).

SUMMARY OF ARGUMENT

The Commission has forced public companies to include the director nomi-
nees of a select group of investors in company proxy materials on the basis of
shifting, inconsistent, and unsubstantiated assertions that are the hallmark of an
agency that has not reached a cohesive understanding of its action, nor “con-
sider[ed] . . . important aspect[s] of the problem.” State Farm, 463 U.S. at 43. The
Rules violate the Administrative Procedure Act, the Commission’s statutory duty
to consider effects on efficiency, competition, and capital formation, and corpora-
tions’ First Amendment rights. They should be vacated.

1. In three recent decisions, this Court has admonished the Commission

to “apprise itself . . . of the economic consequences of a proposed regulation.” See,
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e.g., Chamber of Commerce, 412 F.3d at 144. The Commission failed that respon-
sibility by repeatedly blaming state law for costs it was imposing. It neglected to
provide any estimate for the campaign costs that record evidence showed would be
the most costly element of the Rules and—after initially predicting that election
contests under the Rules would occur 5 times as frequently as traditional proxy
contests—shifted ground without explanation and asserted that the contests would
occur 25 percent less frequently than proxy contests, even though a central premise
of the Rules was that election contests would be initiated “more easily” than sup-
posedly “prohibitively expensive” proxy contests.

2. The Commission also based its assessment of the Rules’ costs on will-
ful ignorance toward the agenda and practices of activist institutional investors,
and the conduct of directors and corporations. Commenters warned that special
interest investors would use proxy access as leverage to obtain concessions from
companies; as a “soap box” to voice disagreements with company policy; and to
seek the election of candidates favorable to the special interests of labor unions or
the political officials in charge of government pension funds. The Commission
failed to even discuss the first two concerns, and its 126-page Adopting Release
did not even mention union or government pension plans and their unique and di-
vergent interests. The Commission compounded its error by suggesting that corpo-

rations might not oppose the election of access candidates, even though all record
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evidence was to the contrary, and although elsewhere the Commission relied on
anticipated corporate opposition in positing that the Rules would function effec-
tively.

3. The Commission claimed to be empowering shareholders, yet prohib-
ited them from voting to bar or limit proxy access to avoid the costs the Commis-
sion admitted might occur. In similar fashion, the Commission abrogated state
laws that it claimed to be effectuating.

4. The Commission applied its ill-founded rule to investment companies
(e.g., mutual funds) despite conclusive evidence that the asserted need for proxy
access at investment companies is even less, and that some of the costs would be
higher.

5. By forcing public companies to carry campaign speech of certain ac-
tivist investors, the Commission violated the First Amendment.

For all of these reasons, Rule 14a-11 and its associated amendments should
be vacated.

STANDING

Petitioners are business associations. Many of their members are public
companies that are direct objects of the Rules. Petitioners’ members, and their
subsidiaries, include firms that serve as mutual fund advisers. Petitioner Chamber

of Commerce is itself an investor in mutual funds.
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Because petitioners are “object[s] of the action” under review, there is “little
question” about standing. Sierra Club v. EPA, 292 F.3d 895, 900 (D.C. Cir. 2002)
(citation omitted). Pursuant to Rule 28(a)(7) of the Rules of this Court, petitioners
nonetheless include evidence establishing standing in the Addendum to this brief.
See Naegele Declaration; Harrell Declaration.

ARGUMENT

I. THE COMMISSION BASED ADOPTION OF THE RULES ON
A FUNDAMENTALLY FLAWED ASSESSMENT OF THE
RULES’ COSTS, BENEFITS, AND EFFECTS ON
EFFICIENCY, COMPETITION, AND CAPITAL FORMATION

The Commission’s responsibility to consider efficiency, competition, and
capital formation imposes a “statutory obligation” on the Commission “to do what
it can to apprise itself—and hence the public and Congress—of the economic con-
sequences of a proposed regulation.” Chamber of Commerce, 412 F.3d at 133.

The Commission failed that responsibility—and adopted the Rules based on an
analysis that was arbitrary and capricious—because it mistakenly attributed some
of the Rules’ costs to state law, failed to realistically appraise the frequency and
cost of access election campaigns, and displayed willful ignorance toward the ways
union and government pension funds will use the Rules and the costs that compa-

nies will incur to defeat access candidates.
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A.  The Commission Failed To Perform A Full And Proper Assess-
ment Of The Rules’ Consequences Because It Repeatedly Attrib-
uted The Rules’ Costs To State Law

The Commission admitted that the Rules could have significant adverse con-
sequences for American businesses, including “management distraction and dis-
cord on the board” of directors, 75 Fed. Reg. at 56,761, and less board time spent
on “long-term thinking and overseeing management, which, in turn, may nega-
tively affect shareholder value.” Id. at 56,765.4 At critical junctures when apprais-
ing such costs, however, the Commission attributed them to state law rather than to
the Rules themselves. For example, immediately after acknowledging the possible

adverse consequences above, the Commission added: “We believe it is important

4 A study of 185 threatened proxy contests found statistically significant negative
returns on investment value of nearly 20 percent in the 24 months following the
announcement of a contested election at the 27 firms where dissidents won
board seats. Michael Fleming, New Evidence on the Effectiveness of the Proxy
Mechanism, Federal Reserve Bank of New York Research Paper No. 9503,
Mar. 1995, at 17 and tbl.1 (cited in JA 242-43 (NERA/Macey)). These findings
were confirmed by studies showing that when dissident directors win board
seats, firms underperform peers by 19 percent to 40 percent over the two years
following the proxy contest. See JA 242-43 (NERA/Macey) and the studies in
75 Fed. Reg. at 56,762 n.924. The Adopting Release, which quibbled with the
methodology and conclusions of certain of these studies, relied heavily on a
2009 study of “hybrid” boards composed of a majority of incumbent directors
and a minority of dissident directors. 75 Fed. Reg. at 56,762 & nn.921-22 (cit-
ing Cernich (2009)). The Release admitted that this study had significant flaws,
that “its long-term findings on shareholder value creation are difficult to inter-
pret,” and that “the only conclusion that could fairly be drawn from the data is
that some companies perform better, and many perform worse” with hybrid
boards. Id. at 56,760 n.911 (internal quotation marks omitted).
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to note that these costs are associated with the traditional State law right to nomi-
nate and elect directors, and are not costs incurred for including shareholder nomi-
nees for director in the company’s proxy materials” pursuant to the Rules. /d.
(emphasis added). Similarly, after saying that corporations “may” spend millions
of dollars to campaign against access nominees, the Commission added: “These
solicitation costs are not, however, costs required under our rules.” Id. at 56,770.

By contrast, when tallying the benefits of the Rules, the Commission did not
once state that they arose from state law.

Twice before, this Court rejected nearly identical—though less serious—
attempts by the Commission to evade responsibility for its rules’ costs. In one in-
stance, the Commission had neglected to account for the fact that new rules requir-
ing mutual funds to have an independent chairman would cause the chairmen to
hire staff. The Commission explained that “‘boards typically have this authority

299

[to hire staff] under state law, and the [new] rule[s] would not require them’” to
exercise it. Chamber of Commerce, 412 F.3d at 143 (emphasis added; internal
quotation marks omitted). This Court said that was a “non sequitur” and whether
state law “authorized” the hiring of staff “in no way bears” on whether the inde-
pendent chairman requirement “would in fact cause the fund to incur additional

staffing costs.” Id. (emphasis added). So here, the Commission cannot introduce

“significant” changes in board election procedures for which it claims far-reaching
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(dubious) benefits, yet discount the resulting costs as mere consequences of state
law.

Second, in a rulemaking that defined certain annuities as securities subject to
SEC regulation, the Commission declined to fully assess the economic conse-
quences of supplanting state regulation with federal regulation because “state regu-
lation, ‘no matter how strong,” could not ‘substitute for the federal securities law

299

protections that apply’” once the products are properly recognized as federally-
regulated securities. Am. Equity, 613 F.3d at 178. In rejecting that answer and va-
cating the rule, this Court explained that the legal question whether the products
were securities was distinct from the obligation the law “imposes on the SEC . . . to
consider the economic implications of certain rules it proposes.” Id. Likewise
here, even supposing certain costs of the Rules are “associated with traditional
State law right[s]” as a legal matter (and they are not), that did not remove the
Commission’s obligation to determine the “economic implications” of its action.
Because the Commission repeatedly deployed this flawed rationale (which it
called “important”) to appraise the value of adopting the Rules and to address criti-
cal issues—including the “possible” impairment of board performance and share-

holder value—this Court should vacate the Rules and require the Commission to

reconsider the merits of its action. Nat’l Fuel Gas Supply Corp., 468 F.3d at 839.
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B. The Commission’s Estimate Of The Frequency Of Election Con-
tests Under The Rules Is Fundamentally Flawed, And The Com-
mission Entirely Failed To Estimate The Rules’ Largest Direct
Cost

1. The Commission estimated that election contests under the Rules will
occur 25 percent less frequently than traditional proxy contests. Supra at 15. That
estimate turns the Rules on their head and contradicts the Commission’s repeated
contention that the Rules will “facilitate” election contests, 75 Fed. Reg. at 56,668,
a prediction that was correct for the simple reason that under the Rules nominating
shareholders no longer must pay all the expenses of a proxy contest, instead, they
will foist some of those costs on the company. JA 287-88 (ABA).5

The Commission’s estimate of 51 election contests a year also cannot be
reconciled with its estimate that shareholders would make 147 proposals a year re-
garding alternative proxy access mechanisms, under Rule 14a-8. Supra at 16. It
makes no sense that shareholders would seek to amend a company’s access
mechanisms nearly 3 times as often as they would actually use those mechanisms

for their intended purposes of nominating directors.

5 Indeed, when pressed to justify the Rules’ benefits, the Commission insisted
they were reflected partly in the fact the access mechanism would be used fre-
quently; it relied on petitioner Chamber of Commerce’s prediction that election
contests would “increase greatly and may become customary,” and another
commenter’s projection that access nominations would be received by 15 per-
cent of companies annually. 75 Fed. Reg. at 56,756 n.872.
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Not surprisingly, the Commission’s means of arriving at this frequency es-
timate are also fundamentally flawed. The Commission premised its estimate on
the assumption that Rule 14a-11’s ownership thresholds would mean that fewer
shareholders can use proxy access than can mount traditional proxy contests. In
fact, institutional investors are the primary initiators of proxy contests also, see
Concept Release, 75 Fed. Reg. at 43,002, and the Commission cited no evidence
for its assumption that a large number of shareholders that initiate proxy contests
would be screened out by the Rules’ holding requirements. On the contrary, the
Commission stated that “data available to us also suggest that reaching the 3 per-
cent ownership threshold we are adopting is possible for a significant number of
shareholders either individually or by a number of shareholders aggregating their
holdings in order to satisfy the ownership requirement.” 75 Fed. Reg. at 56,692
(emphasis added). The Rules purport to remove “obstacles” and “impediments” to
traditional proxy contests, 74 Fed. Reg. at 29,027, 29,071 (JA 4, 48), so the likeli-
hood of replacing incumbent directors no longer is “remote,” 75 Fed. Reg. 56,763.
“Several different types of costs” to nominating directors were being “reduc[ed],”
id. at 56,771, so shareholders could trigger contests “more easily,” id. at 56,761. A
“collective action problem” was being addressed so challengers are not “discour-
aged from running because they will bear all of the costs but capture only a frac-

tion of the benefits from any improvement in governance.” Id. at 56,755, 56,756
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n.866 (internal quotation marks omitted). The Commission even amended several
existing rules to make it easier for shareholders to communicate and coordinate to
form nominating groups under the Rules. /d. at 56,725-30. The Commission esti-
mated that 75 percent of access nominees would be put forward by such groups
rather than by individual shareholders. Id. at 56,744 nn.805, 807.

Nowhere did the Commission explain why, with all these changes and with
shareholder groups accounting for the great majority of access nominations, elec-

29 ¢¢

tion contests would be rarer than purportedly “remote,” “prohibitively expensive”
traditional proxy contests. Nor did the Commission explain how the Rules could
deliver all the benefits claimed if access elections were significantly less attainable
than proxy contests.

The Commission also erred with regard to the second benchmark it con-
sulted to estimate the number of access contests, the number of “board-related”
proposals historically submitted to companies under Rule 14a-8. 75 Fed. Reg. at
56,743-44 nn.804, 807. By considering only “board-related” proposals the Com-

mission arbitrarily excluded a large number of proposals that are equally strong in-

dicators of interest in putting forward access nominees.°

6 The Commission relied on the “RiskMetrics 2009 Proxy Season Scorecard,
May 15, 2009.” 75 Fed. Reg. at 56,743 n.804. Although the May 2009 Score-
card is not in the rulemaking record or otherwise publicly available, the De-

[Footnote continued on next page]
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And, the Commission’s frequency estimate was a radical, unexplained de-
parture from the Proposing Release, where the Commission estimated that 269 ac-
cess nominations would be received, or more than 5 times the estimate in the
Adopting Release. 74 Fed. Reg. at 29,063-64 (JA 40-41). The Proposing Release
reached that figure by projecting that 5 percent of companies with at least one
shareholder meeting the Rules’ ownership threshold would receive an access
nomination. /d. It then used the number of contested elections and “board-related”
shareholder proposals—the same baseline used in the Adopting Release—to con-
firm that 269 nominees was a “reasonable” estimate. Id. at 29,064 nn.303, 304 (JA
41 nn.303, 304). The Commission never explained why it was reasonable to con-
clude in the Adopting Release that access contests would occur substantially /ess
frequently than proxy contests, if it was “reasonable” to conclude in the Proposing
Release (based partly on similar data) that access contests would occur more than 5

times as often.

[Footnote continued from previous page]
cember 15, 2009 Scorecard shows that shareholder proposals regarding “board
issues” were merely one subset of “governance shareholder proposals,” all of
which were relevant to projecting use of the Rules. See RiskMetrics, 2009
Proxy Season Scorecard, available at
http://www .riskmetrics.com/knowledge/proxy season_watchlist 2009. For ex-
ample, 17 of the governance proposals concerned re-incorporation in North Da-
kota, which has a proxy access law; these proposals were a strong indicator of
interest in making access nominations (cf. 75 Fed. Reg. at 56,747), but were ex-
cluded from the Commission’s count.
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The implications of this flawed frequency estimate are broad, for it afflicts
not only the Commission’s assessment of the Rules’ economic impact, but also its
very reasons for adopting the Rules. The Commission saw great benefits in the
Rules’ supposed accessibility, yet performed an about-face to claim the Rules will
be used relatively little—and that shareholders are far more interested in amending
access rules than in using them. The Commission lacks a coherent, consistent un-
derstanding of what it has done through the Rules. Vacatur is warranted.

2. The Commission provided no estimate at all of the solicitation and
campaign costs that companies would incur as a result of the Rules, which com-
menters indicated would be the Rules’ largest direct cost, as much as $10 million
or more. Supra at 18-19. The Commission cited some of these estimates, 75 Fed.
Reg. at 56,770, but neither endorsed them nor provided any of its own. The Com-
mission therefore failed in the most basic aspect of its “statutory obligation to do
what it can to apprise itself . . . of the economic consequences” of its proposed
rules. Chamber of Commerce, 412 F.3d at 144.

C. The Commission Skirted Its Responsibility To Evaluate The

Rules’ Costs By Failing To Address The Role And Objectives Of
Union And Government Pension Funds, And By Assuming With-

out Basis That Companies Might Not Actively Oppose Access
Candidates

An agency acts arbitrarily and capriciously when it “entirely fail[s] to con-

sider an important aspect of [a] problem.” State Farm, 463 U.S. at 43. The Com-
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mission failed in that manner here, by not coming to terms with how the Rules will
be used by their primary proponents—union and state pension funds—and how
corporations will respond.

1. Commenters emphasized that union and government pension funds
are the most activist shareholders and would impose costs by, among other things,
using Rule 14a-11 as leverage to obtain concessions from the company not related
to shareholder value. See, e.g., JA 132 & n.65, 218-29 (BRT); JA 256
(NERA/Macey); CRI 623 (Cravath et al.) at 8-9; CRI 404 at 3; CRI 348 at 7; CRI
308 at 2; CRI 305 at 1; O’Connor, supra, at 71 (union leader describing how
shareholder proposals may be used as leverage to obtain labor concessions).

The Commission unwittingly confirmed the role union and government
funds would play under the Rules. It said the number of shareholder proposals
submitted about independent board chairmen, majority voting, and cumulative vot-
ing “provide useful information about the degree of interest in using Rule 14a-11.”
75 Fed. Reg. at 56,743 n.804. Union and government funds accounted for two-
thirds of such proposals in a report relied on by the Commission, including 38 of
39 proposals to adopt majority voting and 23 of 27 proposals to have an independ-
ent chairman. Georgeson Report, cited at id.; see also CRI 595 (Council of Institu-

tional Investors) at 2 (“public and union pension funds” are “[t]he institutional in-
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vestors most likely to make use of proxy access”; mutual funds “rarely if ever
sponsor shareholder resolutions™).”

The Adopting Release nonetheless did not address commenters’ concern that
access would be used as leverage by union and government funds and others. It
does not use the word “union,” except when identifying by name the Rules’ many
union commenters. Nor did it refer to “leverage” or government funds, except in
wholly unrelated contexts. That was error, as was the Commission’s repeated
speculation that costs would be contained because shareholders “understand| ] the
board’s time may be in scarce supply and take this factor into consideration when
deciding to nominate director candidates.” 75 Fed. Reg. at 56,765, 56,772. Such
costs are precisely the reason that threatening an access contest will be useful lev-
erage. Similarly, the Commission ignored that nominating shareholders can bene-
fit “simply by running candidates who promote platforms popular with the unions’
and pension funds’ parochial, non-shareholder constituencies, even if those candi-

dates do not have a remote chance of prevailing in a shareholder vote.”

7 Union and government funds are larger institutions than many of the companies
subject to the Rules. The average market capitalization of an S&P 500 com-
pany is $21.6 billion. See Standard & Poor Indices, S&P 500, available at
http://www.standardandpoors.com/indices/sp-500/en/us/?indexId=spusa-500-
usduf--p-us-1--. Amicus curiae CalPERS states that it has approximately $190
billion under management, CRI 595 at 2, while amicus curiae CalSTRS states
that its portfolio is valued at $135 billion. CRI 627 at 1.
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Grundfest, supra, at 20 (emphasis added); see also JA 132 (BRT); CRI 251 at 5
n.11; CRI 404 at 3. Indeed, the Rules require companies to include access nomi-
nees who could not be seated if elected. Supra at 14.8

The Commission admitted “companies could be negatively affected if share-
holders use the new rules to promote their narrow interests,” but said those costs
could be minimized by making shareholders aware of nominees’ biases during the
election. 75 Fed. Reg. at 56,772. That statement is non-responsive to costs com-
panies would incur short of the nominee’s election, including succumbing to a
shareholder’s demands to avoid a costly election contest, or mounting a costly
campaign to avoid the “impair[ed] efficiency,” id., that results from a special inter-

est nominee’s election.

8 The Commission’s failure to address the special interests of union and state
funds is inconsistent with a July 2010 “concept release” where the Commission
expressed concern with “empty voting,” or “decoupling,” through which the
person voting a share does not necessarily have an economic interest in the
share’s value rising. “Such a person’s voting motivation contradicts the widely-
held assumption that equity securities are voted based on an interest in increas-
ing shareholder value and in a way to protect shareholders’ interests or enhance
the value of the investment in the securities,” the Commission said. Concept
Release, 75 Fed. Reg. at 42,983, 43,017. That assumption, in turn, is a “core
premise of state statutes requiring shareholder votes to elect directors,” which
may be “undermined by the possibility that persons with voting power may
have little or no economic interest or, even worse, have a negative economic in-
terest in the shares they vote.” 1d.
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2. The Commission also ignored the intensity with which access nomi-
nees would be opposed by issuers. Expensive election contests might not material-
ize, it said, because directors might “determine not to expend . . . resources to op-
pose” shareholder nominees. 75 Fed. Reg. at 56,770. They might “simply include
the shareholder director nominees” in the proxy materials without opposition. /d.

Those assertions contradict 60 years of opposition to proxy access by corpo-
rations, evidence in the rulemaking record, and the sheer intensity with which issu-
ers and others opposed adoption of the Rules. The Commission had no basis to
speculate that issuers’ opposition to access candidates was disingenuous and would
dissipate once nominees were placed on the proxy. Indeed, this was an about-face
from other passages of the Adopting Release, where the Commission assumed that
companies would actively oppose access nominees—and that this would be in-
strumental in the Rules functioning properly. “[CJoncerns regarding independent
directors being forced to take on additional duties, companies needing to increase
the size of the board or conducting additional searches for independent directors
are best addressed through disclosure” in company proxy materials, the Commis-
sion said. 75 Fed. Reg. at 56,705. Likewise, companies can address difficulties
with multiple “slates”—when there is an access nominee and a simultaneous tradi-
tional proxy contest—*“through disclosure in its proxy materials.” See also id. at

56,767, 56,680, 56,704, 56,706, 56,707, 56,716, 56,721. Having repeatedly par-

43



Case: 10-1305 Document: 1295145 Filed: 02/25/2011 Page: 58

ried (and punted) commenters’ concerns in this way, the Commission could not
then—when it suited other purposes—speculate that issuers might be indifferent to
access nominees.

The Commission also dismissed without reason the statement by the ABA
committee and others that boards would conclude that their fiduciary duty required
them to actively support their nominees and oppose access nominees. See, e.g., JA
318 (ABA); JA 194 (BRT). The Commission responded that directors’ fiduciary
duties would prevent them from opposing access nominees when they had “no
good faith corporate purpose” for doing so. 75 Fed. Reg. at 56,770. But the
Commission cannot credibly maintain that directors would decide they had “no
good faith purpose” to expend the resources needed to secure election of the person
they determined, in the exercise of their fiduciary duties, to be the best nominee.
As the Rules are designed to operate, board governance committees will know of
potential access nominees before making their nomination recommendation. /d. at
56,675. Accordingly, a candidate will be an access nominee rather than a board
nominee only if the board already has determined that the nominee will not serve
the company as well as the candidate selected. Id. at 56,709; see JA 194 (BRT);
JA 318 (ABA). Indeed, the Rules contemplate that boards will sometimes reach
this conclusion after “unsuccessful negotiations” with the nominating shareholder

over whether to make the potential access nominee the board’s own nominee.
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75 Fed. Reg. at 56,700. It is absurd to suggest that boards will conclude that it vio-
lates their duties to support their nominees.
% % %

There is a substantial literature and record evidence demonstrating that the
shareholders most likely to use the Rules have interests that diverge from other
shareholders and that they sometimes engage in shareholder activism to advance
objectives other than the maximization of shareholder value.® This dilemma has
been at the heart of the proxy access debate for more than a decade. Perhaps there
are means for the Commission to reasonably conclude on remand that the Rules
will further efficiency and not impose unreasonable costs. But to suppose that
shareholder activists will not be activists; that directors will not support their own
nominees; and that the passions and intentions expressed in this very rulemaking
are not genuine, indeed to act as if they did not exist at all—that is not reasonable;
it “entirely fail[s] to consider an important aspect of [a] problem,” State Farm, 463

U.S. at 43, and fails to respond to comments that “raise significant problems,”

9 See, e.g., Strine, supra, at 1765; O’Connor, supra; Stewart J. Schwab & Randall
S. Thomas, Realigning Corporate Governance: Shareholder Activism by Labor
Unions, 96 Mich. L. Rev. 1018, 1019 (1998); Jarol B. Manheim, The Strategic
Use of Socially Responsible Investing, in Pension Fund Politics, at 98 (2005);
Peter R. Drucker, The Pension Fund Revolution (1996); and Jeremy Rifkin &
Randy Barber, The North Will Rise Again: Pensions, Politics, and Power in the
1980s (1978).
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Covad, 450 F.3d at 550, in violation of the most basic principles of reasoned deci-

sionmaking.

II. IT WAS ARBITRARY FOR THE COMMISSION TO ADOPT
THE RULES RATHER THAN LET SHAREHOLDERS DECIDE
THEMSELVES WHETHER TO ADOPT AN ACCESS
MECHANISM, GIVEN THE COMMISSION’S STATED
PURPOSE OF EMPOWERING SHAREHOLDERS IN
CONNECTION WITH DIRECTOR ELECTIONS AND ITS

ADMISSION THAT THE RULES COULD HARM
CORPORATE PERFORMANCE

In this rulemaking purportedly intended to empower shareholders, numerous
commenters and the dissenting Commissioners argued that shareholders should
have the authority to institute alternative, more demanding requirements for proxy
access, or to bar it altogether. Had the Commission adopted only the rulemakings’
amendments to Rule 14a-8; allowed shareholders to opt out of the Rules; or de-
ferred to state procedures such as those adopted in Delaware and the Model Busi-
ness Corporation Act, shareholders could have adopted the proxy access regime
they judged best, even if it was more restrictive than Rule 14a-11.10

Allowing shareholders to decide whether to adopt an access mechanism

would have effectuated the Commission’s stated goal of empowering shareholders

10 Teading academic proponents of proxy access supported allowing shareholders
to opt out of the Rules. Lucian A. Bebchuk & Scott Hirst, Private Ordering
and the Proxy Access Debate (Harvard John M. Olin Discussion Paper No. 653,
2009) (cited in CRI 623 (Cravath ef al.) at 8 n.24). One commenter observed
that the opposition to any form of opt-out “is primarily limited to certain unions
and public employee pension funds.” CRI 623 (Cravath et al.) at 8-9.
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in connection with director elections. It was the rational approach given the Com-
mission’s admissions that the Rules could impair corporate performance and that
the Rules’ effects would vary depending on the “incentives and actions of certain
parties.” 75 Fed. Reg. at 56,754. Shareholders could have assessed those “incen-
tives and actions” at the company when deciding whether to adopt an access
mechanism and whether to repeal or revise it based on experience. This would
have been consistent with the Commission’s decision to delay the Rules’ applica-
bility to smaller issuers for 3 years, in part so the Commission could evaluate
whether “adjustments to the rule” were warranted. Id. at 56,687. And, permitting
shareholders to decide would have reduced or eliminated the First Amendment
problems discussed below.!1

The Commission arbitrarily rejected all of these alternatives, and then com-
pounded its error by permitting shareholders to use Rule 14a-8 to adopt /ess restric-
tive proxy access regimes than imposed by Rule 14a-11, while barring access
mechanisms that are more restrictive than Rule 14a-11. This conflicts not only
with the Rules’ stated rationale, but also with the numerous places in the Adopting

Release where the Commission relied on the wisdom of shareholders to contend

Il The Commission dismissed the First Amendment concerns in a single para-
graph without ever considering whether the Rules should be narrowed to avoid
constitutional concerns. 75 Fed. Reg. at 56,674.
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that the Rules would not impose undue costs. The Commission assured comment-
ers, for instance, that “[t]he cost [of election contests] . . . may be offset to the ex-
tent that shareholders understand that the board’s time and other resources are in
scarce supply and will take these considerations into account in deciding to nomi-
nate directors, recognizing that the cost of a distracted board may not justify their
own specific concerns.” 75 Fed. Reg. at 56,765. And: “[T]he possibility of quali-
fied candidates being discouraged from running for a board seat may be limited by
shareholders’ understanding that board dynamics can be important, and that chang-
ing them may not always be beneficial.” Id. at 56,766; see also id. at 56,765-66,
56,766-67, 56,772.

Simply, the Commission has not acted with a consistent, cohesive view of
the capacity of shareholders to make decisions about corporate governance, and its
defenses of this core inconsistency of the Rules are all unavailing:

1. The Commission stated that “in the realm of corporate governance
some rights cannot be bargained away but rather are imposed by statute.” 75 Fed.
Reg. at 56,672. This case does not concern “rights . . . imposed by statute,” how-
ever, other than the state law right to vote for directors, which state legislatures
have implemented in different ways. Moreover, Rule 14a-11 nullifies the right that
shareholders currently enjoy at the majority of public companies to adopt an access

regime more restrictive than the Commission’s. Infra at 51-52.
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2. The Commission contended that the Rules confer rights “individu-
ally,” to “particular,” “individual shareholders,” and that “[n]o provision of the
Federal securities laws can be waived by referendum.” 75 Fed. Reg. at 56,673.
That response fails for multiple reasons. First, it squarely conflicts with the Com-
mission’s defense of the Rules under the First Amendment, where it stated that
shareholders’ communications in the proxy are “‘speech by a corporation to it-
self’” and that authority over the proxy “derives from the shareholders.” /d. at
56,674 (citations omitted; emphasis added).

Second, the Rules do permit shareholders to “waive” their limitations “by
referendum,” so long as the “waiver” increases access to the proxy. Id. at 56,760
n.906. The Commission’s response does not justify that one-way ratchet.

Third, that the Commission has not typically permitted corporations to adopt
alternatives under the federal securities laws—which generally concern disclo-
sure—is no reason to reject out of hand an alternative that furthers one of the prin-
cipal stated purposes of a rule, viz., shareholder empowerment.

Fourth and related, the Commission’s insistence that corporate election
processes be fixed by law, rather than adapted to the circumstances of different
corporations, is especially misplaced in an area of law where “private ordering” is

the norm. Supra at 5-8. When Congress gave the Commission authority to adopt a

proxy access rule, it permitted a limited foray in an area traditionally left to the
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States. See Business Roundtable v. SEC, 905 F.2d 406, 410 (D.C. Cir. 1990) (his-
torically, “Congress’s central concern [with respect to the proxy] was with disclo-
sure™); CTS Corp. v. Dynamics Corp. of Am., 481 U.S. 69, 91 (1987) (recognizing
States’ “role as overseer of corporate governance”). In making that foray, the
Commission should have given weight to States’ approach toward the rights the
Commission claimed to be vindicating.

99 ¢¢

3. The Commission argued that the Rules’ “net effect” “will be to ex-
pand shareholder choice, not limit it,” since it “will result in a greater number of
nominees appearing on a proxy card.” 75 Fed. Reg. at 56,673. That statement
fails to account for the many shareholders who would choose to avoid the costs of
shareholder nominees being forced on the company’s proxy by holders of 3 per-
cent of a company’s shares.

4. The Commission stated that a company-by-company approach toward
deciding whether to adopt proxy access would be costly and time-consuming, and
could result in the board overriding a decision by shareholders to permit proxy ac-
cess. 75 Fed. Reg. at 56,673. But in its companion amendment to Rule 14a-8, the
Commission permitted a company-by-company decision on proxy access—so long
as that decision was at least as permissive as the Commission’s rule. It hardly can

claim that such deliberations are unacceptably expensive. As to the supposed risk

of override by the board of directors: If that was the Commission’s concern, it
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could have revised Rule 14a-11 to allow shareholders to adopt any alternative ac-
cess regime and to bar the board of directors from overriding it.
% % %

The Commission’s compulsory access requirement should be assessed, fi-
nally, against the self-contradiction, uncertainty, and sheer guesswork that pervade
the Adopting Release. The Release is the product of an agency that does not know
what it has wrought. That is a reason to vacate the Rules, and it is a reason the
Commission should not have forcibly substituted its own uncertain judgments for
the judgments of directors and shareholders.

III. THE COMMISSION ARBITRARILY NULLIFIED STATE LAW
RIGHTS THAT IT CLAIMED TO BE EFFECTUATING

While claiming to effectuate state law rights for director elections, the Rules
effectively nullify them, establishing a federal proxy access regime by fiat regard-
less what access mechanism an issuer’s shareholders would adopt under the law of
Delaware or another State. As the Delaware State Bar Association warned in its
comments, “Rule 14a-11 would deprive stockholders and boards of directors of
significant rights and powers under state law.” JA 73. The Commission cannot
rationally claim to “effectuate” state law by overriding the state law that governs
the majority of U.S. public companies. Compare Am. Equity, 613 F.3d at 178 (in-
validating SEC rule for failure to adequately consider rule’s interaction with state

law).
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The Commission’s stated concern that “companies not incorporated in
Delaware could frustrate shareholders’ efforts” to establish proxy access, 75 Fed.
Reg. at 56,672, is no reason to trump Delaware law; an obvious alternative was to
carve Delaware corporations out of the rule. As to other States, the fact that they
do not expressly authorize bylaw amendments to allow proxy access does not
mean they prohibit such amendments—the Delaware amendment was intended to
clarify existing law. JA 71. And to the extent some States’ laws do not permit ac-
cess, the Commission has no basis to presume this results from those States’ inabil-
ity to “effectuate” the rights they provide their citizens, rather than, for example,
from a determination that the case for access has not been made and should be re-
assessed based on others’ experience.

Finally, the Commission’s disregard for state law and the uneasy relation-
ship between state law and the Rules are reflected in the fact that the Rules require
companies to place access nominees on the ballot who fail to satisfy the company’s
reasonable director qualification standards, and who therefore would not be seated

if elected. 75 Fed. Reg. at 56,705.
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IV.  THE RULES ARBITRARILY AND CAPRICIOUSLY INCLUDE
INVESTMENT COMPANIES

Even if the Rules survived the challenges discussed above, it should still be
vacated to the extent it covers investment companies (e.g., mutual funds), which
are materially different than other public companies and are subject to different
regulatory requirements.

In addressing the enhanced governance requirements that the 40 Act im-
poses on investment companies, the Commission repeatedly responded that the
“regulatory protections offered by the Investment Company Act [do not] . . . de-
crease the importance of the rights that are granted to shareholders under State
law.” 75 Fed. Reg. at 56,684, 56,763. That is completely non-responsive, how-
ever, to the question whether the 40 Act’s requirements reduce the asserted need
for (and benefits of) proxy access for investment companies.

Ironically, the only example the Commission gave of an investment com-
pany decision that warrants the protections of the Rules is a decision already spe-
cially protected by the 40 Act. “[I]nvestment company boards . . . have signifi-
cant responsibilities in protecting shareholder interests,” the Commission stated,
“such as the approval of advisory contracts and fees. Therefore, we are not per-
suaded that exempting . . . investment companies” is appropriate. 75 Fed. Reg. at
56,684. However, the 40 Act already has special requirements for advisory con-

tracts’ terms and approval, which include shareholder approval for new contracts,
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material amendments to existing contracts (including increases in fees), and for as-
signments of the contract. Detailed SEC rules implement these and related re-
quirements. See, e.g., 15 U.S.C. § 80a-15(a); 17 C.F.R. § 270.15a-1, 15a-4. There
are few if any comparable requirements for operating companies, making the as-
serted need for the Rules even more attenuated in the investment company context.
At minimum, the APA and the Commission’s statutory duty to consider effi-
ciency, competition, and capital formation required it to assess the benefits of
proxy access against the baseline protections of the *40 Act. See Am. Equity, 613
F.3d at 178 (SEC could not base rule on supposed improvements over existing law
without comparing protections of new rule with protections under existing law).
The Commission fell far short of this, in contrast with other instances where it gave
decisive weight to differences between investment and operating companies. For
example, in approving amendments to New York Stock Exchange Rule 452 to
prohibit broker discretionary voting with respect to the election of directors, the
Commission provided an exclusion for investment companies because of the statu-
tory protections for shareholder voting rights under the 40 Act. See SEC Release
No. 34-60215 at 39-40 (July 1, 2009). And see Int’l Ladies” Garment Workers’

Union v. Donovan, 722 F.2d 795, 824 (D.C. Cir. 1983) (vacating rule because
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agency offered no explanation for treating rural and urban areas the same, when
record evidence showed meaningful differences).12

The Commission also erred in claiming that companies could minimize the
costs of non-conforming directors by requiring them to sign an agreement to keep
confidential the discussions of boards on which they do not sit. Commenters ex-
plained, among other things, that directors would have no obligation to sign such
agreements and the agreements would not prevent the loss of attorney-client privi-
lege. JA 408. The Commission rejected these points without explanation, calling
them “not compelling or speculative in nature.” 75 Fed. Reg. at 56,767. Such a
conclusory assertion does not satisfy the Commission’s duties under the APA and
the Investment Company Act.

V. THE RULES VIOLATE THE FIRST AMENDMENT

The Rules violate the First Amendment by forcing companies to fund and
carry campaign speech by third parties that is opposed by the company’s duly-
elected board of directors. Companies must do so even if such access is opposed
by a majority of the company’s shareholders, and the speech is false and mislead-

ing.

12 As discussed supra at 32-34, it was also arbitrary and capricious for the Com-
mission to disclaim responsibility for the costs it was imposing on investment

companies by saying that those costs resulted from state law. See 75 Fed. Reg.
at 56,767.
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The freedom of speech protected by the First Amendment includes a right
not to be compelled to speak, or to carry the speech of a third party. E.g., Pac. Gas
& Elec. Co. v. Pub. Util. Comm’n, 475 U.S. 1 (1986); Wooley v. Maynard, 430
U.S. 705 (1977); McIntyre v. Ohio Elections Comm’n, 514 U.S. 334, 341-42
(1995). In Pacific Gas, the Supreme Court invalidated a state regulatory order that
required a utility to carry the message of a third party in its customer billing enve-
lope. 475 U.S. at 13 (plurality opinion). The third-party “[a]ccess” to the billing
envelope was “limited to persons or groups . . . who disagree[d] with [the utility’s]
views . . . and who oppose[d] [the utility] in” certain proceedings before the
agency. Id. Applying strict scrutiny, the plurality concluded that the agency’s ac-
cess requirement impermissibly burdened the utility’s “right to be free from gov-
ernment restrictions that abridge its own rights in order to ‘enhance the relative
voice’ of its opponents.” Id. at 14.

Regulations compelling the content of speech must be narrowly tailored to

serve a compelling governmental interest. United States v. Playboy Entm’t Group,

Inc., 529 U.S. 803, 813, 817 (2000). The Rules satisfy neither requirement.!3

I3 A lower level of scrutiny sometimes is applied to commercial speech. Cent.
Hudson Gas & Elec. Corp. v. Public Serv. Comm’n of New York, 447 U.S. 557,
564 (1980). That relaxed standard is inappropriate. See United States v. United
Foods, Inc., 533 U.S. 405, 419 (2001) (Thomas, J., concurring). In any event,
that standard does not apply here because a company’s proxy materials do not

[Footnote continued on next page]
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1. The Rules do not serve a compelling interest, rather, they conflict with
the basic principle that citizens should be not “be an instrument for fostering . . . an
ideological point of view” they find “unacceptable.” Wooley, 430 U.S. at 705, 713,
715 (invalidating requirement that citizens display “Live Free or Die” on license
plates). As in Pacific Gas, the Rules are content regulations that compel access to
persons “who disagree with [the company’s] views as expressed” in the proxy
statement. 475 U.S. at 13. A company knows that its nomination and speech on
behalf of a nominee opposed by an access candidate will require the company to
fund a third party’s opposing speech (id. at 14); the Commission expects compa-
nies to speak in response, indeed it relies on that occurring. Supra at 43; compare
Turner Broad. Sys., Inc. v. FCC, 512 U.S. 622, 655 (1994) (distinguishing Pacific
Gas because there was no evidence that a “must-carry [rule] will force cable opera-
tors to alter their own messages”). The Rules also conflict with Supreme Court de-
cisions rejecting the “mandated support” of “speech by others,” United States v.
United Foods, Inc., 533 U.S. 405, 413 (2001), forcing companies to underwrite
campaign speech that actively opposes a candidate put forward by the company,

even if that speech is false and misleading.

[Footnote continued from previous page]
merely “propose a commercial transaction,” id. at 409, and Rule 14a-11 would
fail for the reasons stated here even under the “commercial speech” standard.
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2. The Rules also are not a narrowly tailored, least-restrictive alternative
for achieving the government’s purpose. Relying solely on the amendment to Rule
14a-8(1)(8) would serve the Commission’s goals in a less restrictive manner, as
would deferring to the opportunities to establish proxy access under state law. The
traditional proxy contest also is an effective less restrictive alternative than Rule
14a-11. The Commission nowhere considered the First Amendment values in
these alternative approaches.

In contending that the Rules do not violate the First Amendment, the Com-
mission invoked dicta from a footnote in the plurality opinion in Pacific Gas,
which sought to distinguish the “access” to corporate mailings involved there from
SEC Rule 14a-8, regarding shareholder proposals. The SEC could “limit manage-
ment’s ability” to exclude shareholder proposals, the plurality explained, because
“management has no interest in corporate property except such interest as derives
from the shareholders.” 475 U.S. at 14 n.10 (plurality opinion) (emphasis added;
cited at 75 Fed. Reg. at 56,674 n.61). Moreover, Rule 14a-8 “govern[s] speech by
a corporation to itself” and therefore “do[es] not limit the range of information that
the corporation may contribute to the public debate.” Id.

However persuasive this dicta may be in other contexts, it is unavailing here
because by the Commission’s own rationale, Rule 14a-11 does not govern speech

“by a corporation to itself,” nor does it merely limit “management’s ability” to re-
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strict access to the proxy. The Adopting Release insisted that the Rules confer
rights to “individual,” “particular” shareholders and does so “individually, not in
some aggregated capacity.” 75 Fed. Reg. at 56,673 (emphasis added). Those “in-
dividuals™ are “institutional shareholders” that have their own corporate existences,
interests, and objectives, indeed their assets often far exceed those of the compa-
nies that would have to fund and carry their speech. Supra at 41 n.7. Moreover,
14a-11 trumps the “interest in corporate property” that “derives from the share-
holders,” Pac. Gas, 475 U.S. at 14 n.10, by forcing shareholders to provide access
to a minority of activist investors even if the vast majority of shareholders oppose
any access regime, or favor a more restrictive one. The Rules violate the First
Amendment.

VI. THE RULES’ DEFICIENCIES REQUIRE VACATUR

Under the APA, this Court “shall” vacate agency action when it is found in-
consistent with the Act. 5 U.S.C. § 706(2)(A); NRDC v. EPA, 489 F.3d 1250,

1262 (D.C. Cir. 2007) (Randolph, J., concurring).

This Court occasionally determines whether to vacate by considering “the
seriousness of the . . . deficiencies” of the agency’s action and the “the disruptive
consequences” of vacatur. Allied-Signal, Inc. v. NRC, 988 F.2d 146, 150 (D.C.
Cir. 1993) (internal quotation marks omitted). The deficiencies discussed above go

to the heart of the Commission’s decision to adopt the Rules, and factors that have
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caused this Court to remand without vacatur in other cases are absent here: (1) The
Rules have not gone into effect, Am. Equity, 613 F.3d at 179; (2) the regulatory
“egg has [not] been scrambled” and vacatur will maintain “the status quo ante,”
Milk Train, Inc. v. Veneman, 310 F.3d 747, 756 (D.C. Cir. 2002) (internal quota-
tion marks omitted); (3) vacatur will not forfeit funds that the government could
not recoup later, Heartland Reg’l Med. Ctr. v. Sebelius, 566 F.3d 193, 198 (D.C.
Cir. 2009); (4) public health and safety are not threatened, NRDC v. EPA, 489 F.3d
1250, 1265-67 (D.C. Cir. 2007) (opinion concurring in part and dissenting in part);
(5) shareholders can participate in corporate governance even if the Rules are va-
cated, see supra at 5-8; and (6) Congress has not required a rule. Allied-Signal,
988 F.2d at 148. The appropriateness of vacatur—which would protect substantial
First Amendment interests—is confirmed by the Commission’s granting a stay
during the litigation to “avoid[ ] . .. unnecessary costs, regulatory uncertainty, and
disruption that could occur if the rules were to become effective during the pend-
ency of a challenge to their validity.” SEC Order Granting Stay, No. S7-10-09

(Oct. 4, 2010).
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CONCLUSION

For the foregoing reasons, petitioners request that their petition for review be

granted and that the Proxy Access Rules be vacated.
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SECURITIES AND EXCHANGE
COMMISSION
17 CFR PARTS 200, 232, 240 and 249

[Release Nos. 33-9136; 34-62764; IC—
29384; File No. S7-10-09]

RIN 3235-AK27
Facilitating Shareholder Director
Nominations

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule.

SUMMARY: We are adopting changes to
the Federal proxy rules to facilitate the
effective exercise of shareholders’
traditional State law rights to nominate
and elect directors to company boards of
directors. The new rules will require,
under certain circumstances, a
company’s proxy materials to provide
shareholders with information about,
and the ability to vote for, a
shareholder’s, or group of shareholders’,
nominees for director. We believe that
these rules will benefit shareholders by
improving corporate suffrage, the
disclosure provided in connection with
corporate proxy solicitations, and
communication between shareholders
in the proxy process. The new rules
apply only where, among other things,
relevant state or foreign law does not
prohibit shareholders from nominating
directors. The new rules will require
that specified disclosures be made
concerning nominating shareholders or
groups and their nominees. In addition,
the new rules provide that companies
must include in their proxy materials,
under certain circumstances,
shareholder proposals that seek to
establish a procedure in the company’s
governing documents for the inclusion
of one or more shareholder director
nominees in the company’s proxy
materials. We also are adopting related
changes to certain of our other rules and
regulations, including the existing
solicitation exemptions from our proxy
rules and the beneficial ownership
reporting requirements.

DATES: Effective Date: November 15,
2010.

Compliance Dates: November 15,
2010, except that companies that qualify
as “smaller reporting companies” (as
defined in 17 CFR 240.12b-2) as of the
effective date of the rule amendments
will not be subject to Rule 14a—11 until
three years after the effective date.

FOR FURTHER INFORMATION CONTACT:
Lillian Brown, Tamara Brightwell, or
Ted Yu, Division of Corporation
Finance, at (202) 551-3200, or, with
regard to investment companies, Kieran

G. Brown, Division of Investment
Management, at (202) 551-6784, U.S.
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549.

SUPPLEMENTARY INFORMATION: We are
adding new Rule 82a of Part 200
Subpart D—Information and Requests,?
and new Rules 14a-11,2 and 14a—18,3
and new Regulation 14N 4 and Schedule
14N,5 and amending Rule 13 6 of
Regulation S-T,” Rules 13a—11,8 13d-1,°
14a—-2,10 14a—4,11 14a-5,1%2 14a—6,13
14a—-8,'4 14a—9,1% 14a—12,16 and 15d—
11,17 Schedule 13G,18 Schedule 14A,19
and Form 8-K,20 under the Securities
Exchange Act of 1934.21 Although we
are not amending Schedule 14C 22 under
the Exchange Act, the amendments will
affect the disclosure provided in
Schedule 14C, as Schedule 14C requires
disclosure of some items contained in
Schedule 14A.

Table of Contents

I. Background and Overview of Amendments
A. Background
B. Our Role in the Proxy Process
C. Summary of the Final Rules
II. Changes to the Proxy Rules
A. Introduction
B. Exchange Act Rule 14a-11
. Overview
When Rule 14a-11 Will Apply
. Interaction With State or Foreign Law
Opt-In Not Required
No Opt-Out
. No Triggering Events
. Concurrent Proxy Contests
. Which Companies Are Subject to Rule
14a-11
General
. Investment Companies
. Controlled Companies
. “Debt Only” Companies
. Application of Exchange Act Rule 14a—
11 to Companies That Voluntarily
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117 CFR 200.82a.

217 CFR 240.14a-11.

317 CFR 240.14a-18.

417 CFR 240.14n et seq.

517 CFR 240.14n-101.

617 CFR 232.13.

717 CFR 232.10 et seq.

817 CFR 240.13a-11.

917 CFR 240.13d-1.

1017 CFR 240.14a-2.

1117 CFR 240.14a—4.

1217 CFR 240.14a-5.

1317 CFR 240.14a-6.

1417 CFR 240.14a-8.

1517 CFR 240.14a-9.

1617 CFR 240.14a-12.

1717 CFR 240.15d-11.

1817 CFR 240.13d-102.

1917 CFR 240.14a-101.

2017 CFR 249.308.

2115 U.S.C. 78a et seq. (the “Exchange Act”). Part
200 Subpart D—Information and Requests and
Regulation S-T are also promulgated under the
Securities Act of 1933 [15 U.S.C. 77a et seq.] (the
“Securities Act”).

2217 CFR 240.14c-101.

A-2

Register a Class of Securities Under
Exchange Act Section 12(g)

f. Smaller Reporting Companies

4. Who Can Use Exchange Act Rule 14a—
11

a. General

b. Ownership Threshold

i. Percentage of Securities

ii. Voting Power

iii. Ownership Position

iv. Demonstrating Ownership

¢. Holding Period

d. No Change in Control Intent

e. Agreements With the Company

f. No Requirement To Attend the Annual
or Special Meeting

g. No Limit on Resubmission

5. Nominee Eligibility Under Exchange Act
Rule 14a-11

a. Consistent With Applicable Law and
Regulation

b. Independence Requirements and Other
Director Qualifications

¢. Agreements With the Company

d. Relationship Between the Nominating
Shareholder or Group and the Nominee

e. No Limit on Resubmission of
Shareholder Director Nominees

6. Maximum Number of Shareholder
Nominees To Be Included in Company
Proxy Materials

a. General

b. Different Voting Rights With Regard to
Election of Directors

c. Inclusion of Shareholder Nominees in
Company Proxy Materials as Company
Nominees

7. Priority of Nominations Received by a
Company

a. Priority When Multiple Shareholders
Submit Nominees

b. Priority When a Nominating Shareholder
or Group or a Nominee Withdraws or Is
Disqualified

8. Notice on Schedule 14N

a. Proposed Notice Requirements

b. Comments on the Proposed Notice
Requirements

c. Adopted Notice Requirements

i. Disclosure

ii. Schedule 14N Filing Requirements

9. Requirements for a Company That
Receives a Notice From a Nominating
Shareholder or Group

a. Procedure If Company Plans To Include
Rule 14a—11 Nominee

b. Procedure If Company Plans To Exclude
Rule 14a—11 Nominee

c¢. Timing of Process

d. Information Required in Company Proxy
Materials

i. Proxy Statement

ii. Form of Proxy

e. No Preliminary Proxy Statement

10. Application of the Other Proxy Rules
to Solicitations by the Nominating
Shareholder or Group

a. Rule 14a-2(b)(7)

b. Rule 14a—2(b)(8)

11. 2011 Proxy Season Transition Issues

C. Exchange Act Rule 14a—8(i)(8)

1. Background

2. Proposed Amendment

3. Comments on the Proposal

4. Final Rule Amendment

5. Disclosure Requirements
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D. Other Rule Changes
1. Disclosure of Dates and Voting
Information
2. Beneficial Ownership Reporting
Requirements
3. Exchange Act Section 16
4. Nominating Shareholder or Group Status
as Affiliates of the Company
E. Application of the Liability Provisions
in the Federal Securities Laws to
Statements Made by a Nominating
Shareholder or Nominating Shareholder
Group
III. Paperwork Reduction Act
A. Background
B. Summary of the Final Rules and
Amendments
C. Summary of Comment Letters and
Revisions to Proposal
D. Revisions to PRA Reporting and Cost
Burden Estimates
1. Rule 14a-11
2. Amendment to Rule 14a—8(i)(8)
3. Schedule 14N and Exchange Act Rule
14a-18
4. Amendments to Exchange Act Form 8—
K
5. Schedule 13G Filings
6. Form ID Filings
E. Revisions to PRA Reporting and Cost
Burden Estimates
IV. Cost-Benefit Analysis
A. Background
B. Summary of Rules
C. Factors Affecting Scope of the New
Rules
D. Benefits
1. Facilitating Shareholders’ Ability To
Exercise Their State Law Rights To
Nominate and Elect Directors
2. Minimum Uniform Procedure for
Inclusion of Shareholder Director
Nominations and Enhanced Ability for
Shareholders To Adopt Director
Nomination Procedures
. Potential Improved Board Performance
and Company Performance
4. More Informed Voting Decisions in
Director Elections Due to Improved
Disclosure of Shareholder Director
Nominations and Enhanced Shareholder
Communications
E. Costs
. Costs Related to Potential Adverse
Effects on Company and Board
Performance
2. Costs Related to Additional Complexity
of Proxy Process
3. Costs Related to Preparing Disclosure,
Printing and Mailing and Costs of
Additional Solicitations and Shareholder
Proposals
V. Consideration of Burden on Competition
and Promotion of Efficiency,
Competition and Capital Formation
VI. Final Regulatory Flexibility Analysis
A. Need for the Amendments
B. Significant Issues Raised by Public
Comments
C. Small Entities Subject to the Rules
D. Reporting, Recordkeeping and Other
Compliance Requirements
E. Agency Action To Minimize Effect on
Small Entities
VII. Statutory Authority and Text of the
Amendments

w

[

I. Background and Overview of
Amendments

A. Background

On June 10, 2009, we proposed a
number of changes to the Federal proxy
rules designed to facilitate shareholders’
traditional State law rights to nominate
and elect directors. Our proposals
sought to accomplish this goal in two
ways: (1) By facilitating the ability of
shareholders with a significant, long-
term stake in a company to exercise
their rights to nominate and elect
directors by establishing a minimum
standard for including disclosure
concerning, and enabling shareholders
to vote for, shareholder director
nominees in company proxy materials;
and (2) by narrowing the scope of the
Commission rule that permitted
companies to exclude shareholder
proposals that sought to establish a
procedure for the inclusion of
shareholder nominees in company
proxy materials.23 We recognized at that
time that the financial crisis that the
nation and markets had experienced
heightened the serious concerns of
many shareholders about the
accountability and responsiveness of
some companies and boards of directors
to shareholder interests, and that these
concerns had resulted in a loss of
investor confidence. These concerns
also led to questions about whether
boards were exercising appropriate
oversight of management, whether
boards were appropriately focused on
shareholder interests, and whether
boards need to be more accountable for
their decisions regarding issues such as
compensation structures and risk
management.

A principal way that shareholders can
hold boards accountable and influence
matters of corporate policy is through
the nomination and election of
directors. The ability of shareholders to
effectively use their power to nominate
and elect directors is significantly

23 See Facilitating Shareholder Director
Nominations, Release No. 33-9046, 34—60089 (June
10, 2009) [74 FR 29024] (“Proposal” or “Proposing
Release”). The Proposing Release was published for
comment in the Federal Register on June 18, 2009,
and the initial comment period closed on August
17, 2009. The Commission re-opened the comment
period as of December 18, 2009 for thirty days to
provide interested persons the opportunity to
comment on additional data and related analyses
that were included in the public comment file at or
following the close of the original comment period.
In total, the Commission received approximately
600 comment letters on the proposal. The public
comments we received are available on our Web
site at http://www.;sec.gov/comments/s7-10-09/
571009.shtml. Comments also are available for Web
site viewing and copying in the Commission’s
Public Reference Room, 100 F Street, NE.,
Washington, DC 20549, on official business days
between the hours of 10 a.m. and 3 p.m.
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affected by our proxy regulations
because, as has long been recognized, a
federally-regulated corporate proxy
solicitation is the primary way for
public company shareholders to learn
about the matters to be decided by the
shareholders and to make their views
known to company management.24 As
discussed in detail below, in light of
these concerns, we reviewed our proxy
regulations to determine whether they
should be revised to facilitate
shareholders’ ability to nominate and
elect directors. We have taken into
consideration the comments received on
the proposed amendments as well as
subsequent congressional action 25 and
are adopting final rules that will, for the
first time, require company proxy
materials, under certain circumstances,
to provide shareholders with
information about, and the ability to
vote for a shareholder’s, or group of
shareholders’, nominees for director. We
also are amending our proxy rules to
provide shareholders the ability to
include in company proxy materials,
under certain circumstances,
shareholder proposals that seek to
establish a procedure in the company’s
governing documents for the inclusion
of one or more shareholder director

24 See, e.g., Securit[ies] and Exchange
Commission Proxy Rules: Hearings on H.R. 1493,
H.R. 1821, and H.R. 2019 Before the House Comm.
on Interstate and Foreign Commerce, 78th Cong.,
1st Sess., at 17—19 (1943) (Statement of the
Honorable Ganson Purcell, Chairman, Securities
and Exchange Commission) (explaining the initial
Commission rules requiring the inclusion of
shareholder proposals in company proxy materials:
“We give [a stockholder] the right in the rules to put
his proposal before all of his fellow stockholders
along with all other proposals * * * so that they
can see then what they are and vote accordingly.

* * * The rights that we are endeavoring to assure
to the stockholders are those rights that he has
traditionally had under State law, to appear at the
meeting; to make a proposal; to speak on that
proposal at appropriate length; and to have his
proposal voted on. But those rights have been
rendered largely meaningless through the process of
dispersion of security ownership through[out] the
country. * * * [Tlhe assurance of these
fundamental rights under State laws which have
been, as I say, completely ineffective * * * because
of the very dispersion of the stockholders’ interests
throughout the country[;] whereas formerly * * *

a stockholder might appear at the meeting and
address his fellow stockholders][, tJoday he can only
address the assembled proxies which are lying at
the head of the table. The only opportunity that the
stockholder has today of expressing his judgment
comes at the time he considers the execution of his
proxy form, and we believe * * * that this is the
time when he should have the full information
before him and ability to take action as he sees fit.”);
see also S. Rep. 792, 73d Cong., 2d Sess., 12 (1934)
(“[T]t is essential that [the stockholder] be
enlightened not only as to the financial condition
of the corporation, but also as to the major
questions of policy, which are decided at
stockholders’ meetings.”).

25Dodd-Frank Wall Street Reform and Consumer
Protection Act, Public Law 111-203, §971, 124 Stat.
1376 (2010) (“Dodd-Frank Act”).
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nominees in the company’s proxy
materials.

Regulation of the proxy process was
one of the original responsibilities that
Congress assigned to the Commission as
part of its core functions in 1934. The
Commission has actively monitored the
proxy process since receiving this
authority and has considered changes
when it appeared that the process was
not functioning in a manner that
adequately protected the interests of
investors.26 One of the key tenets of the
Federal proxy rules on which the
Commission has consistently focused is
whether the proxy process functions, as
nearly as possible, as a replacement for
an actual in-person meeting of
shareholders.27 This is important
because the proxy process represents
shareholders’ principal means of
participating effectively at an annual or
special meeting of shareholders.28 In our
Proposal we noted our concern that the
Federal proxy rules may not be
facilitating the exercise of shareholders’
State law rights to nominate and elect
directors. Without the ability to
effectively utilize the proxy process,
shareholder nominees do not have a
realistic prospect of being elected
because most, if not all, shareholders
return their proxy cards in advance of
the shareholder meeting and thus, in
essence, cast their votes before the

26 For example, the Commission has considered
changes to the proxy rules related to the election
of directors in recent years. See Security Holder
Director Nominations, Release No. 34—48626
(October 14, 2003) [68 FR 60784] (“2003 Proposal”);
Shareholder Proposals, Release No. 34—-56160 (July
27,2007) [72 FR 43466] (“Shareholder Proposals
Proposing Release”); Shareholder Proposals
Relating to the Election of Directors, Release No.
34-56161 (July 27, 2007) [72 FR 43488] (“Election
of Directors Proposing Release”); and Shareholder
Proposals Relating to the Election of Directors,
Release No. 34-56914 (December 6, 2007) [72 FR
70450] (“Election of Directors Adopting Release”).
When we refer to the “2007 Proposals” and the
comments received in 2007, we are referring to the
Shareholder Proposals Proposing Release and the
Election of Directors Proposing Release and the
comments received on those proposals, unless
otherwise specified.

27 Professor Karmel has described the
Commission’s proxy rules as having the purpose “to
make the proxy device the closest practicable
substitute for attendance at the [shareholder]
meeting.” Roberta S. Karmel, The New Shareholder
and Corporate Governance: Voting Power Without
Responsibility or Risk: How Should Proxy Reform
Address the De-Coupling of Economic and Voting
Rights?, 55 Vill. L. Rev. 93, 104 (2010).

28 Historically, a shareholder’s voting rights
generally were exercised at a shareholder meeting.
As discussed in the Proposing Release, in passing
the Exchange Act, Congress understood that the
securities of many companies were held through
dispersed ownership, at least in part facilitated by
stock exchange listing of shares. Although voting
rights in public companies technically continued to
be exercised at a meeting, the votes cast at the
meeting were by proxy and the voting decision was
made during the proxy solicitation process. This
structure continues to this day.

meeting at which they may nominate
directors. Recognizing that this failure
of the proxy process to facilitate
shareholder nomination rights has a
practical effect on the right to elect
directors, the new rules will enable the
proxy process to more closely
approximate the conditions of the
shareholder meeting. In addition,
because companies will be required to
include shareholder-nominated
candidates for director in company
proxy materials, shareholders will
receive additional information upon
which to base their voting decisions.
Finally, we believe these changes will
significantly enhance the confidence of
shareholders who link the recent
financial crisis to a lack of
responsiveness of some boards to
shareholder interests.29

The Commission has, on a number of
prior occasions, considered whether its
proxy rules needed to be amended to
facilitate shareholders’ ability to
nominate directors by having their
nominees included in company proxy
materials.30 Most recently, in June 2009,
we proposed amendments to the proxy
rules that included both a new proxy
rule, Exchange Act Rule 14a—-11, that
would require a company’s proxy
materials to provide shareholders with
information about, and the ability to
vote for, candidates for director
nominated by long-term shareholders or
groups of long-term shareholders with
significant holdings, and amendments
to Rule 14a—8(i)(8) to prohibit exclusion
of certain shareholder proposals seeking
to establish a procedure in the
company’s governing documents for the
inclusion of one or more shareholder
director nominees in the company’s
proxy materials. We received significant
comment on the proposed amendments.
Overall, commenters were sharply

29 See letters from American Federation of Labor
and Congress of Industrial Organizations (“AFL—
CIO”); California Public Employees’ Retirement
System (“CalPERS”); Council of Institutional
Investors (“CII”); Lynne L. Dallas (“L. Dallas”); Los
Angeles County Employees Retirement Association
(“LACERA”); Laborers’ International Union of North
America (“LIUNA”); The Nathan Cummings
Foundation (“Nathan Cummings Foundation”); Pax
World Management Corp. (“Pax World”); Pershing
Square Capital Management, L.P. (“Pershing
Square”); Relational Investors, LLC (“Relational”);
RiskMetrics Group, Inc. (“RiskMetrics”);
Shareowner Education Network and
Shareowners.org (“Shareowners.org”); Social
Investment Forum (“Social Investment Forum™);
State of Wisconsin Investment Board (“SWIB”);
International Brotherhood of Teamsters
(“Teamsters”); Trillium Asset Management
Corporation (“Trillium”); Universities
Superannuation Scheme—UK (“Universities
Superannuation”); Washington State Investment
Board (“WSIB”).

30For a discussion of the Commission’s previous
actions in this area, see the Proposing Release and
the 2003 Proposal.
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divided on the necessity for, and the
workability of, the proposed
amendments. Supporters of the
amendments generally believed that, if
adopted, they would facilitate
shareholders’ ability to exercise their
State law right to nominate directors
and provide meaningful opportunities
to effect changes in the composition of
the board.3! These commenters
predicted that the amendments would
lead to more accountable, responsive,
and effective boards.32 Many
commenters saw a link between the
recent economic crisis and
shareholders’ inability to have nominees
included in a company’s proxy
materials.33

Commenters opposed to our Proposal
believed that recent corporate
governance developments, including
increased use of a majority voting
standard for the election of directors
and certain State law changes, already
provide shareholders with meaningful
opportunities to participate in director
elections.3* These commenters viewed

31 See letters from CII; Colorado Public
Employees’ Retirement Association (“COPERA”);
CtW Investment Group (“CtW Investment Group”);
L. Dallas; Thomas P. DiNapoli (“T. DiNapoli”);
Florida State Board of Administration (“Florida
State Board of Administration”); International
Corporate Governance Network (“ICGN”); Denise L.
Nappier (“D. Nappier”); Ohio Public Employees
Retirement System (“OPERS”); Pax World;
Teamsters.

32]d.

33 See letters from AFL—CIO; CalPERS; California
State Teachers’ Retirement System (“CalSTRS”); CII;
L. Dallas; LACERA; LIUNA; Nathan Cummings
Foundation; Pax World; Pershing Square;
Relational; RiskMetrics; Shareowners.org; Social
Investment Forum; SWIB; Teamsters; Trillium;
Universities Superannuation; WSIB.

34 See letters from Group of 26 Corporate
Secretaries and Governance Professionals (“26
Corporate Secretaries”); 3M Company (“3M”);
Advance Auto Parts, Inc. (“Advance Auto Parts”);
The Allstate Corporation (“Allstate”); Avis Budget
Group, Inc. (“Avis Budget”); American Express
Company (“American Express”); Anadarko
Petroleum Corporation (“Anadarko”); Association of
Corporate Counsel (“Association of Corporate
Counsel”); AT&T Inc. (“AT&T”); Lawrence Behr (“L.
Behr”); Best Buy Co., Inc. (“Best Buy”); The Boeing
Company (“Boeing”); Business Roundtable (“BRT”);
Robert N. Burt (“R. Burt”); State Bar of California,
Corporations Committee of Business Law Section
(“California Bar”); Sean F. Campbell (“S.
Campbell”); Carlson (“Carlson”); Caterpillar Inc.
(“Caterpillar”); U.S. Chamber of Commerce Center
for Capital Markets Competitiveness (“Chamber of
Commerce/CMCC”); Chevron Corporation
(“Chevron”); CIGNA Corporation (“CIGNA”); W. Don
Cornwell (“W. Cornwell”); CSX Corporation
(“CSX”); Cummins Inc. (“Cummins”); Davis Polk &
Wardwell LLP (“Davis Polk”); Dewey & LeBoeuf
(“Dewey”); E.I. du Pont de Nemours and Company
(“DuPont”); Eaton Corporation (“Eaton”); Michael
Eng (“M. Eng”); FedEx Corporation (“FedEx”); FMC
Corporation (“FMC Corp.”); FPL Group, Inc. (“FPL
Group”); Frontier Communications Corporation
(“Frontier”); General Electric Company (“GE”);
General Mills, Inc. (“General Mills”); Charles O.
Holliday, Jr. (“C. Holliday”); Honeywell
International Inc. (“Honeywell”); Constance J.
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the amendments as inappropriately
intruding into matters traditionally
governed by State law or imposing a
“one size fits all” rule for all companies
and expressed concerns about “special
interest” directors, forcing companies to
focus on the short-term rather than the
creation of long-term shareholder value,
and other perceived negative effects of
the amendments, if adopted, on boards
and companies.3® Finally, commenters

Horner (“C. Horner”); International Business
Machines Corporation (“IBM”); Jones Day (“Jones
Day”); Keating Muething & Klekamp PLL (“Keating
Muething”); James M. Kilts (“J. Kilts”); Reatha Clark
King, Ph.D. (“R. Clark King”); Ned C. Lautenbach
(“N. Lautenbach”); MeadWestvaco Corporation
(“MeadWestvaco”); MetLife, Inc. (“MetLife”);
Motorola, Inc. (“Motorola”); O’'Melveny & Myers
LLP (“O’Melveny & Myers”); Office Depot, Inc.
(“Office Depot”); Pfizer Inc. (“Pfizer”); Protective
Life Corporation (“Protective”); Sullivan &
Cromwell LLP (“S&C”); Safeway Inc. (“Safeway”);
Sara Lee Corporation (“Sara Lee”); Shearman &
Sterling LLP (“Shearman & Sterling”); The Sherwin-
Williams Company (“Sherwin-Williams”); Sidley
Austin LLP (“Sidley Austin”); Simpson Thacher &
Bartlett LLP (“Simpson Thacher”); Tesoro
Corporation (“Tesoro”); Textron Inc. (“Textron”);
Texas Instruments Corporation (“TT”); Gary L.
Tooker (“G. Tooker”); UnitedHealth Group
Incorporated (“UnitedHealth”); Unitrin, Inc.
(“Unitrin”); U.S. Bancorp (“U.S. Bancorp”);
Wachtell, Lipton, Rosen & Katz (“Wachtell”); Wells
Fargo & Company (“Wells Fargo”); West Chicago
Chamber of Commerce & Industry (“West Chicago
Chamber”); Weyerhaeuser Company
(“Weyerhaeuser”); Xerox Corporation (“Xerox”);
Yahoo! (“Yahoo”).

35 See letters from 26 Corporate Secretaries;
American Bar Association (“ABA”); ACE Limited
(“ACE”); Advance Auto Parts; AGL Resources
(“AGL”); Aetna Inc. (“Aetna”); Allstate; Alston &
Bird LLP (“Alston & Bird”); American Bankers
Association (“American Bankers Association”); The
American Business Conference (“American
Business Conference”); American Electric Power
Company, Inc. (“American Electric Power”);
Anadarko; Applied Materials, Inc. (“Applied
Materials”); Artistic Land Designs LLC (“Artistic
Land Designs”); Association of Corporate Counsel;
Avis Budget; Atlantic Bingo Supply, Inc. (“Atlantic
Bingo”); L. Behr; Best Buy; Biogen Idec Inc.
(“Biogen”); James H. Blanchard (“J. Blanchard”);
Boeing; Tammy Bonkowski (“T. Bonkowski”);
BorgWarner Inc. (“BorgWarner”); Boston Scientific
Corporation (“Boston Scientific”); The Brink’s
Company (“Brink’s”); BRT; Burlington Northern
Santa Fe Corporation (“Burlington Northern”); R.
Burt; California Bar; Callaway Golf Company
(“Callaway”); S. Campbell; Carlson; Carolina Mills
(“Carolina Mills”); Caterpillar; Chamber of
Commerce/CMCC; Chevron; Rebecca Chicko (“R.
Chicko”); CIGNA; Comcast Corporation (“Comcast”);
Competitive Enterprise Institute’s Center for
Investors and Entrepreneurs (“Competitive
Enterprise Institute”); W. Cornwell; CSX; Edwin
Culwell (“E. Culwell”); Cummins; Darden
Restaurants, Inc. (“Darden Restaurants”); Daniels
Manufacturing Corporation (“Daniels
Manufacturing”); Davis Polk; Delaware State Bar
Association (“Delaware Bar”); Tom Dermody (“T.
Dermody”); Devon Energy Corporation (“Devon”);
DTE Energy Company (“DTE Energy”); Eaton; The
Edison Electric Institute (“Edison Electric
Institute”); Eli Lilly and Company (“Eli Lilly”);
Emerson Electric Co. (“Emerson Electric”); M. Eng;
Erickson Retirement Communities, LLC
(“Erickson”); ExxonMobil Corporation
(“ExxonMobil”); FedEx; Financial Services
Roundtable (“Financial Services Roundtable”);

worried about the impact of the
proposed amendments on small
businesses.36

Flutterby Kissed Unique Treasures (“Flutterby”);
FPL Group; Frontier; GE; Allen C. Goolsby (“A.
Goolsby”); C. Holliday; IBM; Investment Company
Institute (“ICI”); Intelect Corporation (“Intelect”);
JPMorgan Chase & Co. (“JPMorgan Chase”); Jones
Day; R. Clark King; Leggett & Platt Incorporated
(“Leggett”); Teresa Liddell (“T. Liddell”); Little
Diversified Architectural Consulting (“Little”);
McDonald’s Corporation (“McDonald’s”);
MeadWestvaco; MedFaxx, Inc. (“MedFaxx”);
Medical Insurance Services (“Medical Insurance”);
MetLife; Mary S. Metz (“M. Metz”); Microsoft
Corporation (“Microsoft”); John R. Miller (“].
Miller”); Marcelo Moretti (“M. Moretti”); Motorola;
National Association of Corporate Directors
(“NACD”); National Association of Manufacturers
(“NAM?”); National Investor Relations Institute
(“NIRI”); O’'Melveny & Myers; Office Depot; Omaha
Door & Window (“Omaha Door”); The Procter &
Gamble Company (“P&G”); PepsiCo, Inc.
(“PepsiCo”); Pfizer; Realogy Corporation
(“Realogy”); Jared Robert (“J. Robert”); Marissa
Robert (“M. Robert”); RPM International Inc.
(“RPM”); Ryder System, Inc. (“Ryder”); Safeway;
Ralph S. Saul (“R. Saul”); Shearman & Sterling;
Sherwin-Williams; Raymond F. Simoneau (“R.
Simoneau”); Society of Corporate Secretaries and
Governance Professionals, Inc. (“Society of
Corporate Secretaries”); The Southern Company
(“Southern Company”); Southland Properties, Inc.
(“Southland”); The Steele Group (“Steele Group”);
Style Crest Enterprises, Inc. (“Style Crest”); Tesoro;
Textron; Theragenics Corporation (“Theragenics”);
TI; Richard Trummel (“R. Trummel”); Terry
Trummel (“T. Trummel”); Viola Trummel (“V.
Trummel”); tw telecom inc. (“tw telecom”); Laura
D’Andrea Tyson (“L. Tyson”); United Brotherhood
of Carpenters and Joiners of America (“United
Brotherhood of Carpenters”); UnitedHealth; U.S.
Bancorp; VCG Holding Corporation (“VCG”);
Wachtell; The Way to Wellness (“Wellness”); Wells
Fargo; Whirlpool Corporation (“Whirlpool”); Xerox;
Yahoo; Jeff Young (“J. Young”).

36 See letters from ABA; American Mailing
Service (“American Mailing”); All Cast, Inc. (“All
Cast”); Always N Bloom (“Always N Bloom”);
American Carpets (“American Carpets”); John
Arquilla (“J. Arquilla”); Beth Armburst (“B.
Armburst”); Artistic Land Designs; Charles Atkins
(“C. Atkins”); Book Celler (“Book Celler”); Kathleen
G. Bostwick (“K. Bostwick”); Brighter Day Painting
(“Brighter Day Painting”); Colletti and Associates
(“Colletti”); Commercial Concepts (“Commercial
Concepts”); Complete Home Inspection (“Complete
Home Inspection”); Debbie Courtney (“D.
Courtney”); Sue Crawford (“S. Crawford”); Crespin’s
Cleaning, Inc. (“Crespin”); Don’s Tractor Repair
(“Don’s”); Theresa Ebreo (“T. Ebreo”); M. Eng;
eWareness, Inc. (“eWareness”); Evans Real Estate
Investments, LLC (“Evans”); Fluharty Antiques
(“Fluharty”); Flutterby; Fortuna Italian Restaurant &
Pizza (“Fortuna Italian Restaurant”); Future Form
Inc. (“Future Form Inc.”); Glaspell Goals
(“Glaspell”); Cheryl Gregory (“C. Gregory”);
Healthcare Practice Management, Inc. (Healthcare
Practice”); Brian Henderson (“B. Henderson”); Sheri
Henning (“S. Henning”); Jaynee Herren (“]. Herren”);
Ami Iriarte (“A. Iriarte”); Jeremy J. Jones (“J. Jones”);
Juz Kidz Nursery and Preschool (“Juz Kidz”);
Kernan Chiropractic Center (“Kernan”); LMS Wine
Creators (“LMS Wine”); Tabitha Luna (“T. Luna”);
Mansfield Children’s Center, Inc. (“Mansfield
Children’s Center”); Denise McDonald (“D.
McDonald”); Meister’s Landscaping (“Meister”);
Merchants Terminal Corporation (“Merchants
Terminal”); Middendorf Bros. Auctioneers and Real
Estate (“Middendorf”); Mingo Custom Woods
(“Mingo”); Moore Brothers Auto Truck Repair
(“Moore Brothers”); Mouton’s Salon (“Mouton”);
Doug Mozack (“D. Mozack”); Ms. Dee’s Lil Darlins
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After considering the comments and
weighing the competing interests of
facilitating shareholders’ ability to
exercise their State law rights to
nominate and elect directors against
potential disruption and cost to
companies, we are convinced that
adopting the proposed amendments to
the proxy rules serves our purpose to
regulate the proxy process in the public
interest and on behalf of investors. We
are not persuaded by the arguments of
some commenters that the provisions of
Rule 14a—11 are unnecessary.3” Those
commenters argued that changes in
corporate governance over the past six
years have obviated the need for a
Federal rule to allow shareholders to
place their nominees in company proxy
materials and that shareholders should
be left to determine whether, on a
company-by-company basis, such a rule
is necessary at any particular company.

While we recognize that some states,
such as Delaware,38 have amended their
state corporate law to enable companies
to adopt procedures for the inclusion of
shareholder director nominees in
company proxy materials,39 as was

Daycare (“Ms. Dee”); Gavin Napolitano (“G.
Napolitano”); NK Enterprises (“NK”); Hugh S. Olson
(“H. Olson”); Parts and Equipment Supply Co.
(“PESC”); Pioneer Heating & Air Conditioning
(“Pioneer Heating & Air Conditioning”); RC
Furniture Restoration (“RC”); RTW Enterprises Inc.
(“RTW?”); Debbie Sapp (“D. Sapp”); Southwest
Business Brokers (“SBB”); Security Guard IT&T
Alarms, Inc. (“SGIA”); Peggy Sicilia (“P. Sicilia”);
Slycers Sandwich Shop (“Slycers”); Southern
Services (“Southern Services”); Steele Group;
Sylvron Travels (“Sylvron”); Theragenics; Erin
White Tremaine (“E. Tremaine”); Wagner Health
Center (“Wagner”); Wagner Industries (“Wagner
Industries”); Wellness; West End Auto Paint & Body
(“West End”); Y.M. Inc. (“Y.M.”); J. Young.

37 See, e.g., letters from 26 Corporate Secretaries;
3M; Advance Auto Parts; Allstate; Avis Budget;
American Express; Anadarko; Association of
Corporate Counsel; AT&T; L. Behr; Best Buy;
Boeing; BRT; R. Burt; California Bar; S. Campbell;
Carlson; Caterpillar; Chamber of Commerce/CMCC;
Chevron; CIGNA; W. Cornwell; CSX; Cummins;
Davis Polk; Dewey; DuPont; Eaton; M. Eng; FedEx;
FMC Corp.; FPL Group; Frontier; GE; General Mills;
Joseph A. Grundfest, Stanford Law School (July 24,
2009) (“Grundfest”); C. Holliday; Honeywell; C.
Horner; IBM; Jones Day; Keating Muething; J. Kilts;
R. Clark King; N. Lautenbach; MeadWestvaco;
Metlife; Motorola; O’'Melveny & Myers; Office
Depot; Pfizer; Protective; S&C; Safeway; Sara Lee;
Shearman & Sterling; Sherwin-Williams; Sidley
Austin; Simpson Thacher; Tesoro; Textron; TT; G.
Tooker; UnitedHealth; Unitrin; U.S. Bancorp;
Wachtell; Wells Fargo; West Chicago Chamber;
Weyerhaeuser; Xerox; Yahoo.

38 We refer to Delaware law frequently because of
the large percentage of public companies
incorporated under that law. The Delaware Division
of Corporations reports that over 50% of U.S. public
companies are incorporated in Delaware. See
http://www.corp.delaware.gov.

39Del. Code Ann. tit. 8, § 112. In December 2009,
the Committee on Corporate Laws of the American
Bar Association Section of Business Law Committee
adopted amendments to the Model Act that
explicitly authorize bylaws that prescribe

Continued
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highlighted by a number of commenters,
other states have not.#° These
commenters noted that, as a result,
companies not incorporated in Delaware
could frustrate shareholder efforts to
establish procedures for shareholders to
place board nominees in the company’s
proxy materials by litigating the validity
of a shareholder proposal establishing
such procedures, or possibly repealing
shareholder-adopted bylaws
establishing such procedures. In
addition, due to the difficulty that
shareholders could have in establishing
such procedures, we believe that it
would be inappropriate to rely solely on
an enabling approach to facilitate
shareholders’ ability to exercise their
State law rights to nominate and elect
directors. Even if bylaw amendments to
permit shareholders to include
nominees in company proxy materials
were permissible in every state,
shareholder proposals to so amend
company bylaws could face significant
obstacles.

We also considered whether the move
by many companies away from plurality
voting to a general policy of majority
voting in uncontested director elections
should lead to a conclusion that our
actions are unnecessary or whether we
should premise our actions on the
failure of a company to adopt majority

shareholder access to company proxy materials or
reimbursement of proxy solicitation expenses. See
ABA Press Release, “Corporate Laws Committee
Adopts New Model Business Corporation Act
Amendments to Provide For Proxy Access And
Expense Reimbursement,” December 17, 2009,
available at http://www.abanet.org/abanet/media/
release/news_release.cfm?releaseid=848.

In addition, in 2007, North Dakota amended its
corporate code to permit 5% shareholders to
provide a company notice of intent to nominate
directors and require the company to include each
such shareholder nominee in its proxy statement
and form of proxy. N.D. Cent. Code § 10-35-08
(2009); see North Dakota Publicly Traded
Corporations Act, N.D. Cent. Code § 10-35 et al.
(2007).

40 See letters from American Federation of State,
County and Municipal Employees (“AFSCME”);
AllianceBernstein L.P. (“AllianceBernstein”);
Amalgamated Bank LongView Funds
(“Amalgamated Bank”); Association of British
Insurers (“British Insurers”); CalPERS; CII; The
Corporate Library (“Corporate Library”); L. Dallas;
Florida State Board of Administration; ICGN;
LIUNA; D. Nappier; Paul M. Neuhauser (“P.
Neuhauser”); Comment Letter of Nine Securities
and Governance Law Firms (“Nine Law Firms”); Pax
World; Pershing Square; theRacetotheBottom.org
(“RacetotheBottom”); RiskMetrics; Schulte Roth &
Zabel LLP (“Schulte Roth & Zabel”); Sodali
(“Sodali”); Teachers Insurance and Annuity
Association of America and College Retirement
Equities Fund (“TTAA-CREF”); United States Proxy
Exchange (“USPE”); ValueAct Capital, LLC
(“ValueAct Capital”).

voting.4! We agree with commenters 42
who argued that a majority voting
standard in director elections does not
address the need for a rule to facilitate
the inclusion of shareholder nominees
for director in company proxy materials.
While majority voting impacts
shareholders’ ability to elect candidates
put forth by management, it does not
affect shareholders’ ability to exercise
their right to nominate candidates for
director.

We also do not believe that the recent
amendments to New York Stock
Exchange (NYSE) Rule 452, which
eliminated brokers’ discretionary voting
authority in director elections, negate
the need for the rule. Certain
commenters specifically noted their
concurrence with us on this point.3
The amendments to NYSE Rule 452
address who exercises the right to vote
rather than shareholders’ ability to have
their nominees put forth for a vote.
While these and other changes have
been important events, they bolster
shareholders’ ability to elect directors
who are already on the company’s proxy
card, not their ability to affect who
appears on that card. We therefore are
convinced that the Federal proxy rules
should be amended to better facilitate
the exercise of shareholders’ rights
under State law to nominate directors.

We also considered whether we
should amend Rule 14a—8 to narrow the
“election exclusion,” without also
adopting Rule 14a—11. We note that a
significant number of commenters
supported the proposed amendments to
Rule 14a—8(i)(8).44 We concluded,
however, as certain commenters pointed
out, that adopting only the proposed
amendments to Rule 14a—8(i)(8),
without Rule 14a—11, would not achieve
the Commission’s stated objectives.#>We
believe that the amendments to Rule
14a-8(i)(8) will provide shareholders
with an important mechanism for
including in company proxy materials
proposals that would address the
inclusion of shareholder director
nominees in the company’s proxy
materials in ways that supplement Rule

41Despite the rate of adoption of a majority voting
standard for director elections by companies in the
S&P 500, only a small minority of firms in the
Russell 3000 index have adopted them. See
discussion in footnote 69 in the Proposing Release.

42 See letters from AFSCME; AllianceBernstein;
CalPERS; CII; L. Dallas; D. Nappier; P. Neuhauser;
RiskMetrics; TTAA-CREF. One commenter
characterized a majority voting standard as a
mechanism for “registering negative sentiment”
about an incumbent board nominee, not a
mechanism to ensure board accountability. See
letter from AFSCME.

43 See letters from CII; Sodali; USPE.

44 For a list of these commenters, see footnotes
677,678, and 679 below.

45 See letters from CII; USPE.
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14a-11, such as with a lower ownership
threshold, a shorter holding period, or
to allow for a greater number of
nominees if shareholders of a company
support such standards.

We recognize that many commenters
advocated that shareholders’ ability to
include nominees in company proxy
materials should be determined
exclusively by what individual
companies or their shareholders
affirmatively choose to provide, or that
companies or their shareholders should
be able to opt out of Rule 14a—11 or
otherwise alter its terms for individual
companies (the “private ordering”
arguments).*6 After careful
consideration of the numerous
comments advocating this
perspective,*” we believe that the
arguments in favor of this perspective
are flawed for several reasons.

First, corporate governance is not
merely a matter of private ordering.
Rights, including shareholder rights, are
artifacts of law, and in the realm of
corporate governance some rights
cannot be bargained away but rather are
imposed by statute. There is nothing
novel about mandated limitations on
private ordering in corporate
governance.8

46 See letters from 26 Corporate Secretaries; ABA;
ACE; Advance Auto Parts; AGL; Aetna; Allstate;
Alston & Bird; American Bankers Association;
American Business Conference; American Electric
Power; Anadarko; Applied Materials; Artistic Land
Designs; Association of Corporate Counsel; Avis
Budget; Atlantic Bingo; L. Behr; Best Buy; Biogen;
J. Blanchard; Boeing; T. Bonkowski; BorgWarner;
Boston Scientific; Brink’s; BRT; Burlington
Northern; R. Burt; California Bar; Callaway; S.
Campbell; Carlson; Carolina Mills; Caterpillar;
Chamber of Commerce/CMCC; Chevron; R. Chicko;
CIGNA; Comcast; Competitive Enterprise Institute;
W. Cornwell; CSX; E. Culwell; Cummins; Darden
Restaurants; Daniels Manufacturing; Davis Polk;
Delaware Bar; T. Dermody; Devon; DTE Energy;
Eaton; Edison Electric Institute; Eli Lilly; Emerson
Electric; M. Eng; Erickson; ExxonMobil; FedEx;
Financial Services Roundtable; Flutterby; FPL
Group; Frontier; GE; A. Goolsby; Grundfest; C.
Holliday; IBM; ICI; Intelect; JPMorgan Chase; Jones
Day; R. Clark King; Leggett; T. Liddell; Little;
McDonald’s; MeadWestvaco; MedFaxx; Medical
Insurance; Metlife; M. Metz; Microsoft; J. Miller; M.
Moretti; Motorola; NACD; NAM; NIRI; O'Melveny
& Myers; Office Depot; Omaha Door; P&G; PepsiCo;
Pfizer; Realogy; J. Robert; M. Robert; RPM; Ryder;
Safeway; R. Saul; Shearman & Sterling; Sherwin-
Williams; R. Simoneau; Society of Corporate
Secretaries; Southern Company; Southland; Steele
Group; Style Crest; Tesoro; Textron; Theragenics;
TL R. Trummel; T. Trummel; V. Trummel; tw
telecom; L. Tyson; United Brotherhood of
Carpenters; UnitedHealth; U.S. Bancorp; VCG;
Wachtell; Wellness; Wells Fargo; Whirlpool; Xerox;
Yahoo; J. Young.

47 See id.

48 For example, quite a few aspects of Delaware
corporation law are mandatory (i.e., not capable of
modification by agreement or provision in the
certificate of incorporation or bylaws), including: (i)
The requirement to hold an annual election of
directors (Del. Code Ann., tit. 8, § 211(b); Jones
Apparel Group v. Maxwell Shoe Co., 883 A.2d 837,
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Second, the argument that there is an
inconsistency between mandating
inclusion of shareholder nominees in
company proxy materials and our
concern for the rights of shareholders
under the Federal securities laws 49
mistakenly assumes that basic
protections of, and rights of, particular
shareholders provided under the
Federal proxy rules should be able to be
abrogated by “the shareholders” of a
particular corporation, acting in the
aggregate. The rules we adopt today
provide individual shareholders the
ability to have director nominees
included in the corporate proxy
materials if State law 50 and governing
corporate documents permit a
shareholder to nominate directors at the
shareholder meeting and the
requirements of Rule 14a—11 are
satisfied. Those rules similarly facilitate
the right of individual shareholders to
vote for those nominated, whether by
management or another shareholder, if
the shareholder has voting rights under
State law and the company’s governing
documents. The rules we adopt today
reflect our judgment that the proxy rules
should better facilitate shareholders’
effective exercise of their traditional
State law rights to nominate directors
and cast their votes for nominees. When
the Federal securities laws establish
protections or create rights for security
holders, they do so individually, not in
some aggregated capacity. No provision

848-849 (Del. Ch. 2004) citing Rohe v. Reliance
Training Network, Inc., 2000 Del. Ch. LEXIS 108 at
*10-*11 (Del. Ch. July 21, 2000)); (ii) the limitation
against dividing the board of directors into more
than three classes (Del. Code Ann., tit. 8, § 141(d);
see also Jones Apparel); (iii) the entitlement of
stockholders to inspect the list of stockholders and
other corporate books and records (Del. Code Ann.,
tit. 8, §§219(a) and 220(b); Loew’s Theatres, Inc. v.
Commercial Credit Co., 243 A.2d 78, 81 (Del. Ch.
1968)); (iv) the right of stockholders to vote as a
class on certain amendments to the certificate of
incorporation (Del. Code Ann., tit. 8, § 242(b)(2));
(v) appraisal rights (Del. Code Ann., tit. 8, § 262(b));
and (vi) fiduciary duties of corporate directors
(Siegman v. Tri-Star Pictures, Inc., C.A. No. 9477
(Del. Ch. May 5, 1989, revised May 30, 1989),
reported at 15 Del. J. Corp. L. 218, 236 (1990); cf.
Del. Code Ann., tit. 8, § 102(b)(7), permitting
elimination of director liability for monetary
damages for breach of the duty of care). See also
Edward P. Welch and Robert S. Saunders, What We
Can Learn From Other Statutory Schemes: Freedom
And Its Limits In The Delaware General
Corporation Law, 33 Del. J. Corp. L. 845, 857—-859
(2008); Jeffrey N. Gordon, Contractual Freedom In
Corporate Law: Articles & Comments; The
Mandatory Structure Of Corporate Law, 89 Colum.
L. Rev. 1549, 1554 n.16 (1989) (identifying several
of these and other mandatory aspects of Delaware
corporation law).

49 See letters from Grundfest; Form Letter Type A.
Cf. letter from Nine Law Firms.

50In the case of a non-U.S. domiciled issuer that
does not qualify as a foreign private issuer (as
defined in Exchange Act Rule 3b—4), we will look
to the underlying law of the jurisdiction of
organization. See Rule 14a—11(a).

of the Federal securities laws can be
waived by referendum. A rule that
would permit some shareholders (even
a majority) to restrict the Federal
securities law rights of other
shareholders would be without
precedent and, we believe, a
fundamental misreading of basic
premises of the Federal securities laws.
In addition, allowing some shareholders
to impair the ability of other
shareholders to have their director
nominees included in company proxy
materials cannot be reconciled with the
purpose of the rules we are adopting
today. In our view, it would be no more
appropriate to subject a Federal proxy
rule that provides the ability to include
nominees in the company proxy
statement to a shareholder vote than it
would be to subject any other aspect of
the proxy rules—including the other
required disclosures—to abrogation by
shareholder vote.

Third, the net effect of our rules will
be to expand shareholder choice, not
limit it. Our rules will result in a greater
number of nominees appearing on a
proxy card. Shareholders will continue
to have the opportunity to vote solely
for management candidates, but our
rules will also give shareholders the
opportunity to vote for director
candidates who otherwise might not
have been included in company proxy
materials.

In addition to these basic conclusions,
we note that there are other significant
concerns raised by a private ordering
approach. A company-by-company
shareholder vote on the applicability of
Rule 14a—11 would involve substantial
direct and indirect, market-wide costs,
and it is possible that boards of
directors, or shareholders acting with
their explicit or implicit encouragement,
might seek such shareholder votes,
perhaps repeatedly, at no financial cost
to themselves but at considerable cost to
the company and its shareholders.
Another concern relates to the nature of
the shareholder vote on whether to opt
out of Rule 14a—11: Specifically, in that
context management can draw on the
full resources of the corporation to
promote the adoption of an opt-out,
while disaggregated shareholders have
no similarly effective platform from
which to advocate against an opt-out.

In addition, the path to shareholder
adoption of a procedure to include
nominees in company proxy materials is
by no means free of obstructions. While
shareholders may ordinarily have the
State law right to adopt bylaws
providing for inclusion of shareholder
nominees in company proxy materials
even in the absence of an explicit
authorizing statute like Delaware’s, the
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existence of that right in the absence of
such a statute may be challenged.
Moreover, we understand that under
Delaware law, the board of directors is
ordinarily free, subject to its fiduciary
duties, to amend or repeal any
shareholder-adopted bylaw.51 In
addition, not all state statutes confer
upon shareholders the power to adopt
and amend bylaws, and even where
shareholders have that power it is
frequently limited by requirements in
the company’s governing documents
that bylaw amendments be approved by
a supermajority shareholder vote.52

Atter careful consideration of the
options that commenters have
suggested, we have determined that the
most effective way to facilitate
shareholders’ exercise of their
traditional State law rights to nominate
and elect directors would be through
Rule 14a—11 and the related
amendments to the proxy rules that we
proposed in June 2009. We have
concluded that the ability to include
shareholder nominees in company
proxy materials pursuant to Rule 14a—
1153 must be available to shareholders
who are entitled under State law to
nominate and elect directors, regardless
of any provision of State law or a
company’s governing documents that
purports to waive or prohibit the use of
Rule 14a—11. In this regard, we note that
although the rules we are adopting do
not permit a company or its
shareholders to opt out of or alter the
application of Rule 14a—11, the
amendments do contemplate that any
additional ability to include shareholder
nominees in the company’s proxy
materials that may be established in a
company’s governing documents will be
permissible under our rules. Moreover,
our amendments to Rule 14a—8 will
facilitate the presentation of proposals
by shareholders to adopt company-

511t has been argued to us, as a basis for
excluding a shareholder proposal under Rule 14a—
8, that Delaware law does not permit a bylaw to
deprive the board of directors of the power to
amend or repeal it, where the corporation’s
certificate of incorporation confers upon the board
the power to adopt, amend and repeal bylaws. See,
e.g., CVS Caremark Corp., No-Action Letter (March
9, 2010). See also Del. Code Ann., tit. 8, § 109(b)
and Centaur Partners, IV v. National Intergroup,
Inc., 582 A.2d 923, 929 (Del. 1990).

52 See Beth Young, The Corporate Library, “The
Limits of Private Ordering: Restrictions on
Shareholders’ Ability to Initiate Governance Change
and Distortions of the Shareholder Voting Process”
(November 2009), available at http://www.sec.gov/
comments/s7-10-09/s71009-568.pdf. See, e.g., Ind.
Code § 23-1-39-1; Okla. Stat., tit. 18, § 18—-1013.

53 Throughout this release, when we refer to “a
nomination pursuant to Rule 14a—11,” a “Rule 14a—
11 nomination,” or other similar statement, we are
referring to a nomination submitted for inclusion in
a company’s proxy materials pursuant to Rule 14a—
11.
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specific procedures for including
shareholder nominees for director in
company proxy materials, and our
adoption of new Exchange Act Rule
14a—18 (which requires disclosure
concerning the nominating shareholder
or group and the nominee or nominees
that generally is consistent with that
currently required in an election
contest) will help assure that investors
are adequately informed about
shareholder nominations made through
such procedures.

In contrast, if State law >4 or a
provision of the company’s governing
documents were ever to prohibit a
shareholder from making a nomination
(as opposed to including a validly
nominated individual in the company’s
proxy materials), Rule 14a—11 would
not require the company to include in
its proxy materials information about,
and the ability to vote for, any such
nominee. The rule defers entirely to
State law as to whether shareholders
have the right to nominate directors and
what voting rights shareholders have in
the election of directors.

While we have concluded that we
should provide shareholders the means
to have nominees included in proxy
materials in certain circumstances, we
also are mindful that to accomplish this
goal the regulatory structure must arrive

at a solution that ultimately is workable.

Accordingly, we are adopting a number
of significant changes to the rules we
proposed in order to address the many
thoughtful and constructive comments
we received on the specifics of our
proposed amendments. The changes
that we are making to the amendments
are described in detail throughout this
release. There also were a number of
suggested changes that we considered
and decided not to adopt, as detailed
below.

B. Our Role in the Proxy Process

Several commenters challenged our
authority to adopt Rule 14a—11.55 We
considered those comments carefully
but continue to believe that we have the
authority to adopt Rule 14a—11 under
Section 14(a) as originally enacted.5¢ In

541n the case of a non-U.S. domiciled issuer that
does not qualify as a foreign private issuer, we will
look to the underlying law of the jurisdiction of
organization. See footnote 50 above.

55 See letters from Ameriprise; AT&T; L. Behr;
BRT; Burlington Northern; CMCC; Dewey; M. Eng;
FedEx; Grundfest; Keating Muething; OPLP; Sidley
Austin.

56 When it adopted Section 14(a) of the Exchange
Act, Congress determined that the exercise of
shareholder voting rights via the corporate proxy is
a matter of Federal concern, and the statute’s grant
of authority is not limited to regulating disclosure.
Roosevelt v. E.I. DuPont de Nemours & Co., 958
F.2d 416, 421-422 (D.C. Cir. 1992) (Congress “did

any event, Congress confirmed our
authority in this area and removed any
doubt that we have authority to adopt a
rule such as Rule 14a—11.57 As
described more fully below, Rule 14a—
11 is necessary and appropriate in the
public interest and for the protection of
investors.58 Additionally, as explained
below, the terms and conditions of Rule
14a—11 are also in the interests of
shareholders and for the protection of
investors.59 Therefore, this challenge is
now moot.

Although our statutory authority to
adopt Rule 14a—11 is no longer at issue,
the constitutionality of Rule 14a—11 also
has been challenged by commenters. We
disagree with their arguments.5° Proxy
regulations do not infringe on corporate
First Amendment rights both because
“management has no interest in
corporate property except such interest
as derives from the shareholders,” and
because such regulations “govern speech
by a corporation to itself’ and therefore
“do not limit the range of information
that the corporation may contribute to
the public debate.” 81 Even if statements
in proxy materials are viewed as more
than merely internal communications,
this communication is of a
commercial—not political—nature, and
regulation of such statements through
Rule 14a-11 is consistent with
applicable First Amendment
standards.52

C. Summary of the Final Rules

As noted above, we carefully
considered the comments and have
decided to adopt new Exchange Act

not narrowly train [S]ection 14(a) on the interest of
stockholders in receiving information necessary to
the intelligent exercise of their” State law rights;
Section 14(a) also “shelters use of the proxy
solicitation process as a means by which
stockholders * * * may communicate with each
other.”); see also, e.g., TSC Indus., Inc. v. Northway,
Inc., 426 U.S. 438, 449 n.10 (1976) (Section 14(a)

is a grant of “broad statutory authority”). The
adoption of Rule 14a—11 reflects our continuing
purpose to ensure that proxies are used as a means
to enhance the ability of shareholders to make
informed choices, especially on the critical subject
of who sits on the board of directors.

57 Dodd-Frank Act §971(a) and (b). These
provisions expressly provide that the Commission
may issue rules permitting shareholders to use an
issuer’s proxy solicitation materials for the purpose
of nominating individuals to membership on the
board of directors of the issuer.

58 Exchange Act § 14(a) and Investment Company
Act §20(a).

59 Dodd-Frank Act § 971(b).

60 See letter from BRT.

61 Pacific Gas and Electric Company v. Public
Utilities Comm’n of California, 475 U.S. 1, 14 n.10
(1986) (emphasis in original).

62Nor does Rule 14a—11 violate the Fifth
Amendment, as it does not constitute a regulatory
taking. See, e.g., Lingle v. Chevron U.S.A., 544 U.S.
528, 546—47 (2005); Penn Central Transp. Co. v.
City of New York, 438 U.S. 104 (1978).
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Rule 14a—11 with significant
modifications in response to the
comments. We believe that the new rule
will benefit shareholders and protects
investors by improving corporate
suffrage, the disclosure provided in
connection with corporate proxy
solicitations, and communication
between shareholders in the proxy
process. Consistent with the Proposal,
Rule 14a—-11 will apply only when
applicable State law or a company’s
governing documents do not prohibit
shareholders from nominating a
candidate for election as a director. In
addition, as adopted, the rule will apply
to a foreign issuer that is otherwise
subject to our proxy rules only when
applicable foreign law does not prohibit
shareholders from making such
nominations. Also consistent with the
Proposal, companies may not “opt out”
of the rule—either in favor of a different
framework for inclusion of shareholder
director nominees in company proxy
materials or no framework. In addition,
as was proposed, the rule will apply
regardless of whether any specified
event has occurred to trigger the rule
and will apply regardless of whether the
company is subject to a concurrent
proxy contest.63 Also as proposed, the
final rule will apply to companies that
are subject to the Exchange Act proxy
rules, including investment companies
and controlled companies, but will not
apply to “debt-only” companies. The
rule will apply to smaller reporting
companies, but we have decided to
delay the rule’s application to these
companies for three years. We believe
that a delayed effective date for smaller
reporting companies should allow those
companies to observe how the rule
operates for other companies and
should allow them to better prepare for
implementation of the rules. Delayed
implementation for these companies
also will allow us to evaluate the
implementation of Rule 14a—11 by
larger companies and provide us with
the additional opportunity to consider
whether adjustments to the rule would
be appropriate for smaller reporting
companies before the rule becomes
applicable to them. To use Rule 14a—11,
a nominating shareholder or group will
be required to satisfy an ownership
threshold of at least 3% of the voting
power of the company’s securities
entitled to be voted at the meeting.
Shareholders will be able to aggregate
their shares to meet the threshold. The

63 Throughout this release, the terms “proxy
contest,” “election contest,” and “contested election”
refer to any election of directors in which another
party commences a solicitation in opposition
subject to Exchange Act Rule 14a—12(c).
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required ownership threshold has been
modified from the Proposal, which
would have required that a nominating
shareholder or group hold 1%, 3%, or
5% of the company’s securities entitled
to be voted on the election of directors,
depending on accelerated filer status or,
in the case of registered investment
companies, depending on the net assets
of the company. The final rule requires
that a nominating shareholder or group
must hold both investment and voting
power, either directly or through any
person acting on their behalf, of the
securities. In calculating the ownership
percentage held, under certain
conditions, a nominating shareholder or
member of the nominating shareholder
group would be able to include
securities loaned to a third party in the
calculation of ownership. In
determining the total voting power held
by the nominating shareholder or any
member of the nominating shareholder
group, securities sold short (as well as
securities borrowed that are not
otherwise excludable) must be deducted
from the amount of securities that may
be counted towards the required
ownership threshold. In addition, a
nominating shareholder (or in the case
of a group, each member of the group)
will be required to have held the
qualifying amount of securities
continuously for at least three years as
of the date the nominating shareholder
or group submits notice of its intent to
use Rule 14a—11 (on a filed Schedule
14N), rather than for one year, as was
proposed. Consistent with the proposed
amendments, we are adopting a
requirement that the nominating
shareholder or members of the group
must continue to own the qualifying
amount of securities through the date of
the meeting at which directors are
elected and provide disclosure
concerning their intent with regard to
continued ownership of the securities
after the election of directors. In
addition, the nominating shareholder
(or where there is a nominating
shareholder group, any member of the
nominating shareholder group) may not
be holding the company’s securities
with the purpose, or with the effect, of
changing control of the company or to
gain a number of seats on the board of
directors that exceeds the maximum
number of nominees that the company
could be required to include under Rule
14a—11, and may not have a direct or
indirect agreement with the company
regarding the nomination of the
nominee or nominees prior to filing the
Schedule 14N.

The nominating shareholder or group
must provide notice to the company of

its intent to use Rule 14a—11 no earlier
than 150 days prior to the anniversary
of the mailing of the prior year’s proxy
statement and no later than 120 days
prior to this date. The final rule differs
from the Proposal, which would have
required the nominating shareholder or
group to provide notice to the company
no later than 120 days prior to the
anniversary of the mailing of the prior
year’s proxy statement or in accordance
with the company’s advance notice
provision, if applicable. As was
proposed, under the final rule the
nominating shareholder or group will be
required to file on EDGAR and transmit
to the company its notice on Schedule
14N on the same date.

The rule also includes certain
requirements applicable to the
shareholder nominee. Consistent with
the Proposal, the final rule provides that
the company will not be required to
include any nominee whose candidacy
or, if elected, board membership would
violate controlling state or Federal law,
or the applicable standards of a national
securities exchange or national
securities association, except with
regard to director independence
requirements that rely on a subjective
determination by the board, and such
violation could not be cured during the
provided time period.64 In addition, the
rule we are adopting provides that a
company will not be required to include
any nominee whose candidacy or, if
elected, board membership would
violate controlling foreign law. As we
proposed, the rule does not include any
restrictions on the relationships
between the nominee and the
nominating shareholder or group.

As was proposed, under Rule 14a—11,
a company will not be required to
include more than one shareholder
nominee, or a number of nominees that
represents up to 25% of the company’s
board of directors, whichever is greater.
Where there are multiple eligible
nominating shareholders, the
nominating shareholder or group with
the highest percentage of the company’s
voting power would have its nominees
included in the company’s proxy
materials, rather than the nominating
shareholder or group that is first to
submit a notice on Schedule 14N, as we
had proposed. We also have clarified in
the final rule that when a company has
a classified (staggered) board, the 25%
calculation would still be based on the

641n the case of an investment company, the
nominee may not be an “interested person” of the
company as defined in Section 2(a)(19) of the
Investment Company Act of 1940 (15 U.S.C. 80a—
2(a)(19)). See Section I1.B.3.b. for a more detailed
discussion of the applicability of Rule 14a—-11 to
registered investment companies.
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total number of board seats. In addition,
in response to public comment, we have
added a provision to the rule designed
to prevent the potential unintended
consequences of discouraging dialogue
and negotiation between company
management and nominating
shareholders. Under this provision,
shareholder nominees of an eligible
nominating shareholder or group with
the highest qualifying voting power
percentage that a company agrees to
include as company nominees after the
filing of the Schedule 14N would count
toward the 25%.

The notice on Schedule 14N will be
required to include:

e Disclosure concerning:

e The amount and percentage of
voting power of the company’s
securities entitled to be voted by the
nominating shareholder or group
and the length of ownership of
those securities;

e Biographical and other information
about the nominating shareholder
or group and the shareholder
nominee or nominees, similar to the
disclosure currently required in a
contested election;

e Whether or not the nominee or
nominees satisfy the company’s
director qualifications, if any (as
provided in the company’s
governing documents);

o Certifications that, after reasonable
inquiry and based on the nominating
shareholder’s or group’s knowledge,
the:

e Nominating shareholder (or where
there is a nominating shareholder
group, each member of the
nominating shareholder group) is
not holding any of the company’s
securities with the purpose, or with
the effect, of changing control of the
company or to gain a number of
seats on the board of directors that
exceeds the maximum number of
nominees that the company could
be required to include under Rule
14a-11;

e Nominating shareholder or group
otherwise satisfies the requirements
of Rule 14a—11, as applicable; and

e Nominee or nominees satisfy the
requirements of Rule 14a—11, as
applicable;

e A statement that the nominating
shareholder or group members will
continue to hold the qualifying
amount of securities through the date
of the meeting and a statement with
regard to the nominating
shareholder’s or group member’s
intended ownership of the securities
following the election of directors
(which may be contingent on the
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results of the election of directors);
and

e A statement in support of each
shareholder nominee, not to exceed
500 words per nominee (the statement
would be at the option of the
nominating shareholder or group).

These requirements for Schedule 14N
are largely consistent with the Proposal,
with some modifications made in
response to comments. Among the
modifications is the new disclosure
requirement concerning whether, to the
best of the nominating shareholder’s or
group’s knowledge, the nominee or
nominees satisfy the company’s director
qualifications, if any (as provided in the
company’s governing documents). We
also have revised the certifications to
require certification not only with
regard to control intent, but also with
regard to the other nominating
shareholder and nominee eligibility
requirements.

A company that receives a notice on
Schedule 14N from an eligible
nominating shareholder or group will be
required to include in its proxy
statement disclosure concerning the
nominating shareholder or group and
the shareholder nominee or nominees,
and include on its proxy card the names
of the shareholder nominees. The
nominating shareholder or group will be
liable for any statement in the notice on
Schedule 14N which, at the time and in
light of the circumstances under which
it is made, is false or misleading with
respect to any material fact or that omits
to state any material fact necessary to
make the statements therein not false or
misleading, including when that
information is subsequently included in
the company’s proxy statement. The
company will not be responsible for this
information. These liability provisions
are included in the final rules largely as
proposed, but with two changes in
response to comments. Final Rule 14a—
9(c) makes clear that the nominating
shareholder or group will be liable for
any statement in the Schedule 14N or
any other related communication that is
false or misleading with respect to any
material fact, or that omits to state any
material fact necessary to make the
statements therein not false or
misleading, regardless of whether that
information is ultimately included in
the company’s proxy statement. In
addition, consistent with the existing
approach in Rule 14a—-8, under Rule
14a—11 as adopted, a company will not
be responsible for any information
provided by the nominating shareholder
or group and included in the company’s
proxy statement. Under the Proposal, a
company would not have been

responsible for any information
provided by the nominating shareholder
or group except where the company
knows or has reason to know that the
information is false or misleading.

A company will not be required to
include a nominee or nominees if the
nominating shareholder or group or the
nominee fails to satisfy the eligibility
requirements of Rule 14a-11. A
company that determines it may
exclude a nominee or nominees must
provide a notice to the Commission
regarding its intent to exclude the
nominee or nominees. The company
also may submit a request for the staff’s
informal view with respect to the
company’s determination that it may
exclude the nominee or nominees
(commonly referred to as “no-action”
requests). In addition, a company could
exclude a nominating shareholder’s or
group’s statement of support if the
statement exceeds 500 words per
nominee and could seek a no-action
letter from the staff with regard to this
determination if it so desired. In the
event that a nominating shareholder or
group or nominee withdraws or is
disqualified prior to the time the
company commences printing the proxy
materials, under certain circumstances
companies will be required to include a
substitute nominee if there are other
eligible nominees. Therefore, companies
seeking a no-action letter from the staff
with respect to their decision to exclude
any Rule 14a—11 nominee or nominees
would need to seek a no-action letter on
all nominees that they believe they can
exclude at the outset.

We also have adopted two new
exemptions, slightly modified from the
Proposal, to the proxy rules for
solicitations in connection with a Rule
14a—11 nomination. The first exemption
applies to written and oral solicitations
by shareholders who are seeking to form
a nominating shareholder group.
Reliance on this new exemption will
require:

e That the shareholder not be holding
the company’s securities with the
purpose, or with the effect, of changing
control of the company or to gain a
number of seats on the board of
directors that exceeds the maximum
number of nominees that the registrant
could be required to include under Rule
14a-11;

e Limiting the content of written
communications to certain information
specified in the rule;

e Filing all written soliciting
materials sent to shareholders in
reliance on the exemption with the
Commission or, in the case of oral
communications, a filing under cover of
Schedule 14N with the appropriate box

A-10

checked before or at the same time as
the first solicitation in reliance on the
new exemption; and

e No solicitations in connection with
the subject election of directors other
than pursuant to the provisions of Rule
14a—11 and the new exemption
described below.

Shareholders that do not want to rely on
this new exemption could opt to rely on
other exemptions from the proxy rules
(e.g., Rule 14a—2(b)(2), which is limited
to solicitations of not more than 10
persons).

The second new exemption applies to
written and oral solicitations by or on
behalf of a nominating shareholder or
group whose nominee or nominees are
or will be included in the company’s
proxy materials pursuant to Rule 14a—11
in favor of shareholder nominees or for
or against company nominees. Reliance
on this new exemption will require:

e That the nominating shareholder or
group does not seek the power to act as
a proxy for another shareholder;

¢ Disclosing certain information
(including the identity of the
nominating shareholder or group, and a
prominent legend about availability of
the proxy materials) in all written
communications;

e Filing all written soliciting
materials sent to shareholders in
reliance on the exemption with the
Commission under cover of Schedule
14N with the appropriate box checked;
and

¢ No solicitations in connection with
the subject election of directors other
than pursuant to the provisions of Rule
14a—11 and this new exemption.

Consistent with the Proposal, we also
are amending our beneficial ownership
reporting rules so that shareholders
relying on Rule 14a—11 would not
become ineligible to file a Schedule
13G, in lieu of filing a Schedule 13D,
solely as a result of activities in
connection with inclusion of a nominee
under Rule 14a—11. Also consistent with
the proposed amendments, we are not
adopting an exclusion from Exchange
Act Section 16 for activities in
connection with a nomination under
Rule 14a—11 that may trigger a filing
requirement by nominating
shareholders. In addition, after
considering the comments, we are not
adopting a specific exclusion from the
definition of affiliate for nominating
shareholders.

Finally, consistent with the Proposal,
we are narrowing the scope of the
exclusion in Rule 14a—8(i)(8) relating to
the election of directors. The revised
rule will provide that companies must
include in their proxy materials, under
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certain circumstances, shareholder
proposals that seek to establish a
procedure in the company’s governing
documents for the inclusion of one or
more shareholder director nominees in
a company’s proxy materials.

As we proposed, the final rules
provide that a nominating shareholder
that is relying on a procedure under
State law or a company’s governing
documents to include a nominee in a
company’s proxy materials would be
required to provide disclosure
concerning the nominating shareholder
and nominee or nominees to the
company on Schedule 14N and file the
Schedule 14N on EDGAR. In response to
comment, we have clarified that the
disclosure also would be required for
nominations made pursuant to foreign
law.65 The disclosure requirements on
Schedule 14N for nominations made
pursuant to a procedure under state or
foreign law, or a company’s governing
documents largely mirror those for a
Rule 14a—11 nomination. As with Rule
14a—11 nominees, a company would
include in its proxy materials disclosure
concerning the nominating shareholder
or group and shareholder nominee
similar to the disclosure currently
required in a contested election. The
nominating shareholder or group would
have liability for any statement in the
notice on Schedule 14N or in
information otherwise provided to the
company and included in the
company’s proxy materials which, at the
time and in light of the circumstances
under which it is made, is false or
misleading with respect to any material
fact or that omits to state any material
fact necessary to make the statements
therein not false or misleading. The
company would not be responsible for
the information provided to the
company and required to be included in
the company proxy statement.

II. Changes to the Proxy Rules

A. Introduction

After careful consideration of the
comments received on the Proposal, we
are adopting amendments to the proxy
rules to facilitate the effective exercise
of shareholders’ traditional State law
rights to nominate and elect directors to
company boards of directors. Under the
new rules, shareholders meeting certain
requirements will have two ways to
more fully exercise their right to
nominate directors. First, we are
adopting a new proxy rule, Rule 14a-11,
which will, under certain
circumstances, require companies to
provide shareholders with information

65 See Section II.C.5. below.

about, and the ability to vote for, a
shareholder’s, or group of shareholders’,
nominees for director in the companies’
proxy materials. This requirement will
apply unless State law, foreign law,56 or
a company’s governing documents 67
prohibits shareholders from nominating
directors.®8 In addition to the standards
provided in new Rule 14a-11,
provisions under State law, foreign law,
or a company’s governing documents 69
could provide an additional avenue for
shareholders to submit nominees for
inclusion in company proxy materials,
but would not act as a substitute for
Rule 14a—11. Thus, Rule 14a—11 will
continue to be available to shareholders
regardless of whether they also can avail
themselves of a provision under State
law, foreign law, or a company’s
governing documents.

Second, we are amending Rule 14a—
8(i)(8) to preclude companies from
relying on Rule 14a—8(i)(8) to exclude
from their proxy materials shareholder
proposals by qualifying shareholders
that seek to establish a procedure under
a company’s governing documents for
the inclusion of one or more
shareholder director nominees in the
company’s proxy materials. A company
must include such a shareholder
proposal under the final rules as long as
the procedural requirements of Rule
14a—8 are met and the proposal is not
subject to exclusion under one of the
other substantive bases. In this regard, a
shareholder proposal seeking to limit or
remove the availability of Rule 14a—-11
would be subject to exclusion under
Rule 14a-8.70

As described throughout this release,
we have made many changes to the final
rules in response to comments received.
We believe the final rules reflect a
careful balancing of the policy,
workability, and other comments we
received on the Proposal.

66 See discussion in footnote 50 above.

67 Under State law, a company’s governing
documents may have various names. When we refer
to governing documents throughout the release and
rule text, we generally are referring to a company’s
charter, articles of incorporation, certificate of
incorporation, declaration of trust, and/or bylaws,
as applicable.

68 We are not aware of any law in any state or in
the District of Columbia or in any country that
currently prohibits shareholders from nominating
directors. Nonetheless, should any such law be
enacted in the future, Rule 14a—11 will not apply.

69 See discussion in Section II.C.5. below.

70 As would currently be the case if a State law
permitted a company to prohibit shareholders from
nominating candidates for director, a shareholder
proposal seeking to prohibit shareholder
nominations for director generally or, conversely, to
allow shareholder nominations for director, would
not be excludable pursuant to Rule 14a—8(i)(8).
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B. Exchange Act Rule 14a-11

1. Overview

Based on the comments received in
response to our solicitation of public
input on the Proposal and on prior
releases and in roundtables,” we
understand that shareholders face
significant obstacles to effectively
exercising their rights to nominate and
elect directors to corporate boards. We
have received significant public
comment supporting the view that
including shareholder nominees for
director in company proxy materials
would be the most direct and effective
method of facilitating shareholders’
rights in connection with the
nomination and election of directors.”2

On the other hand, many commenters
have expressed concern that mandating
shareholder access to company proxy
materials would lead to more proxy
contests or “politicized elections,” 73
which would be distracting, expensive,
time-consuming, and inefficient for
companies, boards, and management.”4

71 See the Proposing Release; the 2003 Proposal;
the Election of Directors Proposing Release; and the
Shareholder Proposals Proposing Release. See also
the Roundtable on the Federal Proxy Rules and
State Corporation Law and the Roundtable on
Proposals of Shareholders available at http://
www.sec.gov/spotlight/proxyprocess.htm.

72 See letters from CII; COPERA; CtW Investment
Group; L. Dallas; T. DiNapoli; Florida State Board
of Administration; ICGN; D. Nappier; OPERS; Pax
World; Teamsters.

73 See letters from ABA; Advance Auto Parts;
Atlas Industries, Inc. (“Atlas”); J. Blanchard; Samuel
W. Bodman (“S. Bodman”); Boeing; Brink’s; BRT;
Burlington Northern; Callaway; Cargill (“Cargill”);
Carlson; Carolina Mills; Chamber of Commerce/
CMCGC; Jaime Chico (“J. Chico”); Consolidated
Edison, Inc. (“Con Edison”); Anthony Conte (“A.
Conte”); W. Cornwell; Crown Battery Manufacturing
Co. (“Crown Battery”); CSX; Darden Restaurants;
Eaton; FedEx; FPL Group; Frontier; Hickory
Furniture Mart (“Hickory Furniture”); IBM; Keating
Muething; Little; Louisiana Agencies LLC
(“Louisiana Agencies”); Massey Services, Inc.
(“Massey Services”); John B. McGoy (“J. McCoy”); D.
McDonald; MedFaxx; Metlife; M. Metz; Norfolk
Southern Corporation (“Norfolk Southern”); O3
Strategies, Inc. (“O3 Strategies”); Office Depot;
Victor Pelson (“V. Pelson”); PepsiCo; Pfizer; Ryder;
Sidley Austin; Southland; Style Crest; Tenet
Healthcare Corporation (“Tenet”); TT; tw telecom; L.
Tyson; United Brotherhood of Carpenters; T. White.

74 See letters from ABA; Anonymous letter dated
June 26, 2009 (“Anonymous #2”); Atlas; AT&T;
Book Celler; Carlson; Carolina Mills; Chamber of
Commerce/CMCC; Chevron; Crespin; M. Eng;
Erickson; ExxonMobil; Fenwick & West LLP
(“Fenwick™); GE; General Mills; Glass, Lewis & Co.,
LLC (“Glass Lewis”); Glaspell Goals (“Glaspell”);
Intelect; R. Clark King; Koppers Inc. (“Koppers”);
MCO Transport, Inc. (“MCO”); MeadWestvaco;
MedFaxx; Medical Insurance; Merchants Terminal;
Dana Merilatt (“D. Merilatt”); NAM; NIRI; NK; O3
Strategies; Roppe Holding Company (“Roppe”);
Rosen Hotels and Resorts (“Rosen”); Safeway; Sara
Lee; Schneider National, Inc. (“Schneider”);
Southland; Style Crest; Tenet; TI; tw telecom; Rick
VanEngelenhoven (“R. VanEngelenhoven”);
Wachtell; Wells Fargo; Weyerhaeuser; Yahoo.
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Commenters also opined that the
increased likelihood of a contested
election could discourage experienced
and capable individuals from serving on
boards, making it more difficult for
companies to recruit qualified directors
or create boards with the proper mix of
experience, skills, and characteristics.”5
The current filing and other
requirements applicable to shareholders
who wish to propose an alternate slate
are, in the view of these commenters,
more appropriate than including
shareholder nominees for director in
company proxy materials.76

As we also noted in the Proposing
Release, we recognize that there are
long-held and deeply felt views on
every side of these issues. To the extent
shareholders have the right to nominate
directors at meetings of shareholders,
the Federal proxy rules should facilitate
the exercise of this right. We believe the
rules we are adopting today will better
accomplish this goal and will further
our mission of investor protection.

New Rule 14a—11 will require
companies to include information about
shareholder nominees for director in
company proxy statements, and the
names of the nominee or nominees as
choices on company proxy cards, under
specified conditions.”? The rule will
permit companies to exclude a nominee
or nominees from the company’s proxy
materials under certain circumstances,
such as when a nominating shareholder
or group fails to satisfy the eligibility
requirements of the rule. In the
following sections we describe, in
detail, the final rules, comments
received on the Proposal, and changes
made in response to the comments.

2. When Rule 14a-11 Will Apply

In this section, we address the rule’s
application, including when there are
conflicting or overlapping provisions
under state or foreign law or a
company’s governing documents,
during concurrent proxy contests, and
in the absence of any specific triggering

75 See letters from 3M; ABA; American Electric
Power; Atlantic Bingo; AT&T; Avis Budget; Biogen;
Boeing; BRT; Burlington Northern; Callaway;
Carlson; Chamber of Commerce/CMCC; CIGNA;
Columbine Health Plan (“Columbine”); Cummins;
CSX; John T. Dillon (“J. Dillon”); Emerson Electric;
Erickson; ExxonMobil; FedEx; Headwaters
Incorporated (“Headwaters”); C. Holliday; IBM;
Intelect; R. Clark King; Lange Transport (“Lange”);
Louisiana Agencies; MetLife; NIRI; O3 Strategies; V.
Pelson; PepsiCo; Pfizer; Roppe; Rosen; Ryder; Sara
Lee; Sidley Austin; tw telecom; Wachtell; Wells
Fargo; Weyerhaeuser; Yahoo.

76 See letters from Ameriprise; Anonymous #2;
Artistic Land Designs; Chamber of Commerce/
CMCC; Crown Battery; Evelyn Y. Davis (“E. Davis”);
Kernan; Medical Insurance; Mouton; Unitrin; R.
VanEngelenhoven; Wells Fargo.

77 See new Exchange Act Rule 14a-11.

events. We also address the reasons why
neither an opt-in nor opt-out provision
is necessary or appropriate.

a. Interaction With State or Foreign Law

While we are not aware of any law in
any state or in the District of Columbia
that prohibits shareholders from
nominating directors, consistent with
the Proposal, a company to which the
rule would otherwise apply will not be
subject to Rule 14a—11 if applicable
State law or the company’s governing
documents prohibit shareholders from
nominating candidates for the board of
directors. The final rule also clarifies
that, in the case of a non-U.S. domiciled
issuer that does not meet the definition
of foreign private issuer under the
Federal securities laws, the rule will not
apply if applicable foreign law prohibits
shareholders from nominating a
candidate for election as a director.”8 If
a company’s governing documents
prohibit shareholder nominations,
shareholders could seek to amend the
provision by submitting a shareholder
proposal under Rule 14a—8.79

Consistent with the Proposal, Rule
14a—11 will apply regardless of whether
state or foreign law or a company’s
governing documents prohibit inclusion
of shareholder director nominees in
company proxy materials or set share
ownership or other terms that are more
restrictive than Rule 14a—11 under
which shareholder director nominees
will be included in company proxy
materials. For example, if applicable
state or foreign law or a company’s
governing documents were to require
that shareholder nominees be included
in company proxy materials only if
submitted by a 10% shareholder of the
company, a shareholder who does not
meet the 10% threshold but does meet
the requirements of Rule 14a—11,
including the 3% ownership threshold
described below, would be able to
submit their nominee or nominees for
inclusion in the company’s proxy
materials pursuant to Rule 14a—11. If, on
the other hand, applicable state or
foreign law or a company’s governing
documents sets the ownership threshold
lower than the 3% ownership threshold
required under Rule 14a—11, then Rule
14a—11 would not be available to
holders with ownership below the Rule
14a—11 threshold. Those shareholders
meeting the lower ownership threshold
would have the ability to have their
nominees included in the company’s
proxy materials to whatever extent is
provided under applicable state or

78 See letters from S&C; Curtis, Mallet-Prevost,
Colt & Mosle LLP (“Curtis”).
79 See footnote 70 above.
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foreign law or the company’s governing
documents. In this instance, new
Exchange Act Rule 14a—18, discussed in
Section II.C.5. below, would require
specified disclosures concerning the
nominating shareholder or group and
the shareholder nominee or nominees.
There also may be situations where
applicable state or foreign law or a
company’s governing documents are
more permissive in certain respects, and
more restrictive in other respects, than
Rule 14a—-11. For example, applicable
state or foreign law or a company’s
governing documents could require
10% ownership to have a nominee or
nominees included in a company’s
proxy materials, but allow a shareholder
that owns 10% to have nominees up to
the full number of board seats included
in a company’s proxy materials or to
otherwise have a change in control
intent. While Rule 14a—-11 would
continue to be available in that case for
a shareholder that is eligible to use it,
a shareholder could choose to proceed
under the alternate procedure and
standards. In this instance, a
shareholder would be required to
clearly evidence its intent to rely either
on Rule 14a—11 or on the applicable
state or foreign law or company’s
governing documents, and then meet all
of the requirements of whichever
procedure it selects.8? A shareholder
could not “pick and choose” different
aspects of different procedures. If a
shareholder chooses to rely on a
provision under applicable state or
foreign law or a company’s governing
documents to include a nominee in a
company’s proxy materials, it would be
required to satisfy the disclosure
requirements of new Rule 14a—18.

b. Opt-In Not Required

In the Proposing Release, we
requested comment on whether Rule
14a-11 should apply only if
shareholders of a company elect to have
it apply at their company. While
commenters did not specifically address
the possibility of shareholders opting
into Rule 14a—11, many commenters
opposed the Commission’s Proposal on
the basis that it would create a “one size
fits all” Federal rule that intrudes into
matters that traditionally have been the
province of state or local law.81 Those

80 New Schedule 14N, which is described further
in Section II.B.8. below, includes check boxes
where a nominating shareholder or group must
specify whether it is seeking to include the nominee
or nominees in the company’s proxy materials
under Rule 14a—11 or pursuant to a provision in
State law, foreign law, or a company’s governing
documents.

81 See letters from 26 Corporate Secretaries; ABA;
ACE; Advance Auto Parts; AGL; Aetna; Allstate;
Alston & Bird; American Bankers Association;
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commenters asked the Commission to
permit private ordering so that
companies and shareholders could
devise, if they chose to, a process for the
inclusion of shareholder director
nominees in company proxy materials
that best suits their particular
circumstances. Commenters also
expressed fears that the Commission’s
Proposal, if adopted, would stifle future
innovations relating to inclusion of
shareholder director nominees in
company proxy materials and corporate
governance in general.82 On the other
hand, some commenters expressed
general support for uniform
applicability of proposed Rule 14a—11,
unless State law or the company’s
governing documents prohibit
shareholders from nominating
candidates to the board.8?

Though we considered commenters’
views concerning a private ordering
approach, as discussed in Section L. A.
above, we have concluded that our rules
should provide shareholders the ability
to include director nominees in
company proxy materials without the
need for shareholders to bear the
burdens of overcoming the substantial
obstacles to creating that ability on a
company-by-company basis. Rule 14a—
11 is designed to facilitate the effective
exercise of shareholder director
nomination and election rights.

American Business Conference; American Electric
Power; Anadarko; Applied Materials; Artistic Land
Designs; Association of Corporate Counsel; Avis
Budget; Atlantic Bingo; L. Behr; Best Buy; Biogen;
J. Blanchard; Boeing; T. Bonkowski; BorgWarner;
Boston Scientific; Brink’s; BRT; Burlington
Northern; R. Burt; California Bar; Callaway; S.
Campbell; Carlson; Carolina Mills; Caterpillar;
Chamber of Commerce/CMCC; Chevron; R. Chicko;
CIGNA; Comcast; Competitive Enterprise Institute;
W. Cornwell; CSX; E. Culwell; Cummins; Darden
Restaurants; Daniels Manufacturing; Davis Polk;
Delaware Bar; T. Dermody; Devon; DTE Energy;
Eaton; Edison Electric Institute; Eli Lilly; Emerson
Electric; M. Eng; Erickson; ExxonMobil; FedEx;
Financial Services Roundtable; Flutterby; FPL
Group; Frontier; GE; A. Goolsby; Grundfest; C.
Holliday; IBM; ICI; Intelect; JPMorgan Chase; Jones
Day; R. Clark King; Leggett; T. Liddell; Little;
McDonald’s; MeadWestvaco; MedFaxx; Medical
Insurance; MetLife; M. Metz; Microsoft; J. Miller; M.
Moretti; Motorola; NACD; NAM; NIRL; O'Melveny
& Myers; Office Depot; Omaha Door; P&G; PepsiCo;
Pfizer; Realogy; J. Robert; M. Robert; RPM; Ryder;
Safeway; R. Saul; Shearman & Sterling; Sherwin-
Williams; R. Simoneau; Society of Corporate
Secretaries; Southern Company; Southland; Steele
Group; Style Crest; Tesoro; Textron; Theragenics;
TL. R. Trummel; T. Trummel; V. Trummel; tw
telecom; L. Tyson; United Brotherhood of
Carpenters; UnitedHealth; U.S. Bancorp; VCG;
Wachtell; Wellness; Wells Fargo; Whirlpool; Xerox;
Yahoo; J. Young.

82 See letters from ABA; BRT; Davis Polk;
Delaware Bar; Frontier; IBM; Protective.

83 See letters from 13D Monitor (“13D Monitor”);
AFL—CIO; CalPERS; CFA Institute Centre for Market
Integrity (“CFA Institute”); CII; Florida State Board
of Administration; ICGN; LIUNA; D. Nappier; P.
Neuhauser; OPERS; Pax World; RiskMetrics; SWIB;
Teamsters; USPE.

Requiring shareholders to persuade
other shareholders to opt into a system
that better facilitates such State law
rights would frustrate the benefits that
our new rule seeks to promote.

c. No Opt-Out

In the Proposing Release, we sought
comment on whether Rule 14a—11
should be inapplicable where a
company has or adopts a provision in its
governing documents that provides for,
or prohibits, the inclusion of
shareholder director nominees in the
company’s proxy materials. We also
sought comment on whether Rule 14a—
11 should apply in various
circumstances, such as where
shareholders approve provisions in the
governing documents that are more or
less restrictive than Rule 14a—11.

Commenters were divided on whether
companies and shareholders should be
permitted to adopt alternative
requirements for shareholder director
nominations, or to completely opt out of
Rule 14a—11. Many commenters
generally supported a provision that
would permit companies and
shareholders to adopt alternative
requirements for shareholder director
nominations that could be either more
restrictive or less restrictive than those
of Rule 14a—11.84 Among these
commenters, some argued that creating
a “one-size-fits-all” rule that cannot be
altered by companies and shareholders
conflicts with the traditional enabling
approach of state corporation laws and
denies shareholder choice.8> Some
commenters advocated allowing
companies to opt out of Rule 14a-11
through a shareholder-approved bylaw
(including through a Rule 14a—8
shareholder proposal), with some
suggesting that Rule 14a—11 apply
initially only to companies that have not
opted out through a shareholder-
approved process by the time of the first

84 See letters from ABA; Advance Auto Parts;
Aetna; American Bankers Association; American
Electric Power; American Express; Applied
Materials; Association of Corporate Counsel; Best
Buy; BRT; California Bar; Carlson; J. Chico; Cleary
Gottlieb Steen & Hamilton LLP (“Cleary”); Comcast;
Con Edison; CSX; Cummins; L. Dallas; Davis Polk;
Devon; Dupont; ExxonMobil; Financial Services
Roundtable; FPL Group; IBM; JPMorgan Chase;
Keating Muething; Koppers; Alexander Krakovsky
(“A. Krakovsky”); Group of 10 Harvard Business
School and Harvard Law School Professors (“Lorsch
et al.”); Brett H. McDonnell (“B. McDonnell”);
Motorola; O’'Melveny & Myers; P&G; Pfizer; S&C;
Sara Lee; Group of Seven Law Firms (“Seven Law
Firms”); Shearman & Sterling; Securities Industry
and Financial Markets Association (“SIFMA”);
Society of Corporate Secretaries; Southern
Company; U.S. Bancorp; Wachtell.

85 See letters from ABA; BRT; Delaware Bar.
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annual meeting held after the adoption
of the proposed rules.86

On the other hand, several
commenters expressed support for the
uniform applicability of Rule 14a—11.87
These commenters expressed general
support for the Commission’s Proposal
that Rule 14a—11 apply to all companies
subject to the Federal proxy rules unless
State law or the company’s governing
documents prohibit shareholders from
nominating candidates to the board.88
Several commenters stated they oppose
a provision that would permit
companies to opt out of Rule 14a—11.89
Some commenters expressed a general
concern that if companies are allowed to
