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CFA Institute Findings

—_— Iﬂ this summary of CFA Institute

findings, we take a brief look at the
history of proxy access, discuss the
pertinent academic studies, examine
the benefits and limits of cost—benefit
analysis, analyze the use of proxy access
in non-US jurisdictions, and draw
some conclusions.

How We Got Here

Proxy access refers to the ability of
shareowners to place their nominees
for director on a company’s proxy bal-
lot. This right is available in many mar-
kets, though not in the United States.
Supporters of proxy access argue that
it increases the accountability of cor-
porate boards by allowing shareowners
to nominate a limited number of board
directors. Afraid that special-interest
groups could hijack the process, oppo-
nents of proxy access are also concerned
about its cost and are not convinced
that proxy access would improve either
company or board performance.

The US Securities and Exchange
Commission (SEC) most recently
attempted to give shareowners proxy
access in 2010, when it passed a proxy
access rule (Rule 14a-11)1 pursuant to

section 971 of the Dodd—Frank Act. A

1SEC Final Proxy Access Rule (http://www.
sec.gov/rules/final/2010/33-9136.pdf).

lawsuit challenging the rule succeeded
when the US Court of Appeals for the
District of Columbia Circuit vacated
the SEC’s proposed rule, holding that
the SEC had failed to adequately assess
the economic effects of the proposed

rule.? The SEC did not appeal the

court’s decision.

This report attempts to address the
questions raised by the DC Circuit
Court by analyzing event studies, other
data, and examples of proxy access in
non-US jurisdictions with respect to
the costs and benefits of proxy access.
Taken together, the event studies ana-
lyzed in this report examine whether
proxy access, on the particular event
date, would have been beneficial or
harmful to market performance, stock
performance, and board performance
and whether the potential use of proxy
access by special-interest groups would
have reduced shareowner wealth.

Academic Studies

In conducting this research, CFA
Institute retained the services of Indus-
trial Economics, Incorporated (IEc), to
assess the economic impacts associated
with the SEC’s proposed proxy access

rule. The remainder of this report,
2Business Roundtable and Chamber of Com-

merce v. Securities and Exchange Commission,

slip op. 10-1305 (DC Cir., 22 July 2011).

©2014 CFA INSTITUTE



Proxy Access in the United States

following this executive summary, comprises IEc’s analysis and discussion. Table 1 summa-
rizes the results of the five event studies? reviewed by IEc in the context of five shortcom-
ings of the SEC’s economic analysis of Rule 14a-11, as identified by the DC Circuit Court.

Table1. Summary of Event Studies regarding the Shareowner Wealth Effects of Proxy
Access
Does Potential Does Proxy
Does Proxy Does Potential Use of Proxy Access Reform
Event Study Access for Increased Access by Reduce
(Does Proxy Access Reform Does Proxy Proxy Contest Special-Interest Shareowner
Reform Increase Increase Access Reform Costs Reduce Groups Reduce Wealth at
Overall Market Shareowner Improve Board Shareowner Shareowner Investment
Capitalization?) Wealth? Performance? Wealth? Wealth? Companies?
Becker et al. .
(2013, peer reviewed) Yes Inconclusive No
Campbell et al.
(2012, peer reviewed) Yes Yes
Cohn et al.
(2012, as corrected) Yes Yes Yes
Jochem
(2012) Yes Yes No No
Stratmann and Verret
No

(2012, peer reviewed)

Notes: Grey shading indicates areas not contemplated by the event study and thus areas for which no empirical
findings are available. See Appendix A for summaries of the findings and underlying methodologies of each event
study. See Appendix B for calculations of underlying market-wide impacts.

'The event studies cited in Table 1 attempt to identify empirically whether proxy access ben-
efits or harms shareowners. Using econometric methods, these studies estimate firm-level
abnormal returns, defined as the deviation of the actual return from its expected value on
an array of event dates. Each study focuses on an event window relevant to the availability

3Bo Becker, Daniel Bergstresser, and Guhan Subramanian, “Does Shareholder Proxy Access Improve Firm
Value? Evidence from the Business Roundtable’s Challenge,” Journal of Law and Economics, vol. 56, no. 1
(2013):127-160; Joanna T. Campbell, T. Colin Campbell, David G. Sirmon, L. Bierman, and Christopher

S. Tuggle, “Shareholder Influence over Director Nomination via Proxy Access: Implications for Agency
Conflict and Stakeholder Value,” Strategic Management Journal, vol. 33, no. 12 (December 2012):1431-1451;
J. Cohn, S. Gillan, and J. Hartzell, “On Enhancing Shareowner Control: A (Dodd-) Frank Assessment of
Proxy Access,” working paper (University of Texas at Austin, December 2012); T. Jochem, “Does Proxy Access
Increase Shareowner Wealth? Evidence from a Natural Experiment,” working paper (University of Pittsburgh,
August 2012); T. Stratmann and J.W. Verret, “Does Shareowner Proxy Access Damage Share Value in Small
Publicly Traded Companies?” Stanford Law Review, vol. 64, no. 6 (June 2012):1431-1468.
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CFA Institute Findings

of proxy access rights that the authors contend is economically significant and generally
unexpected by the market. On the basis of their findings, the authors conclude whether
proxy access creates or destroys shareowner wealth.

Three studies offer evidence that proxy access reform enhances board performance. Of
the three studies that assess whether the use of proxy access by special-interest groups
reduces shareowner wealth, two studies provide evidence that it does not. Finally, only one
event study assesses the impact of increased proxy contest costs on shareowner wealth;
the results of this study show evidence that increased proxy contest costs do not appear
to reduce shareowner wealth.

With respect to the relative distribution of findings across studies, four studies affirm
that proxy access contributes to an increase in shareowner wealth and one study does not
affirm this hypothesis (Figure 1). Two studies are excluded from the analysis because the
estimated abnormal returns reflect event dates that are not specific to the SEC’s vacated
proxy access rule and thus likely do not reflect the market’s reaction to the specifics of
Rule 14a-11. The results of these two studies* are omitted from Figure 1 and Figure 2,
and a discussion of their methodological shortcomings in the context of this impact
assessment is provided in Appendix A.

The vertical line (y-axis) in Figure 1 describes the relationship between the occurrence of
an event and the market’s expectations about the likelihood of proxy access reform. The
horizontal line (x-axis) captures the abnormal return associated with an event. For example,
Jochem (2012) found that the market experienced negative abnormal returns following the
DC Circuit Court’s decision to rule against proxy access—that is, the decreased likelihood
of proxy access resulted in declines in stock prices, suggesting that proxy access is beneficial
to the overall market. Hence, in Figure 1, Jochem (2012) falls within the lower left quad-
rant, with a green circle to illustrate a beneficial impact. Essentially, event studies that result
in findings that suggest proxy access is beneficial will fall within the lower left and upper
right quadrants; event studies that result in findings that are adverse to proxy access will fall
within the lower right and upper left quadrants.

4A. C. Akyol, W.F. Lim, and P. Verwijmeren, “Shareholders in the Boardroom: Wealth Effects of the SEC’s
Proposal to Facilitate Director Nominations,” Journal of Financial and Quantitative Analysis, vol. 47, no. 5
(October 2012):1029-1057; D.F. Larcker, G. Ormazabal, and D.J. Taylor, “The Market Reaction to Corporate
Governance Regulation,” Journal of Financial Economics, vol. 101, no. 2 (August 2011):431-448.
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Proxy Access in the United States

Figure 1. Relative Distribution of Event Studies by Abnormal Returns

Likely

® Cohn et al. (2012)
Corrected*

® Campbell et al. (2012)

— 0, 0,
Abr:c?ronfal Stratmann et al. (2012) A AI:;t()):)nfal
G Negative Jochem (2012) ® Positive O

Becker et al. (2013)®@

Unlikely

@ Proxy Access Reform Increases Market Capitalization

A Proxy Access Reform Decreases Market Capitalization

*Average firm-level market capitalization presented by Cohn et al. (2012) appears to be overstated when bench-
marked against S&P 1500 data. We ascribed this inconsistency to a possible transcription errorin the authors' under-
lying data tables. We amended the average firm-level market capitalization to reflect the mean value for the S&P 1500
as of June 2010. See the Analysis section of this report for details on this correction.
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CFA Institute Findings

As shown in Figure 2, we extended the study results to estimate the implications for overall
US market capitalization. In so doing, we estimated that the average impact of proxy access
reform may range from $3.5 billion to $140.3 billion across those studies that evidence
a positive relationship between proxy access reform and shareowner wealth. This range
reflects the average market capitalization across a sample of firms and event dates, both
of which are specific to each event study.” When benchmarked against estimated total US
market capitalization, as represented by the S&P 1500 for the respective event dates, these
estimates reflect between 0.023% and 1.134% of total US market capitalization.®

The exception—Stratmann and Verret (2012)—identified a negative relationship between
proxy access reform and shareowner wealth. When we extend Stratmann and Verret’s
results to estimate potential US market-wide impacts, applying the same assumptions as
those discussed earlier, the impact of this negative relationship appears nominal relative to
overall US market capitalization. Specifically, the estimated negative impact of proxy access
reform on market capitalization is $0.347 billion, which, all else being equal, contributes to
a decline in US market capitalization of less than 0.003%.”

5If authors reported actual market data for firms in their sample, we relied on those data. There was a
subset of event studies for which the authors did not report actual firm-wide market data. In such cases,
we applied S&P 500 and S&P 1500 data. The selection of S&P 500 or S&P 1500 data depended on the
basket of firms represented in each study’s sample. For example, Becker et al. (2013) defined their sample
on the basis of firms in the S&P 1500, whereas Campbell et al. (2012) defined their sample on the basis of
firms in the S&P 500. To ensure methodological consistency, we applied data from each index according to
the configuration of the specific sample sets, as defined by the authors. See later sections of this report for a
more detailed discussion of methodology.

6Mon‘chly historical data on #oza/ US market capitalization are not publicly available. For purposes of deriving
market-wide comparisons, we extended monthly time-series data from the S&P 1500 to approximate overall
US market capitalization. Standard & Poor’s represents that the S&P 1500 accounts for approximately 90%
of overall US market capitalization. For each event date, we estimated total US market capitalization as the
aggregate market value of the S&P 1500 on the specific event date divided by 0.90. See http://us.spindices.
com/indices/equity/sp-composite-1500.

7The assessment of impacts on total market-wide US capitalization reflects estimates as of the specific event
dates in each study. These event dates range from June 2010 through July 2011. All else being equal, if we
scale these impacts to today’s economy on a straight-line basis, using S&P 1500 data to approximate overall
US market capitalization as of February 2014, we arrive at a range of potential positive impacts of $4.98 bil-
lion to $649.67 billion, with a potential negative impact of $610.58 million.

©2014 CFA INSTITUTE 5
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Figure 2. Estimated Relative Impact of Proxy Access Reform on US Market Capitalization

Likely
® $140.3 billion
Corrected*
® $64.9 billion
—100% - +100%
Abnormal 30.347 billion A Abnormal
i Negative $3.5 billion @ Positive FTA
$14.6 billion @

Unlikely

@ Proxy Access Reform Increases Market Capitalization

A Proxy Access Reform Decreases Market Capitalization

*Average firm-level market capitalization presented by Cohn et al. (2012) appears to be overstated when bench-
marked against S&P 1500 data. We ascribed this inconsistency to a possible transcription errorin the authors' under-
lying data tables. We amended the average firm-level market capitalization to reflect the mean value for the S&P 1500
as of June 2010. See the Analysis section of this report for details on this correction.
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The Benefits and Limits of Cost-Benefit Analysis

Some of the information we used to examine the potential impacts of proxy access arises
from the DC Circuit Court’s decision to strike down the proxy access rule. These event
studies were possible because the Court’s decision was a surprise to the markets and thus
could not have been priced into the SEC’s initial analysis.

On an ex post basis, the event study technique allows for a before-and-after comparison of
stock prices with respect to regulation. When the SEC conducted its cost-benefit analysis
of the proposed proxy access rule in 2010, it did not have the benefit of hindsight. Stock
price data to assess the market’s valuation of proxy access were unavailable until the SEC
passed its proxy access rule in August 2010 (the SEC stayed the rule in October 2010, and
the DC Circuit Court vacated it in July 2011). In 2014, with the benefit of hindsight, we
can assess the stock price return for firms affected by proxy access relative to those unaf-
tected by proxy access—precisely because a rule was passed and then vacated.

Notwithstanding the brief tenure of the rule, the stock price return for firms affected by
proxy access relative to those unaffected by proxy access inherently reflects the market’s
valuation of the net impact of proxy access, including nonmarket benefits. For example, if
investors expected the benefits of proxy access to outweigh its costs, aftected firms should
have experienced positive abnormal returns relative to unaffected firms following the
implementation of Rule 14a-11. Conversely, if investors expected the costs of proxy access
to outweigh its benefits, affected firms should have experienced negative abnormal returns
relative to unaffected firms.

Proposed rules such as the SEC’s 2010 proxy access rule have the potential to significantly
affect US financial markets. Proxy access could give shareowners a useful tool to help pro-
mote greater board accountability, a tool that could be used sparingly and still influence board
behavior. In the particular case of proxy access, the event study technique allows the value
of proxy access to be quantified, whereas other cost-benefit techniques do not allow for the
same degree of quantification concerning economic impacts. The DC Circuit Court’s deci-
sion striking down the proxy access rule challenged the SEC’s ability to promulgate rules in
the future and, ironically, provided an event that facilitates cost-benefit analysis. For this rea-
son, we decided to consider the event study technique as a means of cost-benefit analysis—a
cost—benefit analysis that appears to support the implementation of proxy access.

©2014 CFA INSTITUTE 7
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Analysis of Proxy Access Use in Other Jurisdictions

We also considered how proxy access has been implemented in non-US markets that allow
shareowners to place the names of director nominees directly on the corporate proxy. In
general, we found that proxy access is used sparingly where it is permitted. In the United
Kingdom and Australia, for example, where the style of proxy access in use is similar to
that proposed by the SEC, investors have used proxy access to nominate directors for board
service an average of fewer than 10 times a year over the past three years.

On the basis of data from the global governance proxy adviser Manifest, we found that over
the past three years, proxy access has been used only once in Canada to nominate directors
to a board (where it was used successfully). In Australia, proxy access was used 11 times in
the past three years, only once successfully. In the United Kingdom, proxy access was used
16 times over the past three years; it was successful on 8 occasions and was defeated 6 times,
and nominees’ names were withdrawn on 2 occasions. These data suggest that proxy access
is a rarely used shareowner right that is typically used only when other outlets for share-
owner concerns about a company or its board—such as engagement between shareholders
and companies—have been exhausted or have otherwise proved unfruitful.

Further, preliminary analysis of stock returns among companies that have successfully elected
shareowner nominees via proxy access suggests that proxy access has not consistently reduced
shareowner value, as its critics might suggest. For example, over the past three years, approxi-
mately two-thirds of the companies that elected directors via proxy access experienced posi-
tive returns on the day following the vote, and a comparable share also experienced improved
performance the year following proxy access relative to the preceding year.

Conclusions

0o

On the basis of our investigation of the available global data, we will discuss in this report
the following conclusions in greater detail:

B Limited examples of proxy access and director nominations globally, coupled with the
limited availability of corresponding market impact data, challenge whether a more
detailed cost-benefit analysis was possible in the context of the Court’s decision.

B The results of event studies suggest that proxy access has the potential to enhance board
performance and raise overall US market capitalization by between $3.5 billion and

$140.3 billion.

WWW.CFAINSTITUTE.ORG
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B Assessing and measuring increased board accountability and effectiveness is challeng-
ing. None of the event studies indicate that proxy access reform will hinder board
performance.

B Proxy access is used infrequently around the world, even where low thresholds for own-
ership and duration of ownership exist. Evidence in these markets suggests that proxy
access has not disrupted the election process in jurisdictions that allow it.

B Likewise, there is limited evidence to suggest that special-interest groups can use proxy
access to hijack the election process or to pursue special-interest agendas.

On the basis of these findings, we conclude that proxy access would serve as a useful tool for
shareowners in the United States and would ultimately benefit both the markets and cor-
porate boardrooms, with little cost or disruption to companies and the markets as a whole.

We therefore urge the SEC to revisit the issue of proxy access in the United States and to
consider all available data in order to conduct the most meaningful cost-benefit analysis
possible in assessing whether the proxy access rule benefits shareowners and the market.

©2014 CFA INSTITUTE 9



Recent Events Related to US Proxy
Access

When the SEC adopted the now-vacated proxy access rule, it also adopted an amendment
to Rule 14a-8 that modified the stipulations surrounding shareowner-sponsored proposals.
Prior to this amendment, companies were allowed to exclude from their proxy materials
any shareowner proposals that pertained to the procedures for nominating and/or electing
candidates to the company’s board of directors. As amended, Rule 14a-8 enables eligible
shareowners to submit, for inclusion in a company’s proxy materials, proposals that facilitate
proxy access on a company-by-company basis.” In its opinion regarding Rule 14a-11, the
DC Circuit Court of Appeals oftered no comment with respect to the SEC’s amendment to
Rule 14a-8; the SEC adopted the amendment to Rule 14a-8 in September 2011.

'The amendment to Rule 14a-8 set the stage for private ordering, giving rise to a new class
of shareowner proposals—that is, proxy access proposals.10 Beginning with the 2012 proxy
season, proxy access proposals were submitted to more than 20 companies, of which 9
reached a shareowner vote and 2 received majority support.!! During the 2013 proxy sea-
son, shareowners at 15 companies submitted proxy access proposals, of which all 15 reached
a shareowner vote and 5 received majority support.!? Figure 3 illustrates the relationship
between the outcomes of these proposals and market capitalization.

8SEC, Final Rule for Facilitating Shareowner Director Nominations (Release Nos. 33-9136, 34-62764,
1C-29384; File No. S7-10-09).

9SEC, Final Rule for Facilitating Shareowner Director Nominations. To qualify, shareowners must continu-
ously own at least $2,000 in market value, or 1% of a company’s voting power, for at least one year prior to the
proposal submission; see SEC, Division of Corporate Finance, Staff Legal Bulletin No. 14 (13 July 2001).
10See J. Murphy, “2012 Proxy Season Review: Overall Trends in Shareowner Proposals,” Harvard Law School
Forum on Corporate Governance and Financial Regulation (21 July 2012): https://blogs.law.harvard.edu/
corpgov/2012/07/21/2012-proxy-season-review-overall-trends-in-shareowner-proposals/.

11Proxy access proposals that did not reach a vote were either withdrawn by shareowners or deemed exclud-
able by the SEC. See J. Murphy, “Proxy Access Proposals: Review of 2012 Results and Outlook for 2013,”
Harvard Law School Forum on Corporate Governance and Financial Regulation (28 June 2012): https://
blogs.law.harvard.edu/corpgov/2012/07/21/2012-proxy-season-review-overall-trends-in-shareholder-
proposals/.

12For source information, see notes to Appendix C.

WWW.CFAINSTITUTE.ORG
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Figure 3. Relationship between Proxy Access Proposal Outcomes and Market Capitalization

Support for Private Ordering
Proposal for Proxy Access

100% AN
Support
® Century Link ® Hewlett-Packard
® Darden
® Chesapeake Energy
© Nabors ® Verizon
50% Market Cap
Support $ Billion
A Walt Disney
A CME Group
A Staples
A Western Union A Charles Schwab A Wells Fargo
A iRobot
A Microwave Filter
A Ferro
A Bank of America
A FedEx
0% A Netflix 4 Goldman
Support W

@ Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Received Majority Support
A Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Did Not Receive Majority Support

Y Although the Nabors Proposal Received a Majority of Votes Cast, the Proposal “Failed” Because the Company Counted Nonvotes as
Dissenting Votes

Notes: Proposals were submitted in both 2012 and 2013 at Charles Schwab, CME Group, and Nabors Industries.
Shareowner support for these proposals was similar year over year at each company. Additionally, proposals sub-
mitted at KSW, Inc., and Princeton National Bank reached a shareowner vote in 2012; however, these proposals are
not represented here because reliable data on market capitalization are unavailable. For source information, see
notes to Appendix C.

©2014 CFA INSTITUTE 1
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In general, the proxy access proposals vary according to four criteria:

W The nature of the proposal (i.e., binding or precatory). Binding proposals require amend-
ments to a company’s bylaws, whereas precatory proposals recommend that a com-
pany’s board amend its bylaws.

W The ownership requirement, which defines the percentage of outstanding shares that
an investor (or group of investors) must hold before gaining access to a company’s
proxy statements. For example, Rule 14a-11 required that shareowners (or a coalition
thereof) own 3% of a company’s outstanding shares in order to exercise proxy access.

W The duration requirement, which defines the length of time that a shareowner (or group
of shareowners) is required to meet the ownership threshold before gaining access to a
company’s proxy statements. For example, Rule 14a-11 required that shareowners (or a
coalition thereof) own shares for at least three years to exercise proxy access.

B The nomination threshold, which defines the limit (if any) on the number of shareowner-
sponsored nominations that may be included in the company’s proxy statements.

In the absence of a universal standard for proxy access (akin to Rule 14a-11), the 2012
proxy season immediately following the DC Circuit Court’s decision serves as an experi-
mental year for proxy access proposals. Through a variety of binding and nonbinding pro-
posal submissions, proponents of proxy access tested the degree to which both shareowners
and the SEC would support an array of requirements for ownership, duration, and nomina-
tion caps. Conversely, proposals submitted in 2013 reflect refinements based on responses

to 2012 proposals.

As illustrated in Figure 4 and Figure 5, the proxy access proposals that received major-
ity support were nonbinding proposals that mimicked the SEC’s Rule 14a-11 ownership
and duration requirements (i.e., at least 3% ownership for three years). On average, such
proposals received 53% support, whereas those with more-relaxed ownership requirements
received 23% support.

WWW.CFAINSTITUTE.ORG



Recent Events Related to US Proxy Access

Figure 4. Relationship between Proxy Access Proposal Outcomes and Ownership
Requirements

Support for Private Ordering
Proposal for Proxy Access

100%
Support

50%
Support

0%
Support

A

® Century Link, Hewlett-Packard
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A Charles Schwab, Princeton National Bank, Wells Fargo, Western Union

A KSW, Inc.
A iRobot
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\ 4

@ Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Received Majority Support

A Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Did Not Receive Majority Support

o Although the Nabors Proposal Received a Majority of Votes Cast, the Proposal “Failed” Because the Company
Counted Nonvotes as Dissenting Votes

Notes: Where firms specified different ownership requirements for individual investors and coalitions of investors, the
figure illustrates the requirements for individual investors. When ownership requirements are presented as a range
(e.g., 1% to 5%), the figure depicts the minimum ownership requirement dictated by the range. For source information,
see notes to Appendix C.
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Figure 5. Relationship between Proxy Access Proposal Outcomes and Duration
Requirements

Support for Private Ordering
Proposal for Proxy Access

100% AN\
Support
® Century Link, Hewlett-Packard
® Darden
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@ Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Received Majority Support
A Proxy Access Proposals Submitted Pursuant to Rule 14a-8 That Did Not Receive Majority Support

o Although the Nabors Proposal Received a Majority of Votes Cast, the Proposal “Failed” Because the
Company Counted Nonvotes as Dissenting Votes

Notes: Where firms specified different duration requirements for individual investors and coalitions of investors, the
figure illustrates the requirements for individual investors. For source information, see notes to Appendix C.
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'The set of proposals providing proxy access to individual shareowners with at least 1% but less
than 5% of shares (or 0.5% to 5%, collectively) appears to have been particularly disfavored.
On average, those proposals garnered less than 10% of shareowner votes. Those proposals
differed from the SEC’s 3% ownership threshold because they simultaneously granted proxy
access to small shareowners (1% ownership) and prohibited proxy access to large shareowners
(5% ownership). Conversely, the SEC’s 3% ownership requirement imposed a higher mini-
mum ownership threshold, at 3%, but no maximum ownership threshold. Figures 3 through
5 and Table 2 may inform the selection of market-driven proxy access terms.

Table2. Summary of Company-Specific Proxy Access Proposal Terms
Proposals

Proposals That Reached a Proposals Receiving Receiving Average
Proposal Characteristics Shareowner Vote Majority Vote Majority Vote  Support
Shareowner owns 3% of stock  Century Link (2013) Century Link (2013) 100% 64.2%
for 3 years Hewlett Packard (2013) Hewlett Packard (2013)
Nominations can be made for Verizon Wireless (2013 Verizon Wireless (2013
up to 20% of board seats erizon Wireless ( ) erizon Wireless ( )
Shareowner owns 3% of stock Darden Restaurants (2013) Darden Restaurants (2013) 100% 62.0%
for 3 years
Nomination cap not specified
Shareowner owns 3% of stock  Chesapeake Energy (2012) ~ Chesapeake Energy (2012) 60% 44.4%

for 3 years
Nominations can be made for
up to 25% of board seats

Microwave Filter (2013)
Nabors? (2012, 2013)
Walt Disney (2013)

Nabors (2012, 2013)*

Average shareowner support for proposals with the SEC’s vacated Rule 14a-11 ownership requirement of 3% for 3 years: 53%

Shareowner owns 1% of stock
for 1 year
Nominations can be made for

up to 25% of board seats

Shareowner owns 1% of stock
for 2 years, or 100 investors
own at least $2k for 1 year
Nominations can be made for
up to 12% of board seats

Shareowner owns 2% of stock
for 1 year
Nomination cap not specified

Charles Schwabb (2012,
2013)

CME Group® (2012, 2013)
Staples (2013)

Wells Fargo (2012)
Western Union (2012)

Ferro Corp. (2012)
Princeton Nat’l Bank (2012)

KSW, Inc. (2012)

NA

NA

NA

0%

0%

0%

©2014 CFA INSTITUTE
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Table2. Summary of Company-Specific Proxy Access Proposal Terms (continued)

Proposals
Proposals That Reached a Proposals Receiving Receiving Average
Proposal Characteristics Shareowner Vote Majority Vote Majority Vote  Support
Shareowner owns 1% to 5% Bank of America (2013) NA 0% 8.6%

of stock for 2 years, or 50+ FedEx (2013)

investors own at least $2k of

stock & 0.5% to 5% of stock Goldman Sachs (2013)
collectively for 1 year iRobot (2013)
Nominations can be made for  Netflix (2013)
up to 24% of board seats

Average shareowner support for proposals without the SEC’s vacated Rule 14a-11 ownership requirement of 3% for 3 years: 23%

Total number of proposals 24 7 29.2% NM

NA = not applicable; proposal(s) did not receive a majority vote. NM = not meaningful.

Notes: See Appendix C for additional details on (un)successful proxy access proposals. For source information, see
notes to Appendix C.

aAlthough the 2012 and 2013 Nabors proposals received a majority of votes cast, the company deemed the pro-
posals failures. See "Nabors Owners Back Proxy Access Resolution,” Wall Street Journal (5 June 2012); "Nabors Gets
Rebuke from Shareowners," Wall Street Journal (6 June 2013).

bCharles Schwab and CME Group (re)submitted proposals in 2012 and 2013. Both sets of proposals failed to reach
a majority vote.
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Recent Events Related to Global
Proxy AcCcess

While the majority of US shareowners are not afforded proxy access, shareowners in many
other developed economies (e.g., Australia, Canada, and the United Kingdom) enjoy the
right to nominate and elect board members at company meetings.

To evaluate the global impact of proxy access, we analyzed stock price returns among com-
panies in a subset of international markets with shareowners who elected directors via
proxy access. This evaluation included the US companies that have passed proxy access
proposals pursuant to private ordering.

Specifically, we identified the dates on which shareholders at companies in Australia,
Canada, and the United Kingdom successfully elected nominees via proxy access and the
dates on which shareholders at companies in the United States adopted proxy access via
private ordering. This evaluation was limited to 2011-2013 to coincide with the period in
which private ordering was available in the United States. We refer to the dates on which
nominees were elected or proposals approved as proxy access events. For each company,
we calculated one-day stock price returns immediately following the proxy access event,
as well as annual returns for the year preceding and following the event. For comparison
purposes, we benchmarked company-specific returns against respective industry returns.
We posited that if proxy access benefits shareholders, returns should increase following
the proxy access event.

As shown in Figure 6, approximately 63% of the companies experienced positive one-day
returns following proxy access, and around 71% outperformed their industries. Year-over-
year returns (Figure 7) show that approximately 63% of the companies experienced posi-
tive performance in the year following the proxy access event, relative to the preceding year.
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Comparison of Proxy Access Event Returns: Company vs. Industry for Companies

Figure 6.

That Elected Shareholder-Nominated Directors or Passed Proxy Access Proposals
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Recent Events Related to Global Proxy Access

Figure 6. Comparison of Proxy Access Event Returns: Company vs. Industry for Companies
That Elected Shareholder-Nominated Directors or Passed Proxy Access Proposals
(continued)

Notes: Zero returns, or no bar, indicates no change in the percentage return. We obtained data on international proxy
access events from Manifest; source information for US proxy access events is provided in Appendix C. Industries
were identified from Bloomberg company snapshots. We obtained stock price data from Google Finance, using
the following exchanges, tickers, and event dates: LON:ABL (12/5/12 and 2/1/13), LON:ARMS (2/21/13), LON:BGBL
(8/15/13), LON:BLT (10/24/13), TSE:CP (5/17/12), NYSE:CTL (5/22/13), NYSE:CHK (6/14/13), NYSE:DRI (6/8/12), LON:FCAM
(2/3/11), LON:GKP (7/25/13), NYSE:HPQ (3/20/13), LON:LHD (4/23/12), ASX:MPQ (2/15/11), LON:QRT(11/7/12), NYSE:VZ
(5/2/13), INDEXFTSE:UB8600, INDEXFTSE:NMX2730, INDEXFTSE:NMX1750, INDEXFTSE:UB8700, INDEXFTSE:UB1300,
INDEXFTSE:NMX5550, INDEXDJIX:DIT, INDEXDIX:DJUSTL, INDEXDJX:DJUSEN, INDEXDJX:DJUSCY, INDEXDIX:DJUSTC, and
INDEXASX:XMJ. Annual results for Ablon Group reflect the partial year as of 30 May 2013 because the company delisted
for the London Stock Exchange. Annual results for BHP Billiton, Bglobal Plc, Chesapeake Energy, and Gulf Keystone
Petroleum reflect the partial year as of 10 June 2014.
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Figure 7.

Comparison of Year-over-Year Proxy Access Event Returns

Company Annual Returns (%)
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56% of Companies Experience Positive
Annual Returns Following Proxy
Access Events

63% of Companies Outperform Annual
Returns the Year Following Proxy Access
Events, Relative to the Preceding Year

Canadian Pacific Railway Ltd (CAN)

Bglobal plc (UK)
Chesapeake Energy (US)
Hewlett-Packard (US)

Ablon Group Ltd Event 1 (UK)

Ablon Group Ltd Event 2 (UK)

Quarto Group Inc. (UK)

Darden Restaurants (US)

Century Link (US)

BHP Billiton plc (UK)

Verizon Wireless (US)

F&C Asset Management plc (UK)
Molopo Energy Ltd (AUS)

Asia Resources Minerals plc (UK)
Gulf Keystone Petroleum Ltd (UK)
Lochard Energy Group plc

(listed UK, incorporated AUS)

[ Year Preceding Proxy Access Event [l Year Following Proxy Access Event

Note: Zero returns, or no bar, indicates no change in the percentage return.
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Recent Events Related to Global Proxy Access

These results are anecdotal, and a direct causal interpretation of the relationship between
returns and proxy access events should not be based solely on the strength of these results.
Notably, trends in company-specific returns and news wholly unrelated to proxy access also
affect returns. However, the absence of consistently negative price movements surrounding
proxy access events suggests that proxy access has not universally reduced shareowner value,
as some critics have argued.

Further, this evaluation reveals that among countries that have proxy access, it tends to be
used sparingly to elect directors. As suggested by Becker, Bergstresser, and Subramanian
(2013), this tendency may occur because the potential use of proxy access fosters a mean-
ingful engagement between shareowners and management, thereby increasing bipartisan
representation on a company’s board of directors. To the extent that proxy access provides
governance benefits from a policy perspective, a preliminary analysis suggests that adverse
financial impacts are negligible.

©2014 CFA INSTITUTE 2



Background

We now discuss the background of proxy access in terms of policy, the SEC’s vacated proxy

access rule, and the use of event studies in economic impact analysis.

Policy Context

When developing regulations, federal agencies must analyze the impacts of the regulatory
alternatives under consideration. Several laws and executive orders require consideration of
the economic effects of proposed rules.

B Executive Order 12866 (E.O. 12866)—Regulatory Planning and Review. Federal agen-

cies are required to consider the costs and benefits of available regulatory alternatives
and to select approaches that maximize net benefits, unless a statute requires another
regulatory approach. The Circular A-4 of the Office of Management and Budget
(OMB) further elaborates on the characteristics of a “good” regulatory analysis.

Executive Order 13563 (E.O. 13563 )—Improving Regulation and Regulatory Review.
Reaffirms the framework for regulatory analyses established by E.O. 12866 and
requires federal agencies to develop plans to periodically conduct a retrospective
review of existing rules. It also promotes increased public participation in the rule-
making process by requiring searchable, online access to dockets before issuing a
notice of proposed rule making.

Executive Order 13579 (E.O. 13579)—Regulation and Independent Regulatory Agencies.
Encourages independent regulatory agencies to comply with the provisions of E.O.
13563, to the extent permitted by law, and requires each independent regulatory agency
to develop a publicly available plan, consistent with its law and reflecting resources and
regulatory priorities and processes, under which the agency will periodically review its
existing significant regulations.
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B Regulatory Flexibility Act of 1980, as amended by the Small Business Regulatory Enforce-
ment Fairness Act (SBREFA) of 1996. Federal agencies are required to prepare a regula-
tory flexibility analysis and take other steps to assist small entities—unless the agency
certifies that a rule will not have a “significant economic impact on a substantial num-
ber of small entities.”

B Unfunded Mandates Reform Act (UMRA) of 1995. Federal agencies are required to assess
the effects of their regulatory actions on state, local, and tribal governments and on the
private sector. Under section 202 of UMRA, federal agencies must prepare a written
statement, including a cost-benefit analysis, for rules that may result in the expenditure
by state, local, and tribal governments, in the aggregate, or by the private sector, of $100
million or more in any one year.

Federal laws and executive orders have very specific requirements regarding the process
for conducting regulatory analyses in support of rule-making actions. For example, under
Executive Order 12866, federal agencies are required to consider the costs and benefits
of available regulatory alternatives for significant regulatory actions. On the basis of these
analyses, agencies are charged with selecting approaches that maximize net benefits. Regu-
latory actions are deemed significant if they meet at least one of the following criteria:

B  have an annual effect on the economy of $100 million or more, or adversely affect
(in a material way) the economy, a sector of the economy, productivity, competition,
jobs, the environment, public health and safety, or state, local, or tribal governments
or other communities;

B create a serious inconsistency with actions taken or planned by other agencies; or

B materially alter the budgetary impact of entitlements, grants, user fees, or loan
programs.

1BExec. Order No. 12866, Regulatory Planning and Review (30 September 1993): http://www.archives.gov/
federal-register/executive-orders/pdf/12866.pdf.
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'The results of regulatory assessments, including cost-benefit and cost-effectiveness analy-
ses, help federal agencies anticipate and evaluate the likely consequences of proposed regu-
latory actions. In particular, regulatory impact analysis ensures that decision makers are
better able to (1) evaluate whether the anticipated benefits of a particular action justify the
attendant costs and (2) identify which regulatory alternative is likely to be most reasonable
(or cost-effective). In addition to the aforementioned laws and orders, OMB Circular A-4
requires that federal agencies, through their regulatory analyses, explain how the compli-
ance options of proposed regulatory actions are linked to expected benefits.1# Specifically, a
comprehensive regulatory assessment should include

B the baseline characterization of the industry aftected by the rule,
B costs of regulatory alternatives,
B direct and ancillary benefits of these alternatives, and

B distributional effects of the rule (i.e., identifying the impact of the rule on sensitive
subgroups or specific geographic regions, whether domestic or international).

Figure 8 depicts how this framework might apply to the SEC’s proposed proxy access rule
that was vacated by the DC Circuit Court of Appeals on 22 July 2011.

14OMB, Circular A-4, Regulatory Analysis (17 September 2003): http://www.whitehouse.gov/omb/circulars_
a004_a-4; see also Regulatory Impact Analysis: Frequently Asked Questions (FAQ): http://www.whitehouse.
gov/sites/default/files/omb/assets/ OMB/circulars/a004/a-4_FAQ.pdf.
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Figure 8. Overview of Cost-Benefit Analysis

Background

Define Baseline Conditions

— Economic Conditions, Market Environment,
Efficiency, Competition, Capital Formation

— Existing Regulatory/Compliance Situation

Characterize the Response of the Regulated
Community to the Requirements

— Private Ordering

—» Different Thresholds Relative to Size

—» Special Shareholder Meetings

Quantjfy Costs Quantify Benefits

— Misuse of Proxy Rights, Efficiency Gains,

Cost of Compliance, Arbitrage Increased Accountability, Cost of

Capital, Risk Premia

Describe and/or Quantify
Distributional Effects

= Impacts to Small Entities

—» Impact on Financial Markets, Economic Indices

©2014 CFA INSTITUTE



Proxy Access in the United States

SEC Proxy Access—Rule 14a-11

'The federal proxy rules proceed from the notion that the proxy process should function, to
the greatest extent possible, as a replacement for an in-person meeting among shareown-
ers. The proxy process is the primary means by which the shareowners of public companies
elect boards of directors. Typically, incumbent directors nominate candidates for vacant
board seats in advance of a company’s annual meeting. Information about each nominee is
included in the company’s proxy materials, which are distributed to all shareowners. Share-
owners are then able to vote for or against nominees by mailing in their proxy voting cards
or via electronic voting.15

Shareowners can also nominate candidates by initiating a proxy contest, wherein they must
separately file a proxy statement and solicit votes from shareowners. As part of its review
of the proxy process, the SEC found that shareowners had minimal prospects for electing
their nominees at the annual general meeting (AGM) via proxy contests for two reasons.
First, the majority of shareowners cast their proxy voting cards prior fo the in-person meet-
ing at which they may nominate director candidates. Second, proxy contests often require
the nominating shareowner to engage in time-consuming and prohibitively expensive pub-
lic relations campaigns to support its nominee.

Over the past decade, in an attempt to improve shareowner access to companies’ proxy
statements, the SEC has proposed a number of changes to the federal proxy rules. For
example, in October 2003, the SEC proposed a proxy access rule intended to institute cor-
porate governance reform. Following its receipt of more than 13,000 comment letters, the
SEC dropped the proposal from its regulatory agenda.l” More recently, in August 2010,
the SEC adopted Rule 14a-11, a mandatory proxy access rule that would require all public
US companies to include qualifying shareowner nominations to the board in the compa-
nies’ proxy materials. Specifically, shareowners (or groups thereof) that continuously held
at least 3% of a company’s securities for at least three years would be eligible to nominate
candidates for a maximum of 25% of the company’s board seats. Rule 14a-11 was scheduled
to become effective in November 2010 and would have applied to companies that mailed
their proxy materials on or after 13 March 2011.18

15See Business Roundtable and Chamber of Commerce v. Securities and Exchange Commission, slip op.
10-1305 (DC Cir,, 22 July 2011).

16SEC, Final Rule for Facilitating Shareowner Director Nominations (Release Nos. 33-9136, 34-62764,
1C-29384; File No. S7-10-09).

7SEC, Proposed Rule: Security Holder Director Nominations (Release Nos. 34-48626, IC-26206; File No.
S7-19-03).

18See SEC, Final Rule for Facilitating Shareowner Director Nominations.
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As shown in the timeline in Figure 9, the SEC decided to voluntarily stay mandatory proxy
access following a petition filed by the Business Roundtable (BRT) and the US Chamber
of Commerce (Chamber) for a review of Rule 14a-11 in the US Court of Appeals for the
DC Circuit. The BRT and the Chamber argued that Rule 14a-11 was arbitrary and capri-
cious and violated the Administrative Procedure Act (APA) as well as the First and Fifth
Amendments to the US Constitution. On 22 July 2011, the DC Circuit Court of Appeals
ruled in favor of the BRT and the Chamber in a unanimous decision to vacate the SEC’s
proposed proxy access rule. In the Court’s opinion, the SEC failed to adequately “assess the
economic effects” of Rule 14a-11.1% The remainder of this analysis is limited to a discussion
of proxy access events that have occurred since 2010, in the context of the July 2011 DC
Circuit Court’s decision.

Figure 9. Timeline of Events Related to Proxy Access since 2010
24 June 2010 25 August 2010 22 July 2011 2013 Proxy Season
Proposal Dropped and SEC Passes Rule 4 October 2010 DC Court of 15 Proxy Access

SEC’s 1%, 3%, 5%

14a-11 with 3%, SEC Voluntarily Appeals Vacates Proposals Submitted;

Ownership Thresholds 3-Year Threshold Stays Rule 14a-11 Rule 14a-11 15 Voted On; 4 Pass
Restored | |
Py N
o | | | :
16 June 2010 21 July 2010 29 August 2010 7 April 2011 2012 Proxy Season
Proposal Announced Dodd-Frank Chamber of Commerce Hearing at the 20+ Proxy Access
Mandating 5% Act Passes with Files Petition with DC DC Court of Proposals
Ownership SEC Mandate Circuit Court to Appeals Submitted; 9 Voted

Requirements for for Proxy Access

Vacate 14a-11 and Stay Its

On; 2 Pass

Proxy Access

Reform Effectiveness

Use

of Event Studies in Economic Impact Analysis

The SEC is an independent agency, as opposed to an executive agency.?? Arguably, as an
independent agency, the SEC is not required to conduct a formal cost-benefit analysis as

part of its rule making under E.O. 12866 and E.O. 13563.21 However, as a matter of policy

19See Business Roundtable and Chamber of Commerce v. Securities and Exchange Commission, slip op.
10-1305 (DC Cir,, 22 July 2011).

20SEC Commissioner Daniel M. Gallagher, “The SEC Speaks in 2013” (remarks, SEC, Washington, DC, 22
February 2013): https://www.sec.gov/News/Speech/Detail/Speech/1365171492342#.Uv]9iGJdVLg.

21See 58 FR 51735 (4 October 1993); 76 FR 3821 (21 January 2011).
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and pursuant to E.O. 13579 (which encourages independent regulatory agencies to fol-
low certain policies set forth in E.O. 13563), the SEC maintains that an evaluation of the
potential costs and benefits of a rule constitutes good regulatory practice.??

In addition, when engaged in rule making, statutory provisions contained in the US Code
require the SEC to consider “whether the action will promote efficiency, competition, and
capital formation,” in addition to protecting investors.>> When considered in conjunction
with the requirement under the APA that a rule making may not be “arbitrary, capricious,
an abuse of discretion, or otherwise not in accordance with the law,” the DC Circuit Court’s
July 2011 opinion imposes on the SEC a “statutory obligation to determine as best it can
the economic implications of the rule.”?4

The predominant theories of regulation generate opposing hypotheses about predicted
economic impacts. For example, public interest theory assumes that regulation arises in
response to market failure and is an attempt to improve social welfare and create share-
owner wealth.2% This theory is consistent with the view that proxy proposals are an impor-
tant mechanism by which shareowners can discipline managers, thereby reducing costs that
may arise from conflicts of interest between shareowners and management (i.e., agency
costs).20 Conversely, special interest theory (also known as capture theory) posits that regu-
lation responds to various political support groups and is aimed at producer protection
rather than consumer protection.? This theory is consistent with the view that proxy access
will be used by special-interest institutional investors (e.g., unions and pensions) to pro-
mote private agendas that destroy shareowner wealth.?8 Ultimately, the wealth effect of
proxy access is an empirical question.

22GEC, “Re: Current Guidance on Economic Analysis in SEC Rulemaking,” memorandum (16 March
2012): http://www.sec.gov/divisions/riskfin/rsfi_guidance_econ_analy_secrulemaking.pdf.

215 US.C. § 78c(f).

245 U.S.C. § 706; see Chamber of Commerce v. SEC, 412 F.3d 133, 144-145 (DC Cir., 2005).

25A. Posner, “Theories of Economic Regulation,” Bell Journal of Economics and Management Science, vol. 5, no. 2
(Autumn 1974):335-358.

261, Bebchuk, “The Case for Increasing Shareholder Power,” Harvard Law Review, vol. 118, no. 3 (January
2005):833-914.

27Posner, “Theories of Economic Regulation.”

28, Bainbridge, “Director Primacy and Shareholder Disempowerment,” Harvard Law Review, vol. 119, no. 6
(April 2006):1735-1758; M. Lipton, “Pills, Polls, and Professors Redux,” Uniwversity of Chicago Law Review,
vol. 69, no. 3 (Summer 2002):1037-1065.
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As first introduced by Schwert (1981), the event study technigue has been applied widely to
estimate the costs and benefits of regulation. Notably, a substantial portion of the literature
has been devoted to examining the effects of financial regulation.?” Event studies provide
an empirical framework to identify the economic impacts of government action on regu-
lated firms and, in our view, are a readily quantifiable tool with which the SEC can fulfill
its mandate to conduct economic analyses of proposed regulations.3?

Specifically, event studies infer changes in firm, industry, and market value following
an event on the basis of changes in the underlying security prices of affected firms. This
analysis is predicated on the efficient market hypothesis, which posits that security prices
reflect all available information.3! Thus, unanticipated events contemporaneously affect
firms’ security prices, and these price changes provide an unbiased estimate of the eco-
nomic impact of an event.

'The quality of the results generated by an event study lies in the rigor of the study’s design.
A successful event study analyzes an event (or series of events) that meets two conditions:

W The event must be unexpected by the market. Regulations are often anticipated by the
market, because they tend to be debated publicly (in the media) prior to promulgation
and implementation. Thus, the wealth effects accompanying a new regulation tend to
be priced into securities by the time the regulation is enacted. So, the event date must
be the precise date on which information about the regulation’s potential becomes
anticipated by the market.

W The event must be economically significant. The event must convey meaningful informa-
tion about the likelihood of the regulation and its effect on stock prices. Events that
have directionally unclear implications for the probability that the regulation will occur
may render the results of an event study meaningless.

297, Binder, “Measuring the Effects of Regulation with Stock Price Data,” RAND Journal of Economics, vol. 16,
no. 2 (Summer 1985):167-183; ].H. Mulherin, “Measuring the Costs and Benefits of Regulation: Conceptual
Issues in Securities Markets,” Journal of Corporate Finance, vol. 13, no. 2-3 (June 2007):421-437.

30G.W. Schwert, “Using Financial Data to Measure Effects of Regulation,” Journal of Law and Economics, vol.
24,no0.1 (April 1981):121-158.

31E. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” Journal of Finance, vol. 25,
no. 2 (May 1970):383-417.
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If an event meets these criteria, a study of the event may yield meaningful information
about corresponding economic impacts. Simply stated, an event study comprises four steps:

Step 1.

Step 2.

Step 3.

Step 4.

The relevant dates surrounding an event or set of events are identified, usually via a
news and literature search; this period is referred to as the event window.

Stock prices for firms and market-wide indices are collected, along with informa-
tion on other relevant company-specific variables, for the period preceding the
event window (the control period or baseline) and the event window.

Econometric methods (e.g., regression analysis) are used to estimate firm-level
abnormal returns on the event date. Abnormal return is the deviation of a security’s
actual return from its expected return—that is, the return that would have occurred
but for the event. Expected return is estimated by using the historical relationship
between a firm’s stock return and the market’s return (e.g., the return on the S&P
500 Index), as well as additional variables (e.g., industry return) that also influence
stock prices. By removing variations in stock returns that stem from market-wide
and industry-wide price fluctuations, the abnormal return reflects only the por-
tion of the firm’s return attributable to the event. Statistical tests are performed
to evaluate whether firms’ abnormal returns are significantly different from their
expected returns.

Additional regressions are run to determine the effects of firm-specific characteris-
tics (e.g., company size) on abnormal returns.3?

In the sections that follow, we summarize the academic studies that used this methodology
to evaluate the potential costs and benefits of proxy access. We discuss these findings in the
context of the five shortcomings identified by the DC Circuit Court of Appeals in its July
2011 opinion vacating the SEC’s Rule 14a-11. In our discussion of each study, we extend
its results to estimate the effect of proxy access on overall US market capitalization. We
focus on overall market capitalization as an approximation of shareowner wealth and the
potential impact of the SEC’s proposed proxy access reform on the broader economy. In so
doing, we apply the following formula to authors’ estimates of abnormal return:

AMarket cap rotal = Abnormal return

* * .
cample Market capmmple Firms

sample’

32See http://web.mit.edu/doncram/www/eventstudy.html.
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where

AMarket cap,,,,; is equal to the change in total market capitalization (i.e., stock price
multiplied by shares outstanding) for all firms in the authors’ sample, expressed in dol-
lars. Following events that increase the likelihood of proxy access reform, a positive
value indicates that the market expected proxy access to increase shareowner wealth.
Conversely, a negative value indicates that the market expected proxy access to decrease
shareowner wealth. Following events that decrease the likelihood of proxy access
reform, a positive value indicates that the market expected proxy access to decrease
shareowner wealth. Conversely, a negative value indicates that the market expected
proxy access to increase shareowner wealth.

Abnormalreturn ple 1S equal to the abnormal return attributable to proxy access reform,

as identified in the authors’ regression results pursuant to step 3. In cases where multi-
. . . b3 » M
ple regression specifications were performed, we selected the authors’“preferred” speci-
fication. If the authors did not identify a preferred specification, we applied the most
statistically significant or conservative abnormal return. Abnormal return is expressed
either as a percentage or in basis points. In cases where abnormal return is expressed in
basis points, we converted the change to a percentage by multiplying regression coef-

ficients by 0.0001.

Market cap,,, ple 1S equal to the average firm-level market capitalization for the firms in
the authors’ sample expressed in dollars. Whenever possible, we relied on the average
firm-level market capitalization presented in the studies’ summary statistics, as pro-
vided by the authors. When authors did not provide this information, we approximated
the average firm-level market capitalization in the sample by using data from compa-
rable market indices as of the event date.

Firms

cample 1 equal to the number of firms in the authors’ sample.

For example, Campbell, Campbell, Sirmon, Bierman, and Tuggle (2012) found that firms
experienced abnormal returns of 83 bps, or 0.83%, following the SEC’s adoption of proxy
access on 25 August 2010. Their sample consisted of 392 firms in the S&P 500. Applying
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our methodology and using the average market capitalization for firms in the S&P 500 as
of 31 August 2010, we found that this amounts to an increase of approximately $64.9 bil-

lion in total market capitalization:33

AMarket cap,,, ,= 0.0083 x $19.94 billion x 392 firms = $64.9 billion

As illustrated in this example, we estimated aggregate market impacts on the basis of the
abnormal return for a particular event date and the average firm-level market capitaliza-
tion on that event date. We used data (provided by S&P Capital 1Q) on the historical
month-end aggregate market value for the S&P 500 and S&P 1500 indices. Using these
data, we calculated the average firm-level market capitalization for the basket of firms in
each index as of each event date. In so doing, we ensured that the estimates of aggregate
market impacts reflect the characteristics of the economy that were present at the time
the event occurred.

In instances where authors reported actual market data for firms in their sample, we relied
on those data. For the subset of event studies in which the authors did not report actual
firm-wide market data, we applied S&P 500 and S&P 1500 data. The selection of S&P 500
or S&P 1500 data depended on the basket of firms represented in each study’s sample. For
example, Becker et al. (2013) defined their sample as based on a subset of firms in the S&P
1500, whereas Campbell et al. (2012) defined their sample as based on a subset of firms
in the S&P 500. To ensure methodological consistency, we applied the average firm-level
market capitalization from each index according to the configuration of the sample sets,
as defined by the authors. To illustrate the magnitude of the impact of proxy access on the
overall economy, we report aggregate market impacts both in dollars and as a share of total
market capitalization on the event date.3*

33Mean total market capitalization for the S&P 500 is based on the aggregate market value of the S&P 500
Index as of 31 August 2010 divided by 500 (source: S&P Capital IQ; these data are available for purchase at
https://www.capitaliq.com/home.aspx).

34NIonthly historical data on zoza/ US market capitalization are not publicly available. For purposes of deriv-
ing market-wide comparisons, we extended monthly time-series data from the S&P 1500 to approximate
overall US market capitalization. Specifically, Standard & Poor’s represents that the S&P 1500 accounts for
approximately 90% of overall US market capitalization. For purposes of analysis, we estimated total US mar-
ket capitalization (as of each event date) as the aggregate market value of the S&P 1500 on the specific event
date divided by 0.90. See http://us.spindices.com/indices/equity/sp-composite-1500.
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However, it is important to recognize that this method assumes that the characteristics of
the sample firms included in the various event studies are, on average, identical to those of
all the firms represented in the S&P 500 or S&P 1500. To the extent that the sample firms
have, on average, lower (higher) market capitalizations than those in the S&P 500 or S&P
1500, the impacts offered in this report may be overstated (understated).

In addition to estimating the overall impact of proxy access reform on shareowner wealth,
we also considered three nuanced impacts of Rule 14a-11 as identified by the DC Cir-
cuit Court. Specifically, we evaluated the economy-wide impacts of proxy access reform on
board performance, special-interest empowerment, and proxy contest costs.3> In so doing,
we applied a methodology similar to that described earlier (and as documented in greater
detail in Appendix B). As described at length in the sections that follow, the overall and
sector-specific impacts of proxy access reform respond to the shortcomings identified in
the DC Circuit Court’s opinion and provide a preliminary impact analysis of the SEC’s
proposed proxy access rule.

35We were unable to evaluate economy-wide effects of the impact of proxy access on investment companies
because, in our view, none of the studies under review provide a robust analysis of this relationship.
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In July 2011, the DC Circuit Court of Appeals held that the SEC failed to adequately
assess the economic impacts of Rule 14a-11. Specifically, the court identified five short-

comings with respect to the SEC’s economic analysis:3¢

1. The SEC relied on insufficient empirical data when it concluded that Rule 14a-11
would increase shareowner value.

2. 'The SEC relied on insufficient empirical data when it concluded that Rule 14a-11
would improve board performance.

3. 'The SEC failed to quantify the costs companies might incur to challenge shareowner
nominees despite available empirical data on costs of proxy contests.

4. 'The SEC failed to quantify the costs imposed on companies if special-interest share-
owner groups use Rule 14a-11 to further agendas that do not maximize shareowner
value.

5. 'The SEC failed to address (a) whether regulatory requirements of the Investment
Company Act reduce the need for, and hence the benefit to be had from, proxy access,
and (b) whether Rule 14a-11 would impose greater costs on investment companies by
disrupting their governance structures.

Although economic theory cannot predict the wealth effects of proxy access, empirical
research can be used to inform opposing hypotheses about the poential costs and benefits
of proxy access. Through examination of the empirical economic literature on proxy access,
we were able to explore the potential benefits and costs of the SEC’s Rule 14a-11 and assess
its net impact on shareowner wealth. Specifically, we reviewed independent event studies,
conducted between 2011 and 2013, that used stock price data to assess the impact of the
proposed proxy access rule on financial markets. We analyzed the findings of each study in

36See Business Roundtable and Chamber of Commerce v. Securities and Exchange Commission, slip op.

10-1305 (DC Cir,, 22 July 2011).
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the context of the DC Circuit Court’s opinion to determine whether investors can reason-
ably expect the costs of proxy access to outweigh the benefits, or vice versa. We reviewed

the following event studies:

37

Becker, Bergstresser, and Subramanian (2013, peer reviewed), “Does Shareholder Proxy
Access Improve Firm Value? Evidence from the Business Roundtable’s Challenge.”
The authors measured the market value of proxy access following the SEC’s decision
to voluntarily stay proxy access on 4 October 2010. They found that financial markets
placed a positive value on shareowner access.

Campbell, Campbell, Sirmon, Bierman, and Tuggle (2012, peer reviewed), “Share-
holder Influence over Director Nomination via Proxy Access: Implications for Agency
Conflict and Stakeholder Value.” The authors looked at the impact of the SEC’s 25
August 2010 announcement of the proxy access rule on shareowners and bondholders.
They concluded that proxy access created shareowner wealth, especially among firms
with greater agency costs. Furthermore, they found that firms’creditors placed a positive
value on proxy access.

Jochem (2012), “Does Proxy Access Increase Shareowner Wealth? Evidence from a
Natural Experiment.” The author estimated the wealth effects of proxy access follow-
ing the DC Circuit Court’s decision against the SEC’s proposed proxy access rule on
22 July 2011. He concluded that whenever proxy access was strong enough to affect
firm valuations, the market placed a positive value on proxy access reform, leading to an
increase in shareowner wealth.

Stratmann and Verret (2012, peer reviewed), “Does Shareowner Proxy Access Damage
Share Value in Small Publicly Traded Companies?” The authors looked at the wealth
effects of the SEC’s 25 August 2010 announcement of the proxy access rule on small-,
medium-, and large-cap firms. They found that the unexpected application of the proxy
access rule to small firms resulted in negative wealth eftects among firms with less than
$75 million in market capitalization.

Our review also included one event study that analyzed the SEC’s proxy access rule but
appears to overstate average firm-level market capitalization when benchmarked against
comparable S&P 1500 data. We ascribed this inconsistency to a possible transcription error
in the authors’underlying data tables. We corrected for this possible transcription error by
amending the average firm-level market capitalization to reflect the mean value for the

S&P 1500 as of June 2010.

37TEc will augment its literature review as other event studies become available.
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®  Cohn, Gillan, and Hartzell (2012), “On Enhancing Shareowner Control: A (Dodd-)
Frank Assessment of Proxy Access.” The authors measured the market value of proxy
access following changes in the proposed ownership thresholds required for a share-
owner to gain access to a firm’s proxy statement. They found that increases in perceived
shareowner control have positive wealth effects and that the effects are strongest for
poorly performing firms, for firms with shareowners likely to exercise control, and for
firms where acquiring an ownership stake is relatively inexpensive. Notably, IEc’s cor-
rection to the underlying data tables with respect to average firm-level market capital-
ization render their findings less supportive of proxy access. Nevertheless, the corrected

findings continue to evidence positive wealth effects that appear to be more in scale
with the findings of Campbell et al. (2012).

Finally, we identified the following two event studies, conducted between 2011 and 2012,
that used stock price data to assess the impact of proxy access on financial markets. We
opted not to include the results of these studies in our analysis because the estimated
abnormal returns reflect event dates that are not specific to the SEC’s vacated proxy access
rule and thus likely do not reflect the market’s reaction to the specifics of Rule 14a-11. Cor-
recting for this shortcoming would have required us to apply each study’s methodology to
event dates more relevant to Rule 14a-11 and, in effect, conduct a new event study. Doing
so was deemed beyond the scope of this preliminary impact assessment. A discussion of the
various studies’ methodological shortcomings is provided in Appendix A.

B Akyol, Lim, and Verwijmeren (2012, peer reviewed), “Shareholders in the Boardroom:
Wealth Effects of the SEC’s Proposal to Facilitate Director Nominations.” The authors
estimated the wealth effects of 17 events related to proxy access between 2006 and
2010. They found that increases in perceived shareowner control are associated with
negative abnormal returns, especially among firms whose shareowners are most likely
to use proxy access.

B Larcker, Ormazabal, and Taylor (2011, peer reviewed), “The Market Reaction to Cor-
porate Governance Regulation.” The authors estimated the wealth effects of 10 events
related to proxy access between 2007 and 2009. They found that, on average, events
associated with increased proxy access are also associated with negative wealth effects.

We did not rely on the findings of these two studies to inform our analysis of the market’s
expectations regarding the economic impacts of proxy access reform. We so elected because,
in our view, methodological shortcomings in the context of this impact assessment undermine
both studies. We discuss the studies, and their related shortcomings, in detail in Appendix A.

We have organized the sections that follow according to the five shortcomings identified
in the DC Circuit Court’s July 2011 opinion. We comment on the specific events analyzed
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in each study, methodological rigor, and, ultimately, the robustness of the results generated.
Where appropriate, we offer monetized, dollar-denominated estimates of the impact of
proxy access on overall US market capitalization. Summaries of the data relied on, the sta-
tistical and econometric analyses conducted, and the findings on the impact of proxy access
on shareowner wealth are provided in Appendix A. Calculations underlying market-wide
impacts are summarized in Appendix B.

DC Circuit Court Finding

1. The SEC relied on insufficient empirical data when it concluded that
Rule 14a-11 would increase shareowner value.

Empirical question: Did proxy access reform increase overall US market capitalization?

Each of the event studies responds to the DC Circuit Court’s finding. Specifically, by
design, the five event studies are data-driven empirical analyses, all of which are intended
to objectively assess whether proxy access creates or destroys shareowner wealth.38

Each study uses the events surrounding proxy access to evaluate the market’s reaction to
exogenous changes in the degree of shareowner control in the board nomination process.
If the marketplace perceives that shareowner access to the proxy statement increases firm
value, then positive abnormal returns should follow events that increase the likelihood of a
proxy access rule and negative abnormal returns should follow events that decrease the like-
lihood of a proxy access rule (see Figure 10 for a theoretical illustration; the dotted green
line (H)) shows how these findings appear in the context of increased shareowner wealth
and abnormal returns). If, however, the marketplace perceives that shareowner access to the
proxy statement decreases firm value, then negative abnormal returns should follow events
that increase the likelihood of a proxy access rule and positive abnormal returns should fol-
low events that decrease the likelihood of a proxy access rule (see Figure 10 for a theoretical
illustration; the dashed red line (H;) shows how these findings appear in the context of
decreased shareowner wealth and abnormal returns).

Analysis of the underlying fundamentals of each event study suggests that proxy access was
received more positively than negatively by financial markets. Specifically, Becker et al. (2013),
Campbell et al. (2012), Cohn et al. (2012, as corrected), and Jochem (2012) found that the

38Sce Becker et al. (2013, p. 128); Campbell et al. (2012, pp. 1432-1433); Cohn et al. (2012, p. 8); Jochem
(2012, pp. 10-11); Stratmann and Verret (2012, p. 1435).
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Figure10. Theoretical lllustration of Hypotheses Related to the Impact of Proxy Access on
Shareowner Wealth
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market viewed proxy access as value enhancing. As shown in Figure 11, when we extended the
results of these studies to estimate potential implications for overall market capitalization, we
estimated that the average impact of proxy access reform ranges from $3.5 billion to $140.3
billion for those studies that found a positive relationship between proxy access reform and
shareowner wealth. This range of estimates reflects the average market capitalization across
a sample of firms and event dates, both of which are specific to each event study.3* When

39%Where authors reported actual market data for firms in their sample, we relied on those data. For the subset
of event studies in which the authors did not report actual firm-wide market data, we applied S&P 500 and
S&P 1500 data. The selection of S&P 500 data or S&P 1500 data depended on the basket of firms repre-
sented in each study’s sample. For example, Becker et al. (2013) defined their sample as firms in the S&P
1500, whereas Campbell et al. (2012) defined their sample as firms in the S&P 500. To ensure methodological
consistency, we applied data from each index according to the samples, as defined by the authors. See later
sections of this report for a more detailed discussion of methodology.
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Figure 11. Empirical Impact of Proxy Access Events on Shareowner Wealth
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*Average firm-level market capitalization presented by Cohn et al. (2012) appears to be overstated when bench-
marked against S&P 1500 data. We ascribed this inconsistency to a possible transcription errorin the authors' under-
lying data tables. We amended the average firm-level market capitalization to reflect the mean value for the S&P 1500
as of June 2010. See the Analysis section for details on this correction.

benchmarked against estimated total US market capitalization, as represented by the S&P

1500 for the various event dates, these estimates reflect between 0.023% and 1.134% of total
US market capitalization.40

40For purposes of overall market-wide comparisons, we relied on data from the S&P 1500 as a reason-
able representation of the overall US market. Standard & Poor’s represents that the S&P 1500 accounts
for approximately 90% of US market capitalization. For purposes of analysis, we estimated total US market
capitalization for each event date as the aggregate market value of the S&P 1500 on the specific event date
divided by 0.9. See http://us.spindices.com/indices/equity/sp-composite-1500.
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The results for Cohn et al. (2012) apparently rely on average firm-level market capitaliza-
tion estimates that appear to be overstated when benchmarked against comparable S&P
1500 data. We ascribed this inconsistency to a possible transcription error in the authors’
underlying data tables.*1 Specifically, according to Cohn et al. (2012), the average firm-
level market capitalization for the 3,102 companies included in their analysis was $19.2
billion as of 2009.42 As we understand their discussion, these firms reflect nonfinancial
companies included in the Center for Research in Security Prices (CRSP) US database,
which contains a compendium of information on all stocks listed on the NYSE, Amex, and

NASDAQ exchanges.*3

A review of CRSP’s data indicates that the average firm-level market capitalization for
all (financial and nonfinancial) US companies included in the database was reported to
be $5.7 billion as of March 2014 (i.e., $13.5 billion less than the 2009 estimate reported
by Cohn et al. in their 2012 analysis).44 In our view, on the heels of the market correction
in late 2008, it is unlikely that the average market capitalization for nonfinancial firms in
2009 totaled more than three times the current average market capitalization for all US
firms in 2014. To correct for this possible error, we amended the average firm-level market
capitalization applied by Cohn et al. (2012) to reflect the mean value for the S&P 1500 as
of June 2010. We selected the S&P 1500 as opposed to the S&P 500 owing to the number
of firms included in the analysis by Cohn et al. (2012).% Note that the correction to the
underlying data tables with respect to average firm-level market capitalization renders their
findings less supportive of proxy access. Nevertheless, the corrected findings continue to
show directionally positive wealth effects that appear to be more in scale with the findings

of Campbell et al. (2012).

Conversely, Stratmann and Verret (2012) identified a negative relationship between
proxy access reform and shareowner wealth. When we extend this negative relationship
to estimate potential US market-wide impacts, applying the same assumptions as those
discussed earlier, the result appears to be nominal relative to overall US market capi-
talization. Specifically, the estimated negative impact of proxy access reform on market
capitalization is $0.347 billion, which, all else being equal, contributes to a decline in US

41Ec reached out to Cohn et al. to corroborate the validity of the market-cap figures presented in their paper.
To date, IEc has not received a reply.

42See Cohn et al. (2012, Table 1 on p. 38 and n=3,102 on p. 10).

43http:/ lwww.crsp.com/

#See the average company market capitalization for the CRSP database per the Quarterly Performance
Report for the CRSP US Total Market Cap Index: http://www.crsp.com/files/CRSPTM1%20Quarterly%20
Report-March2014.pdf.

45We were unable to use data from the CRSP because historical information was not publicly available.
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market capitalization of less than 0.003%.%¢ For details on the underlying calculations,

see Table B1 (Appendix B).

Campbell et al. (2012) and Stratmann and Verret (2012) evaluated the shareowner wealth
effects of the same event: the SEC’s 25 August 2010 adoption of proxy access reform. They
notably reached different conclusions about its impact. As shown in Table 3, Campbell et
al. (2012) found that proxy access reform is associated with positive abnormal returns of
0.83%, whereas Stratmann and Verret (2012) found that proxy access reform is associated
with negative abnormal returns of 0.75%. This divergence is likely due to differences in
the characteristics of the sample firms underlying each study. Specifically, Campbell et al.
(2012) evaluated abnormal returns among a subset of 392 firms in the S&P 500, an index
comprising 500 Jarge firms in the US market. As of August 2010, the average firm-level
market capitalization for the S&P 500 was $19.943 billion.#’ Stratmann and Verret (2012)
analyzed abnormal returns for a portfolio of 980 smal/l firms, which had an average firm-
level market capitalization of $47 million as of August 2010.48

Event Study Findings: Did Proxy Access Increase Shareowner Wealth?

Finding: Evidence suggests that proxy access was viewed positively by the market, with the potential to contribute an estimated $3.5
billion to $363.0 billion in market capitalization, or 0.023% to 2.934% of total US market capitalization.

Empirical Question: Does Proxy Estimated Impact

Event Study Summary Access Increase Shareowner Wealth? (shbillions)

Becker etal. The authors evaluate abnormal returns following the YES: The authors identify a statisti-  $14.6 billion

(2013) SEC’s decision to stay proxy access on 4 October 2010,  cally significant, negative relation-  loss in market
which arguably decreased the market’s expectations ship between abnormal returns and ~ capitalization
about proxy access. They identify the impact of proxy a firm’s exposure to proxy access following SEC
access by comparing abnormal returns of a portfolio of  following the SEC’s decision to decision to stay
firms that should have been affected by proxy access (i.c., stay Rule 14a-11. A 10% increase in  proxy access®
firms with institutional and activist institutional inves-  institutional ownership is associated

tors) with those of a portfolio of firms that should not ~ with an additional 11 bp loss.
have been affected by proxy access.

Campbell et The authors evaluate abnormal returns following the YES: The authors find a statisti- $64.9 billion

al. (2012)

SEC’s announcement that the proxy access rule had cally significant and positive abnor- appreciation in
passed on 25 August 2010, which increased the market’s mal stock market return of 0.83%  market capital-
expectations about proxy access. They identify the impact on 25 August 2010. ization following
by comparing abnormal returns among firms in the passaie of proxy
S&P 500 with abnormal returns on a Canadian index. access

(continued)

46The assessment of impacts on market-wide US capitalization reflects estimates as of the specific event dates
reflected in each study. These event dates range from June 2010 through July 2011. All else being equal, if we
scale these impacts to today’s economy on a straight-line basis, assuming S&P 1500 data as of February 2014,
we arrive at a range of potential positive impacts of $23.67 billion to $613.31 billion, with a potential negative
impact of $610.56 million.

4"Mean total market capitalization for the S&P 500 is based on the aggregate market value of the S&P 500
Index as of 31 August 2010 divided by 500 (source: S&P Capital IQ; these data are available for purchase at
https://www.capitaliq.com/home.aspx).

48See Stratmann and Verret (2012, p. 1462).
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Table 3. Event Study Findings: Did Proxy Access Increase Shareowner Wealth? (continued)

Event Study

Empirical Question: Does Proxy
Access Increase Shareowner Wealth?

Estimated Impact
($hbillions)

Cohnetal.  The authors evaluate abnormal returns on (a) 16 June

(2012, as 2010, when a proposal was announced mandating

corrected) that the SEC require an investor to own at least 5% of
a firm’s shares before gaining access to a firm’s proxy
(as opposed to the SEC’s proposed 5%, 3%, and 1%
thresholds for small, medium, and large firms, respec-
tively), and on (b) 24 June 2010, when the proposal was
dropped and the SEC’s proposed ownership thresholds
were restored. They identify the impact of proxy access
by comparing abnormal returns among a portfolio of
firms likely to be affected by the announcements (large
firms) with those of a portfolio of firms not likely to be

affected (small firms).

Correction: We apply the average firm-level market
capitalization for the S&P 1500 as of June 2010 (i.e.,
$7.4 billion) to the abnormal returns identified by
Cohn et al. In our view, the mean market capitaliza-
tion for the S&P 1500 is a more reasonable and con-
servative value than the value reported by the authors

($19.2 billion).

Jochem The author evaluates abnormal returns following the DC

(2012) Circuit Court’s decision to vacate the SEC’s proposed
proxy access rule on 22 July 2011. Jochem identifies the
impact of proxy access by comparing abnormal returns
among a portfolio of firms that should have been affected
by proxy access (i.c., firms with investors that meet the
SEC's eligibility requirements) with those of a portfolio
of firms that should not have been affected by proxy
access (i.e., those without investors who meet the SEC’s
eligibility requirements).

Stratmann  The authors evaluate abnormal returns following the

and Verret  SEC’s announcement that the proxy access rule had

(2012) passed on 25 August 2010, which arguably increased
the market’s expectations about proxy access. They
identify the impact by comparing abnormal returns
of firms with market caps of $75 million to $125
million against those of firms with market caps of $25
million to $75 million, which expected to be exempt
from Rule 14a-11 but were unexpectedly given only a
temporary exemption from it.

YES: The authors identify a statis-
tically significant and positive rela-
tionship between abnormal returns
and events that increased the
likelihood of proxy access reform.
Specifically, combined abnormal
returns were 1.5% higher at large
firms than at small firms.

YES: The author identifies a
statistically significant and negative
relationship between abnormal
returns and the decision to vacate
proxy access. Specifically, abnormal
returns were —1.2% lower at firms
with eligible investors than at those
without eligible investors.

NO: The authors find statistically
significant and negative wealth
effects among firms with less than
$75 million in market capitaliza-
tion. Abnormal returns were 0.8%
lower at these firms than at those
with $75 million to $125 million in
market cap.

$140.3 billion
appreciation in
market capital-
ization (corrected
amount)

$3.5 billion

loss in market
capitalization
following DC
Circuit Court
decision to vacate
proxy access®

$0.347 billion
depreciation in
market capital-
ization associated
with proxy access

aAuthors did not provide information on mean market capitalization for sample firms included in their analysis. To
evaluate market-wide impacts, we assume that the average firm has a mean market capitalization of $8.218 hillion
(based on the average firm market capitalization of the S&P 1500 as of 30 September 2010).
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Table 3. Event Study Findings: Did Proxy Access Increase Shareowner Wealth? (continued)

bauthors did not provide information on mean market capitalization for sample firms included in their analysis. To
evaluate market-wide impacts, we assume that the average firm has a mean market capitalization of $19.943 billion
(based on the average firm market capitalization of the S&P 500 as of 31 August 2010).

CAuthor did not provide information on mean market capitalization for sample firms included in his analysis. To
evaluate market-wide impacts, we assume that the average firm has a mean market capitalization of $9.364 hillion
(based on the average firm market capitalization of the S&P 1500 as of 31 July 2011).

The countervailing findings suggest that proxy access reform may result in differential
impacts across firm size. Specifically, they suggest that small firms may be disproportion-
ately burdened by proxy access reform. The SEC appears to have considered this potential
impact in the rule-making process—small issuers were exempted from Rule 14a-11 for
three years.*” Nevertheless, these results suggest that even with the three-year exemption,
Rule 14a-11 may impose an economic burden on small entities. In our view, should the
SEC decide to reintroduce proxy access in the future, the agency may wish to consider
options for offering regulatory flexibility to small entities.

2. The SEC relied on insufficient empirical data when it concluded
that Rule 14a-11 would improve board performance.

Empirical question: Did proxy access reform enhance board performance?

Four of the five event studies that we reviewed expressly considered the relationship between
proxy access and board performance (the exception is Stratmann and Verret 2012). From
the results of these analyses, evidence suggests that the market expected proxy access reform
to either enhance board performance or have no impact on board performance. In no case
do results suggest that the market expected proxy access reform to hinder board perfor-
mance. When we extended these results to estimate potential implications for overall mar-
ket capitalization, we found that improved board performance, arising from proxy access
reform, may increase overall market capitalization by as much as $22.4 billion, or 0.18% of
total US market capitalization.’? For details of this calculation, see Table B2 (Appendix B).

49See 2010 Proxy Access Rule (supra, Note 8) at 56,668 and 56,730-56,732.

S0For purposes of overall market-wide comparisons, we relied on data from the S&P 1500 as a reason-
able representation of the overall US market. Standard & Poor’s represents that the S&P 1500 accounts
for approximately 90% of US market capitalization. For purposes of analysis, we estimated total US market
capitalization for each event date as the aggregate market value of the S&P 1500 on the specific event date
divided by 0.90. See http://us.spindices.com/indices/equity/sp-composite-1500.
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'The studies posit that if proxy access improves board performance, its impact should be great-
est among companies whose scope for improvement is greatest. In other words, firms with
highly responsive management likely offer few opportunities for shareowner intervention in
the nomination process, whereas shareowners at firms with unresponsive management may
benefit from the opportunity to influence the board nomination process. See Figure 12 for a
theoretical illustration of this relationship; the dotted green line (H,;) shows how these find-
ings appear in the context of improved board performance). Figure 13 presents empirical results.

Figure12. Theoretical lllustration of Hypothesis Related to the Impact of Proxy Access on

Board Performance
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Figure 13. Empirical Impact of Proxy Access Reform on Board Performance

Event Signals Probability of
Proxy Access Reform
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© Results Do Not Evidence a Statistically Significant Relationship between Proxy Access Reform and Board Performance

Using firm-level governance characteristics and recent historical performance to approxi-
mate the degree of management responsiveness, the authors of the four studies identified
the impact of proxy access on board performance by testing

B whether abnormal returns are larger for firms with entrenched boards than for those
with nonentrenched boards, and

B whether abnormal returns are larger for firms with poor recent performance than for
those with strong recent performance.

The authors of the four studies posited that if the market expects that proxy access will increase
board performance, then positive abnormal returns should be observed among entrenched
or poorly performing firms following events that increase the likelihood of proxy access. The
authors categorized the degree of a board’s entrenchment according to the firm’s governance
provisions. Typically, entrenched boards are associated with provisions for staggered boards,
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Table 4.

poison pills, golden parachutes, limits to shareowner bylaw amendments, and supermajority
requirements for merger and charter amendments. Firm-level performance is captured by
recent historical stock returns, return on assets, and book-to-market value.

Jochem (2012) and Campbell et al. (2012) compared abnormal returns among firms with
plausibly unresponsive, entrenched management against returns for firms with responsive,
nonentrenched management. Jochem (2012) found a statistically significant and negative
relationship between abnormal returns and the degree of board entrenchment following
the DC Circuit Court’s decision to vacate the SEC’s proxy access rule. Similarly, Campbell
et al. (2012) found a statistically significant and positive relationship between abnormal
returns and the degree of board entrenchment following the SEC’s approval of a proxy
access rule on 25 August 2010. Cohn et al. (2012) identified a statistically significant and
positive relationship between proxy access reform and firm performance.

Becker et al. (2013) did not identify a statistically significant relationship between proxy
access and board performance. Their findings, as well as the findings of the other three rel-
evant event studies, are summarized in greater detail in Table 4. Additional details of the
estimation of market-wide impacts are provided in Table B2.

Event Study Findings: Did Proxy Access Reform Enhance Board Performance?

Finding: Evidence suggests that proxy access either would have enhanced board performance or had no impact on board performance,
with the potential to contribute as much as §22.4 billion in market capitalization.

Event Does Proxy Access Improve  Estimated Impact
Study Summary Board Performance? ($hillions)
Becker etal. The authors estimate the shareowner wealth effects INCONCLUSIVE: The Financial markets
(2013) of greater proxy access on board performance by authors do not find a statistically ~did not expect that

comparing abnormal returns at high-performing significant relationship between — proxy access reform

firms with abnormal returns at low-performing firms.  abnormal returns and perfor- would have a sta-

The authors posit that if proxy access is expected mance. tistically significant

to enhance board performance, abnormal returns impact on board

should be most negative among firms whose scope for performance.

improvement is greatest following the SEC's deci-

sion to stay proxy access. To test this hypothesis, they

identify the relationship between abnormal returns

and lagged stock returns relative to industry, as well as

book-to-market ratio relative to industry. Low returns

and/or high book-to-market values might indicate

that managers are not using firm assets to optimize

shareowner wealth.

(continued)
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Event Study Findings: Did Proxy Access Reform Enhance Board Performance?

(continued)

Event
Study

Summary

Does Proxy Access Improve
Board Performance?

Estimated Impact
($hbillions)

Campbell et The authors identify the shareowner wealth effects

al. (2012)

Cohn et al.
(2012, as
corrected)

of greater proxy access on board performance by
estimating the impact of three firm-level governance
characteristics on abnormal returns. They posit that if
proxy access increases board performance, then firms
with weak (strong) governance characteristics should
experience more (less) positive abnormal returns than
those with strong (weak) governance provisions fol-
lowing the SEC’s announcement of Rule 14a-11 on
25 August 2010.

The authors identify the sharcowner wealth effects of
greater proxy access on board performance by estimat-
ing the impact of firm-level performance metrics on
abnormal returns for small versus large firms. They
posit that if proxy access increases board performance,
firms with poor recent performance (which is indica-
tive of a poorly performing board) should experience
more positive abnormal returns following events

that increase the likelihood of proxy access. Further,
because the events studied did not have an impact

on ownership thresholds at small firms, subtracting
abnormal returns at small firms from those at large
firms filters out the effects of aggregate market move-
ments.

Correction: We apply the average firm-level market
capitalization for the S&P 1500 as of June 2010 (i.e.,
$7.4 billion) on the abnormal returns identified by
Cohn et al. In our view, the mean market capitaliza-
tion for the S&P 1500 is a more reasonable and con-
servative value than the value presented by the authors
(i.e., $19.2 billion).

YES: The authors find that the
market valued proxy access posi-
tively among firms with weak
governance characteristics. They
find abnormal returns are 0.2%
higher among firms with clas-
sified boards than among those
without; 0.7% lower for each
additional outsider on the board;
and 8.7% higher among firms
with CEOs with large owner-
ship stakes than among those
without. Results are statistically
significant at the 10%, 10%, and
5% levels, respectively.

YES: The authors find that the
market valued proxy access posi-
tively among low-performing
firms. Specifically, they find that
a 10% decrease in ROA is asso-
ciated with a 0.4% increase in
abnormal returns and that a 10%
decrease in sales growth is asso-
ciated with a 0.02% increase in
abnormal returns. These results
are significant at the 1% level.

©2014 CFA INSTITUTE

Financial markets
expected that
improved board
performance as

a result of proxy
access would
increase overall
market capitaliza-
tion by $6.8 billion
to $22.4 billion.?

Financial markets
expected that
improved board
performance as

a result of proxy
access would
increase overall
market capitaliza-
tion by $0.0 billion
to $1.9 billion.
(corrected amount)

(continued)
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Table 4. Event Study Findings: Did Proxy Access Reform Enhance Board Performance?
(continued)

Event Does Proxy Access Improve  Estimated Impact
Study Summary Board Performance? ($hbillions)
Jochem Jochem identifies the shareowner wealth effects YES: Jochem finds that the Financial markets
(2012) of greater proxy access on board performance by market valued proxy access posi- expected that
estimating the impact of various board characteristics  tively for plausibly entrenched ~ improved board
on abnormal returns. He posits that if proxy access firms. Specifically, he finds that ~ performance as
increases board performance, then firms with provi- ~ abnormal returns are 0.72% a result of proxy
sions that entrench management (which is indicative ~ lower for plausibly entrenched ~ access would
of a poorly performing board) should experience firms than for nonentrenched increase overall
more negative abnormal returns than firms without firms on the day the DC Circuit market capital-
provisions that entrench management, following the ~ Court decided to vacate proxy ization by $4.9
repeal of proxy access reform. Firms are characterized  access. This result is statistically ~ billion.P
as having entrenched management if the board has significant at the 5% level.

provisions for poison pills, staggered boards, golden
parachutes, etc.

8To evaluate market-wide impacts, we assumed that the average firm has a mean market capitalization of $19.9
billion (based on the average firm-level market capitalization of the S&P 500 as of 31 August 2010).

bTo evaluate market-wide impacts, we assumed that the average firm has a mean market capitalization of $9.4 bil-
lion (based on the average firm-level market capitalization of the S&P 1500 as of 31 July 2011).

3. The SEC failed to quantify the costs that companies might incur to
challenge shareowner nominees, despite available empirical data.

Empirical question: Did potential increased proxy contest costs reduce shareowner
wealth?

'The DC Circuit Court opined that the SEC failed to evaluate the costs companies would
incur to contest shareowner-nominated candidates to the board. Of the five event studies
reviewed, only Jochem (2012) offers an analysis that expressly considers the impact of proxy
contest costs on shareowner wealth. Jochem (2012) tested the hypothesis that company-
sponsored proxy contest costs would have decreased firm value by comparing abnormal
returns at small firms with abnormal returns at large firms. He posited that if the market
expected proxy contest costs to decrease firm value, then particularly positive abnormal
returns should be observed at small firms relative to large firms following the repeal of
proxy access reform. Jochem’s hypothesis is predicated on the fact that proxy contest costs
represent a higher share of overall market capitalization for small firms than for large firms.
See Figure 14 for a theoretical illustration of this relationship; the dashed red line (HO)
shows how these findings appear in the context of reduced shareowner wealth. Figure 15
presents empirical results.
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Theoretical lllustration of Hypothesis regarding the Impact of Proxy Access on
Proxy Contest Costs and Shareowner Wealth
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Figure15. Empirical Impact of Proxy Access Reform on Proxy Contest Costs and Shareowner
Wealth
w. Likely

—100%

Abnormal

Return

+100%

Abnormal
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© Results Do Not Evidence a Statistically Significant Relationship between Proxy Access Reform, Proxy Contest Costs, and Shareowner Wealth

According to the results in Jochem (2012), the difference in abnormal returns between
small firms and large firms is not statistically significant. We thus conclude that the market
did not expect proxy contest costs to decrease shareowner wealth. Additional information
on the results of Jochem is provided in Table B3 (Appendix B). We caution against relying
on the results of one study as conclusive evidence. Should the SEC decide to reintroduce
proxy access, we suggest that the results of this study be augmented with additional research
into the relationship between proxy contest costs and firm value.
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4. The SEC failed to quantify the costs imposed on companies when
special-interest shareowner groups use Rule 14a-11 to further
agendas that do not maximize shareowner value.

Empirical question: Did the potential use of proxy access by special-interest groups
reduce shareowner wealth?

Three of the five studies that we reviewed specifically evaluated the potential costs imposed
on companies when special-interest shareowner groups use proxy access reform to promote
agendas at the expense of other shareowners—the exceptions are Campbell et al. (2012)
and Stratmann and Verret (2012), who did not consider these issues in their studies. On the
basis of the results of the three studies, we conclude that the evidence is mixed.

B Becker et al. (2013) found that the market anticipated that proxy access reform would
increase value at firms with special-interest investors.

B Cohn et al. (2012) found that the market anticipated that proxy access reform would
destroy value at firms with special-interest investors.

B Jochem (2012) found that the market anticipated that proxy access reform would have
no impact on shareowner wealth at firms with special-interest investors.

The studies posit that if the market expected that special-interest shareowner groups would
use proxy access to further agendas that destroy shareowner wealth, negative abnormal
returns should be observed by firms with special-interest shareowners in response to events
that increase the likelihood of proxy access reform. Conversely, positive abnormal returns
should arise in response to events that decrease the likelihood of proxy access reform. The
definition of special-interest shareowner varies from study to study, ranging from institu-
tional investors to activist investors to labor-friendly unions and pensions. See Figure 16
for a theoretical illustration of this relationship; the dashed red line (H)) shows how these
findings appear in the context of reduced shareowner wealth.

Evidence suggests that the wealth effects of greater control in the nomination process are
unclear among firms with special-interest investors. When we extended these results to
estimate potential implications for overall market capitalization, we found that the market
expected the potential use of proxy access by special-interest investors to increase overall
market capitalization by as much as $21.7 billion (Becker et al. 2013) or reduce overall
market capitalization by as much as $9.5 billion (Cohn et al. 2012). Figure 17 presents
empirical results for the studies that directly addressed this concern. Table 5 summarizes
the findings across studies in greater detail. Additional details of the estimation of market-
wide impacts are provided in Table B4 (Appendix B).
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Figure16. Theoretical lllustration of Hypothesis regarding Impact of Proxy Access on

Special-Interest Shareowners
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Empirical Impact of Proxy Access Reform on Special-Interest Shareowners and

Abnormal Returns
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*Average firm-level market capitalization presented by Cohn et al. (2012) appears overstated when benchmarked
against S&P 1500 data. We ascribed this inconsistency to a possible transcription error in the authors' underlying data
tables. We amended the average firm-level market capitalization to reflect the mean value for the S&P 1500 as of June
2010. See the Analysis section for details of this correction.
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Table 5. Event Study Findings: Did the Potential Use of Proxy Access by Special-Interest

Groups Reduce Shareowner Wealth?

Finding: Evidence is inconclusive. Additional research and analysis is warranted should the SEC decide to reintroduce proxy access.

Study

Summary Comments

Does Proxy Access Reform Empower

Special-Interest Groups to Promote

Narrow Interests, Thereby Reducing
Shareowner Wealth?

Estimated Impact
($hbillions)

Becker et al.

The authors conduct a cross-sectional

NO: The authors find that the market

Financial markets

(2013) analysis of the relationship between firm-  valued proxy access positively among firms perceived that
level abnormal returns and the presence with special-interest investors. Specifically, potential use of proxy
of special-interest shareowners. They posit  they find that a 10% increase in the share  access by special-
that if the potential use of proxy access by  of activist institutional investors is associ-  interest investors
special-interest shareowners reduces share- ated with a 0.5% loss in abnormal returns; would increase
owner wealth, abnormal returns should a 10% increase in the share of activist shareowner wealth by
increase in the number of special-interest  institutional investors who have held posi- $12.0 billion to $21.7
shareowners following the voluntary stay ~ tions for 3 years is associated with a 0.5%  billion.?
of proxy access by the SEC. The authors loss in abnormal returns; and that an addi-
capture the number of special-interest tional activist institutional investor with
investors by using three firm-level inde- 3% ownership is associated with a 0.3%
pendent variables. loss in abnormal returns. These results are
significant at the 1% level.
Cohn et The authors conduct a cross-sectional YES: The authors identify a negative Financial markets
al. (2012; analysis of the relationship between firm-  relationship between abnormal returns perceived that
as cor- level abnormal returns and the presence of  and the presence of special-interest (labor- potential use of proxy
rected, 3%  special-interest (labor-friendly) shareown- friendly) shareowners. Specifically, they access by special-
ownership  ers. They posit that if the potential use of ~ find that an additional investor who votes  interest investors
threshold ~ proxy access by special-interest shareown-  according to AFL-CIO guidelines is asso- would decrease
not applied) ers reduces shareowner wealth, abnormal ~ ciated with a 0.2% decrease in abnormal ~ sharcowner wealth
returns should decrease in the number returns, and an additional activist public by $16.5 billion to
of special-interest shareowners following ~ pension fund investor is associated with a ~ $174.6 billion. (cor-
events that increase the likelihood of proxy 0.16% decrease in abnormal returns. Addi- rected amount)
access. The authors capture the number tionally, abnormal returns are 1.3% lower
of special-interest investors by using four  at firms where the AFL-CIO general or
firm-level independent variables. staff fund voted at the annual meeting and
Correction: We apply the average firm-level 0.8% lower at firms that }%a\./e. been subject
market capitalization for the S&P 1500 to a shareowner proposal initiated by a
as of June 2010 (i.e., $7.4 billion) on the union or pension fund. These results are
abnormal returns identified by Cohn et al. significant at the 196 level.
In our view, the mean market capitalization
for the S&P 1500 is a more reasonable and
conservative value than the value presented
by the authors (i.e., $19.2 billion).
(continued)
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Table 5. Event Study Findings: Did the Potential Use of Proxy Access by Special-Interest
Groups Reduce Shareowner Wealth? (continued)
Does Proxy Access Reform Empower
Special-Interest Groups to Promote
Narrow Interests, Thereby Reducing Estimated Impact
Study Summary Comments Shareowner Wealth? ($hillions)
Cohnetal.  Sensitivity: In a sensitivity analysis, we The authors identify a negative relation-  Financial markets
(Continued) impose the average number of firm-level ship between abnormal returns and perceived that
activist institutional investors owning at the presence of special-interest (labor- potential use of proxy
least 3% of shares outstanding per Becker  friendly) shareowners. Specifically, they access by special-
et al. (2013) on the impact of the number  find that an additional activist public interest investors
of activist public pension fund investors pension fund investor is associated witha ~ would decrease
identified by Cohn et al. (2012). 0.16% decrease in abnormal returns. shareowner wealth
Correction: We apply the average firm- by $9.5 billion. (cor-
level market capitalization for the S&P rected arznount; 3%
1500 as of June 2010 (i.e., $7.4 billion) own.ers}up threshold
on the abnormal returns identified by applied)
Cohn et al. In our view, the mean market
capitalization for the S&P 1500 is a more
reasonable and conservative value than the
value presented by the authors (i.e., $19.2
billion).
Jochem The author conducts a cross-sectional NO: The author finds no evidence that Financial markets
(2012) analysis of the relationship between firm-  the market expected firms to lose value did not expect

level abnormal returns and the presence
of special-interest shareowners. He posits
that if the potential use of proxy access by
special-interest shareowners reduces shar-
eowner wealth, abnormal returns should
increase in the number of special-interest
shareowners following the repeal of proxy
access reform by the SEC. The author
captures the number of special-interest
investors by using two firm-level indepen-
dent variables.

because of a potential abuse of proxy
access by special-interest investors. Spe-
cifically, he finds that firms with eligible
union or pension fund investors lost value
but that firms with coalitions of eligible
union or pension fund investors gained
value following the repeal of proxy access.
Neither result is statistically significant.

that potential use

of proxy access by
special-interest inves-
tors would have a
statistically significant
impact on shareowner
wealth.

8The authors did not provide information on mean market capitalization for sample firms included in their analysis.
To evaluate market-wide impacts, we assumed that the average firm has a mean market capitalization of $8.218
billion (based on the average firm market capitalization of the S&P 1500 as of 30 September 2010).

As summarized in Table 5, Cohn et al. (2012) suggested that special-interest investors
may reduce the benefits to be had from proxy access reform. In our view, the aggregate
impacts implied by their analysis are likely overstated. Specifically, Cohn et al. identified the
impact of special-interest investors on shareowner wealth by regressing firm-level abnormal
returns on the number of potentially activist public pension funds holding shares of a firm.
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'This specification implicitly assumes that a// potentially activist public pension funds would
have access to the company proxy when, in reality, only those #hat meet the SEC’s ownership
and duration thresholds would have access to the company proxy.

According to the broad definition of special-interest investor in Cohn et al. (2012), the
average firm has 5.9 potentially activist public pension fund investors. In reality, the average
firm likely has far fewer than 5.9 special-interest investors that meet the SEC’s ownership
and duration thresholds. For example, when Becker et al. (2013) imposed the SEC’s 3%
ownership threshold on their definition of potentially activist investors, they found that
firms typically have 1 or O e/igible potential activist investors.

To correct for the methodological oversight in Cohn et al. (2012), we imposed the aver-
age number of eligible firm-level activist institutional investors estimated by Becker et al.
(2013) on the regression results of Cohn et al. (2012). In our view, this result likely reflects
more accurately the potential impact of special-interest investors because it is based on a
better measure of the number of activists that could actually make use of proxy access. But
even this result may overstate market-wide impacts to the extent that the SEC’s three-year
threshold further reduces the number of e/igible firm-level activists.

For an additional sensitivity test, we considered the extent to which the specific public
pension funds analyzed by Cohn et al. (2012) meet the SEC’s 3% ownership requirement.
For purposes of preliminary analysis, we reviewed the portfolio holdings of the California
Public Employees Retirement System (CalPERS), a large and highly active public pension
fund identified by Cohn et al. (2012) as a potential activist.’! On the basis of informa-
tion contained in the CalPERS 13-F filing with the SEC, we identified the market value
of its holdings in publicly traded companies.”? Next, we compiled data on total market

51The complete list of potentially activist public pension funds identified includes the California Public
Employees Retirement System, California State Teachers Retirement, Colorado Public Employees Retire-
ment Association, Florida State Board of Administration, Illinois State Universities Retirement System,
Kentucky Teachers Retirement System, Maryland State Retirement and Pension System, Michigan State
Treasury, Montana Board of Investment, New Mexico Educational Retirement Board, New York State Com-
mon Retirement Fund, New York State Teachers Retirement System, Ohio Public Employees Retirement
System, Ohio School Employees Retirement System, Ohio State Teachers Retirement System, Texas Teach-
ers Retirement System, Virginia Retirement System, and State of Wisconsin Investment Board.

520ur analysis is based on CalPERS’ 13-F filing for the period ended 31 December 2013 (this information
is available from the SEC at http://www.sec.gov/Archives/edgar/data/919079/000114036114006548/
0001140361-14-006548.txt). The market value of CalPERS’ investments in its portfolio companies is

equal to the number of shares held multiplied by the price per share.
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capitalization for each of the publicly traded companies in CalPERS’ portfolio.>3 Using this
information, we calculated the share of CalPERS’ ownership in each of its publicly traded
portfolio companies.

On average, we found that CalPERS’ ownership amounts to 0.32% of its portfolio compa-
nies’ total market capitalization. Further, on a proportional basis, CalPERS’ holdings range
from 0.00% to 2.56% of the underlying portfolio companies’ total market capitalization; in
no case did CalPERS’ ownership exceed the SEC’s 3% ownership threshold. This finding
suggests that CalPERS likely would not have been able to make use of proxy access under
the SEC'’s eligibility requirements, and thus adverse impacts on shareowner wealth arising
from special-interest involvement may be overstated. For additional information underly-
ing this analysis, see Appendix E.>*

We limited our review in this section to the holdings of only one of the largest potentially
activist public pensions identified by Cohn et al. (2012). In our view, should the SEC decide
to reintroduce proxy access, additional analysis of the impact of proxy access reform with
respect to special-interest investors and shareowner wealth is warranted.

S3Tnformation on total market capitalization for publicly traded companies reflects year-end

2013; retrieved from YahooFinance using the MS Excel Stock Market Add-In and the function
RCHGetElementNumber(“company_ticker” 941). For additional information, see https://groups.yahoo.com/
neo/groups/smf_addin/info.

54Note that this analysis reflects the firms in CalPERS’ portfolio for which data on market capitalization
were available. To the extent that this information was unavailable for a particular firm, we were unable to
determine whether CalPERS met the SEC’s 3% ownership threshold for that firm. Given this contraint, our
analysis reflects 949 companies in CalPERS’ portfolio for which data on market capitalization were available.
Collectively, the firms included in our analysis reflect approximately 30% of the value of CalPERS’ entire
portfolio.
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5. The SEC failed to address (a) whether regulatory requirements

of the Investment Company Act reduce the need for, and hence
the benefit to be had from, proxy access and (b) whether Rule
14a-11 would impose greater costs on investment companies by
disrupting the structure of their governance.

None of the event studies reviewed expressly considered the impact of proxy access on
investment companies (e.g., mutual funds that pool investors’ assets to purchase financial
instruments). As we understand it, the DC Circuit Court raised concerns that Rule 14a-11
would

B confer fewer benefits on investment companies, because such companies are subject to
different regulatory requirements (not applicable to publicly traded stock companies)
under the Investment Company Act of 1940; and

B impose additional costs on investment companies by disrupting the unitary/cluster
structure of their boards. Typically, one investment manager oversees a family of mutual
funds (i.e., a cluster). The boards are organized as either a unitary board, wherein one
group of directors sits on the board of every fund in the complex, or a cluster board,
wherein groups of directors sit on the boards of groups of funds in the complex. The
introduction of shareowner-nominated directors—who sit on the board of a single
tund, thereby requiring multiple and separate board meetings—could make governance
less efficient.

In theory, if proxy access imposes greater costs on financial firms than on other types of
companies, more negative abnormal returns should be observed for these companies in
response to events that increase the likelihood of proxy access. This theoretical relationship

is illustrated in Figure 18.

Notably, the portfolios of firms analyzed in Becker et al. (2013), Campbell et al. (2012), and
Jochem (2012) included investment companies. If the costs associated with proxy access
at investment companies were sufficiently negative, we would expect to see negative (posi-
tive) abnormal returns associated with events that increase (decrease) the likelihood of
proxy access. On the contrary, these studies found that positive (negative) abnormal returns
are associated with events that increase (decrease) the probability of proxy access reform.
Although these results suggest that proxy access would not impose greater costs on invest-
ment firms than on non-investment firms, we suggest that additional research and analysis
be conducted on this topic should the SEC decide to reintroduce proxy access reform.
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Considerations and Next Steps

This report has offered a preliminary impact assessment of the SEC’s proposed proxy access
rule that was vacated by the DC Circuit Court of Appeals on 22 July 2011. Specifically,
we have reviewed and analyzed the results of event studies concerning the wealth effects of
proxy access to determine whether, on average, the beneficial impacts of greater shareowner
control outweigh the adverse impacts.

We framed our analysis according to the analytic shortcomings identified in the DC Cir-
cuit Court’s opinion.

By and large, the results of these studies show that proxy access was received more posi-
tively than negatively by financial markets. When we extended study results to estimate
potential implications for overall market capitalization, we estimated that proxy access
had the potential to benefit overall market capitalization by as much as $140.3 billion,
or 1.134% of the current US market capitalization.

The evidence suggests that the market expected proxy access reform to either enhance
board performance or have no impact on board performance. None of the event studies
revealed that the market expected proxy access reform to hinder board performance.
When we extended study results to the overall financial markets, we estimated that
enhanced board performance as a result of proxy access had the potential to increase
overall market capitalization by as much as $22.4 billion, or 0.1% of the current US
market capitalization.

The evidence suggests that the potential for increased costs associated with company-
sponsored proxy contests does not appear to decrease firm value. However, we caution
that only one study (Jochem 2012) has expressly considered this concern.

The evidence suggests that the wealth effects of greater control in the nomination pro-
cess are unclear among firms with special-interest investors. If the SEC decides to
reintroduce proxy access, we believe this area might warrant additional research and
analysis in light of any proxy access campaigns, actions, or data that may arise subse-
quent to this report.
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B On the basis of the existing evidence, we conclude that the proxy access rule would not
impose greater costs on investment firms than on non-investment firms. Should the
SEC decide to reintroduce proxy access, we believe this consideration might warrant
additional research and analysis in light of any proxy access campaigns, actions, or data
that may arise subsequent to this report.

B Collectively, the empirical evidence from the five event studies suggests that, on aver-
age, investors expected to benefit from proxy access. In our view, these data-driven
results provide a preliminary impact assessment that the SEC can use to further its
obligation to assess the economic implications of requiring proxy access by rule.

We caution that the impacts estimated as part of this preliminary assessment of proxy
access are predicated on the robustness of the underlying event studies that we reviewed.
Although we used our best professional judgment to verify results, to the extent that the
methodologies in the various event studies are flawed, our results may be under- or over-
stated. Where methodological shortcomings were evident, we attempted to identify them
and perform sensitivity analyses to assess the relative influence such shortcomings might
have on the study’s overall findings. Nevertheless, should the SEC decide to reintroduce
proxy access, we recommend that the Commission leverage the lessons learned from the
event studies reviewed in this report to inform the design of an independent, robust event
study of proxy access.
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Appendix A. Literature Review of
Event Studies Related to Proxy
Access

For each study, we reviewed the specific event(s) analyzed, the dataset and underlying sam-
ple companies relied upon, the statistical and econometric analyses conducted, and the
findings related to the impact of proxy access on shareowner wealth. To the extent possible,
we extrapolate the results of each event study to generate dollar-denominated point esti-
mates of the likely impact of enhanced proxy access on overall US market capitalization.
The studies are organized in alphabetical order.

Event Study | Becker et al. (2013)

Becker, Bo, Daniel Bergstresser, and Guhan Subramanian. 2013. “Does Shareholder Proxy
Access Improve Firm Value? Evidence from the Business Roundtable’s Challenge.” Journal
of Law and Economics, vol. 56, no. 1:127-160.

Becker et al. (2013) used the Business Roundtable’s challenge to the SEC’s 2010 proxy
access rule as a natural experiment to measure the market value of exogenous changes in the
degree of shareowner control. Specifically, the authors identified the impact of Rule 14a-11
on shareowner wealth by comparing abnormal returns at companies considered most vul-
nerable to proxy access with those at companies considered less vulnerable to proxy access.
'The timing of their study is immediately following the SEC’s decision to voluntarily stay

Rule 14a-11 on 4 October 2010.

The authors defined “vulnerability to the rule”as the proportion of a company’s shares that
are held by institutional investors and activist institutional investors. Firms with higher
levels of institutional ownership are considered more likely to use proxy access—and hence,
more vulnerable to proxy access—than those with lower levels of institutional ownership.
According to the authors’ hypothesis, if shareowner access increases shareowner value, then
in response to the SEC’s unexpected stay on proxy access on 4 October 2010, compa-
nies that would have been most exposed to Rule 14a-11 should witness a decline in value
relative to companies that would have been more insulated from Rule 14a-11. If, instead,
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shareowner access decreases shareowner value, then companies that would have been most
exposed to Rule 14a-11 should witness an increase in value relative to companies that
would have been more insulated.

Empirically, the authors regressed daily abnormal returns on institutional ownership and
activist institutional ownership to identify the marginal impact of vulnerability to proxy
access on shareowner value. Each stocK’s return is the log of the closing stock price on
Monday, 4 October 2010, minus the log of the closing stock price on Friday, 1 October
2010, based on data available from DataStream. The authors defined “abnormal return” as
the residual of the predicted return for 4 October 2010, based on the betas from the Fama—
French three-factor model for the period 1 January 2009 through 1 December 2009.>> The
authors defined “institutional ownership” as a company-specific continuous variable equal
to the percentage of shares held by institutions, according to data available from Thomson-
Reuters. Finally, the authors defined “activist institutional ownership”as a company-specific
continuous variable equal to the percentage of shares owned by activist institutional inves-
tors, according to data provided by Greenwood and Schor (2009). The authors’ dataset
reflects 1,388 firms in the S&P 1500 with data on institutional ownership.>®

Based on their regression results, the authors found that firms that would have been most
vulnerable to proxy access (i.e., firms with a high proportion of institutional ownership)
lost value on 4 October 2010. This outcome is consistent with the view that financial mar-
kets placed a positive value on shareowner access, as implemented in the SEC’s 2010 Rule
14a-11. Specifically, the authors found that a 10% increase in institutional ownership was
associated with an additional 11 bp loss of value on 4 October 2010.

'The relationship between excess returns and institutional ownership is illustrated in Figure A1.

We evaluated these results for the mean firm in the sample, which averaged 49.1% insti-
tutional ownership, and found that, on average, firms lost 13 bps, or 0.13%, in equity value
as a result of the SEC’s decision to stay proxy access.’” Given that the mean firm market

55According to the Fama—French model, stock price returns are described by three separate risk factors,
including a size premium, a growth premium (measured by book value to market price), and a market pre-
mium.

56These data are not publicly available.

57For additional details, sce Becker et al. (2013, Table 4, regression specification 3).
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Figure Al.  Relationship between Excess Returns and Institutional Ownership
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capitalization in the S&P 1500 was $8.218 billion as of 30 September 2010,8 this trans-
lates to an approximate loss of $14.6 billion in total market capitalization. The calculations
underlying these estimates are as follows:

AMarket cap,,,,, = Abnormal return * Market cap cample * Firms

sample (1)

sample

=42.6 -112.9 * 0.491 = -12.83 bps = -0.0013 (ii)

Abnormal re'curnsample

AMarket cap,,, , =—0.0013 * $8.218 billion * 1,318 firms = ~$14.6 billion  (iii)

58The authors did not provide information on mean market capitalization for sample firms included in their
analysis. To evaluate market-wide impacts, we assumed that the average firm had a mean market capitaliza-
tion of $8.218 billion based on the average firm-level market capitalization of the S&P 1500 as of 30 Sep-
tember 2010, the index value nearest the event date.
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Event Study | Campbell et al. (2012)

Campbell, Joanna T., T. Colin Campbell, David G. Sirmon, L. Bierman, and Christo-
pher S. Tuggle. 2012. “Shareholder Influence over Director Nomination via Proxy Access:

Implications for Agency Conflict and Stakeholder Value.” Strategic Management Journal,
vol. 33, no. 12 (December):1431-1451.

Campbell et al. (2012) evaluated both the stock market’s and the bond market’s response
to the SEC’s 25 August 2010 adoption of the proxy access rule. The authors attempted to
identify the wealth effects of exogenous changes in the degree of shareowner control in the
nomination process. In addition, they also isolated the impacts of institutional ownership,
firm-level board characteristics, and managerial control on the market’s reaction to proxy
access. Generally, the authors found that enhanced shareowner access to the company’s
proxy creates value, both for shareowners and creditors.

The authors tested several hypotheses related to the relationship between proxy access and
shareowner wealth. Specifically, they predicted that proxy access would elicit a positive mar-
ket reaction and that this positive reaction would be especially pronounced among firms with
shareowners that met the 3% ownership and three-year holding requirement thresholds.
They also predicted that proxy access would be valued most by firms with few shareowner
rights and weak governance—for example, those with staggered boards, few outsiders on
the board, CEOs with high degrees of ownership power and discretion, and firms with high
levels of resource intangibility. In addition, unlike any of the preceding studies, the authors
also estimated the impacts of enhanced shareowner control on creditors.

Empirically, the authors estimated abnormal returns for 392 firms in the S&P 500. Their
sample excluded firms that experienced significant and potentially confounding events
during the study period (2010), as well as those with missing data. For each firm, the
authors collected daily equity and bond returns from Datastream. Institutional ownership
data were obtained from Thompson Financial’s Institutional Ownership database. Data
reflecting the firms’ governance characteristics were obtained from Risk Metrics, and other
firm-level variables were collected from Compustat. Expected returns were estimated for
the 120-day period prior to the 25 August event, using a linear regression of firm returns
on an equally weighted index of Canadian firms, which approximated the market return.
Next, firm-level abnormal returns were calculated as the difference between the expected
return and the actual return on the event date. Abnormal returns in the bond market were
estimated in a similar fashion, but the sample was restricted to 330 firms with available data
on bond returns.
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First, the authors performed a variety of tests to determine whether the abnormal return
was greater than zero on 25 August 2010. They found that the abnormal return was both
statistically significant and positive. The average abnormal return among the firms in their
sample was 0.83%, or 83 bps. Based on the average firm-level market capitalization of the
S&P 500 as of 31 August 2010, this amounts to an increase of $28.1 million in market

capitalization, per firm, as shown below:>?

AMarket cap,,,,; = Abnormal return * Market cap,,, ple * Firms

sample (1)

sample

AMarket cap,,,,, = 0.0083 * $19.943 billion * 392 firms = $64.9 billion (i1)

Following this analysis, the authors then regressed abnormal returns on a host of firm-
level variables that capture various characteristics of firm governance and shareowner
rights. Based on this analysis, they found a statistically significant and positive relationship
between abnormal returns and the presence of staggered boards, CEO ownership power,
and CEO ownership discretion. The authors found a statistically significant and nega-
tive relationship between abnormal returns and the number of outsiders on the board of
directors. These findings are consistent with the position that proxy access was expected to
create the most value at firms with particularly entrenched boards and/or at firms with few
avenues for management oversight. Lastly, the authors found statistically significant and
positive abnormal returns in the bond market following the passage of proxy access. Spe-
cifically, the average increase in the bond market was 0.44%, or 44 bps. This finding suggests
that, contrary to the zero-sum game prediction, wherein the benefits experienced by one
group of stakeholders (in this case, shareowners) are conferred as losses on another group,
bondholders perceive the shareowner proxy access rule to also create value for creditors.

Event Study | Cohn et al. (2012)

Cohn, ], S. Gillan, and J. Hartzell. 2012. “On Enhancing Shareowner Control: A (Dodd-)
Frank Assessment of Proxy Access.” Working paper, University of Texas at Austin (December).

Cohn et al. (2012) studied the market’s response to events related to the SEC’s 2010 proxy
access rule in an attempt to identify the wealth effects of exogenous changes in the degree
of shareowner control. Specifically, the authors focused on two events that had difterential

59The authors did not provide information on mean market capitalization for sample firms included in their
analysis. To evaluate market-wide impacts, we assumed that the average firm had a mean market capitaliza-
tion of $19.943 billion based on the average firm-level market capitalization of the S&P 500 as of 31 October
2010, the index value nearest the event date.
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impacts on the market’s expectations about the likelihood of proxy access at small (<$75
million market capitalization), medium ($75 million—$700 million market capitalization),
and large firms (>$700 million market capitalization).60

The two events were as follows:

B  Event 1: 16 June 2010, Senator Christopher Dodd announced a proposal to amend
the bill that eventually became the Dodd—Frank Act mandating that the SEC require
an investor or group of investors to own at least 5% of a firm’s shares before gaining
access to a firm’s proxy (as opposed to the SEC’s proposed 5%, 3%, and 1% thresholds
for small, medium, and large firms, respectively). As such, this announcement reduced
expectations about the accessibility of proxy access at medium and large firms but not
at small firms.

B  Event2: 24 June 2010, Senator Dodd’s proposal was dropped and the SEC’s proposed
ownership thresholds (i.e., 1%, 3%, and 5%) were restored. As such, this announce-
ment enhanced expectations about the accessibility of proxy access at medium and
large firms but not at small firms.

'The authors posited that if financial markets placed a positive value on proxy access, then
stock returns would have decreased at medium and large firms relative to those at small
firms following the 16 June 2010 announcement. By the same token, following the 24 June
2010 announcement, stock returns would have increased at medium and large firms relative
to those at small firms if the market placed a positive value on proxy access. As an additional
test (similar to Becker et al. 2013), the authors also estimated the impact of the proxy access
rule by comparing stock returns at companies with high degrees of institutional and activist
institutional ownership with those at companies with low or no institutional and activist
institutional ownership. Lastly, the authors compared returns at firms with high degrees
of ownership by labor-friendly or activist pension funds with those at firms without such
ownership. In so doing, the authors tested the hypothesis that activism by investors, such as
unions and public pension funds, may be associated with decreases in shareowner value as
a result of their pressure to adopt labor-friendly policies.

60Note that the authors’ definition of small, medium, and large firms does not conform to the definition

that we have applied elsewhere in this report. The authors’ definition of small, medium, and large reflects the
categorization for the SEC’s proposed tiered system for proxy access (as of June 2010) wherein the ownership
requirement was 5% for firms with market capitalizations below $75 million, 3% for firms with market capi-
talizations between $75 million and $700 million, and 1% for firms with market capitalizations above $700
million. Note that this tiered system was ultimately abandoned by the SEC. See Cohn et al. (2012, p. 2).
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Empirically, the authors performed a variety of means comparisons and regressions to esti-
mate differences in combined stock returns between small and medium firms and between
small and large firms, where the combined stock return was calculated as the return on 24
June 2010 minus the return on 16 June 2010.6! Because the 24 June 2010 event implies
positive news for shareowner control and the 16 June 2010 event implies negative news,
a positive combined return suggests that the market placed a positive value on enhanced
shareowner control. The authors argued that, because neither event had an impact on own-
ership thresholds at small firms, subtracting combined returns at small firms from those at
medium and large firms should filter out the effects of aggregate market movements on 16
June and 24 June. Based on group means comparisons, the authors found that combined
returns were 2.6% higher for medium firms than for small firms and 1.5% higher for large
firms than for small firms.®2 These results are consistent with the position that the market
placed a positive value on proxy access.

Following the same logic as Becker et al. (2013), the authors also considered the impact
of institutional and activist institutional ownership on combined returns. Specifically, they
compared combined returns across small, medium, and large firms with and without activ-
ist investors where firm-level activist ownership was identified from the “SharkWatch50”3
list of known activists and from the SEC’s 13(f) institutional investor quarterly ownership
filings. They found that combined returns were 1.2% higher at medium firms with activist
investors than at those without and 0.3% higher at large firms with activist investors than at
those without.®4 This is consistent with the idea that proxy access was most valued among
firms that already had shareowners that satisfied the ownership thresholds. In addition, the
authors found no relationship between abnormal returns and a firm’s leverage, suggesting
that shareowner gains from more control do not come at the expense of creditors and hence
are likely to represent increases in total firm value.

In addition, the authors also examined whether proxy access reform would sufficiently
empower special-interest investors to promote narrow interests at the expense of other
shareowners by identifying the relationship between abnormal returns and the number of

61To test whether the differences in returns were significantly different from zero, the authors computed the
mean and standard deviation of combined returns over comparable windows (i.e., two-day returns less one-
day returns from six trading days prior) for trading days between 1 January 2010 and 31 March 2010 (the
“nonevent period”) for firms in each size bucket separately. Next, the authors calculated a #statistic for the
combined event return for a group by subtracting from it the mean combined return for that group over the
nonevent period and dividing the resulting difference by the standard deviation of the combined return for
that group over the nonevent period. The #-statistics indicate whether combined returns for a group are large
relative to the time series of returns for that group on nonevent dates in a similar time period.

62These results are significant at the 1% and 5% levels, respectively.

63 Available from sharkrepellent.net.

64These results are significant at the 1% and 10% levels, respectively.
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special-interest shareowners at a firm. They posited that if proxy access reform sufficiently
empowers special-interest groups, then negative abnormal returns should be observed
among firms with special-interest shareowners following events that increase the likeli-
hood of proxy access. Specifically, they regressed abnormal returns on indicator variables
that capture the presence of labor-friendly union and pension investors. They identified a
statistically significant and negative relationship between the presence of these types of
investors and proxy access reform.

As in the example above, we extended these results to estimate the market-wide impact of
proxy access. The authors’ sample reflects a total of 1,260 firms with a mean market capi-
talization of $19.2 billion. Because the mean firm falls into the large category, we applied
the differential impact of the events on large versus small firms. This translates to a $288.1
million increase in market capitalization per firm, or $363.0 billion in total market capital-
ization. The calculations underlying these estimates are as follows:

AMarket cap, ., = Abnormal return * Market cap cample * Firms

sample (1)

sample

AMarket cap,,,., = 0.015 * $19.2 billion * 1,260 firms = $363.0 billion (i1)

We also conducted an accompanying sensitivity analysis on the overall market impacts
implied by the results of Cohn et al. (2012). The impacts we derived from Cohn et al. (2012)
appear to be inconsistent with those derived from the other event studies that evidence
net positive impacts from proxy access reform. Specifically, the range in impacts discussed
above reflects the impact of proxy access reform on overall market capitalization using data
on average firm-level market capitalization, as presented by the authors in their respective
studies. These data, as they relate to the Cohn et al. (2012) study, may be overstated.

For example, according to Cohn et al. (2012), the average market capitalization of the
1,260 firms included in their analysis is $19.2 billion. They did not offer the total market
capitalization across all 1,260 firms included in their study, and therefore we were unable
to precisely benchmark their representation of average firm-level market capitalization.
If, however, one extends their average firm-level market capitalization to the full sample
of 1,260 firms, it is not unreasonable to conclude that the total market capitalization rep-
resented in the study exceeds total US market capitalization. To correct for this possible
skew, we amended the average firm-level market capitalization to reflect the mean value
for the S&P 1500 as of June 2010. In our view, this value represents a more conservative,
and likely more reasonable, estimate. We selected the S&P 1500, given the number of firms
(1,260) included in the Cohn et al. (2012) analysis. In so doing, we found that the overall

impact of proxy access reform remains positive but less so (i.e., $140.3 billion as opposed

©2014 CFA INSTITUTE 71



Proxy Access in the United States

to $363.0 billion). When benchmarked against estimated total US market capitalization,
as represented by the S&P 1500 for June 2010, this estimate reflects 1.134% of total US
market capitalization, as opposed to 2.934%.

AMarket cap,,, , = Abnormal return * Market cap ., ple * Firms

sample (1)

sample

AMarket cap,,,,, = 0.015 * $7.424 billion * 1,260 firms = $140.3 billion (i)

Event Study | Jochem (2012)

Jochem, T. 2012. “Does Proxy Access Increase Shareowner Wealth? Evidence from a Natu-
ral Experiment.” Working paper, University of Pittsburgh (August).

Jochem (2012) used the DC Circuit Court’s decision vacating proxy access on 22 July
2011 as a natural experiment to measure the market value of exogenous changes in the
degree of shareowner control. Specifically, Jochem identified the impact of the proxy access
rule on shareowner wealth by comparing the abnormal return on a portfolio of companies
that should have been affected by the repeal of proxy access with the abnormal return
on a portfolio of companies that should not have been affected by the repeal. The author
constructed a number of indicator variables to identify whether or not a firm should have
been affected by the repeal. Specifically, the author posited that entrenched firms (i.e., those
with multiple anti-takeover provisions) would have been more affected by Rule 14a-11
than nonentrenched firms, as would firms with multiple institutional investors meeting the
ownership thresholds prescribed in Rule 14a-11. In general, the results are consistent with
the idea that whenever the impact of proxy access was strong enough to affect firm value, it
was valued positively by the market.

Empirically, Jochem estimated abnormal returns for each portfolio using both the CAPM
and the Fama-French four-factor pricing model, where stock price data were obtained
from CRSP.%% Firm-level data on corporate governance were identified from RiskMetrics
Analytics Governance/Directors databases, the Georgeson Annual Corporate Governance

Reviews, the Gompers-Ishii-Metrick Index, and the Bebchuck-Cohen-Ferrell Index. Using

these data, the author characterized firms as “plausibly entrenched” and “nonentrenched”

65According to the Fama—French model, stock price returns are described by four separate risk factors, includ-
ing a size premium, a growth premium (measured by book value to market price), a market premium, and a
momentum premium. In the capital asset pricing model (CAPM), stock price returns are described by only a
market premium.
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according to the number of anti-takeover provisions they had.%¢ Institutional ownership
data were culled from SEC 13(f) filings for 2008-2011. For each firm, the author identified
whether there were zero, one, two, three, or more investors that met the prescribed owner-
ship thresholds (i.e., 3% ownership for three years). Additional data on firm characteristics,
including market capitalization, were obtained from the Compustat database.

Jochem identified the impact of proxy access by calculating the difference in differences
estimators for abnormal returns based on the presence of institutional investors.®” Specifi-
cally, he compared abnormal returns at firms with no investors that met the SEC’s owner-
ship thresholds with those at firms with one eligible investor, two eligible investors, and
three eligible investors. He found that firms with three eligible investors lost 121 bps rela-
tive to those with zero eligible investors following the repeal of proxy access. These results
are statistically significant at the 1% level.

Jochem did not provide summary statistics for the firms included in the portfolios of
affected and nonaffected firms. Thus, we applied the average firm-level market capitaliza-
tion for the S&P 1500 as of 31 July 2011, which reflects the index observation nearest to
the event date. We selected the S&P 1500 as opposed to the S&P 500 because the S&P
1500 provides a more conservative estimate of firm-level market capitalization. Accord-
ingly, the overall impact of proxy access was calculated as follows:

AMarket cap,,,,; = Abnormal return * Market cap,,, ple * Firms

sample (1)

sample

AMarket cap,,,,; = —0.0121* $9.364 billion * 31 firms = —$3.5 billion (i1)

Jochem also identified the impact of proxy access by calculating the difference in differ-
ences estimators for abnormal returns based on governance provisions. Specifically, he com-
pared abnormal returns at firms with no major anti-takeover provisions (nonentrenched
firms) with those at firms with several major anti-takeover provisions (plausibly entrenched
firms).%8 He found that plausibly entrenched firms experienced significantly negative
abnormal returns following the repeal of proxy access, indicating that the market valued
proxy access positively at these firms. Further, abnormal returns were not statistically sig-

66The “nonentrenched” portfolios consisted of 59 firms that did not have staggered boards, poison pills, golden
parachutes, limits to shareowner bylaw amendments, or supermajority requirements for mergers and charter
amendments between 2007 and 2008. The “plausibly entrenched” portfolios consisted of 72 firms that had all
these provisions.

¢7Difference in differences is a technique used in econometrics that measures the effect of a treatment (in this
case, an event) using differences in outcomes across two groups.

68The major anti-takeover provisions are staggered boards, poison pills, golden parachutes, limits to share-
owner bylaw amendments, and supermajority requirements for mergers and acquisitions.
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nificant for the nonentrenched portfolio, indicating that the repeal of proxy access did not
affect the valuation of firms that were unlikely to use it. Relative to nonentrenched firms,

plausibly entrenched firms lost 53-96 bps in value following the repeal of proxy access.

Event Study | Stratmann and Verret (2012)

Stratmann, T., and J.W. Verret. 2012. “Does Shareowner Proxy Access Damage Share Value
in Small Publicly Traded Companies?” Stanford Law Review,vol. 64, no. 6 (June):1431-1468.

Stratmann and Verret (2012) evaluated the shareowner wealth effects of the SEC’s 25 August
2010 announcement of the proxy access rule. Similar to Cohn et al. (2012), the authors iden-
tified the impact of Rule 14a-11 by comparing abnormal returns at firms with market capi-
talizations between $75 million and $125 million, which expected to be subject to the full
proxy access rule, with those at firms with market capitalizations between $25 million and
$75 million, which were unexpectedly given only temporary exemption from Rule 14a-11.

'The authors posited that if proxy access provided a net benefit to small firms, then the news
that (1) small firms (less than $75 million in market capitalization) would in fact not be
permanently exempt from the Rule 14a-11 mandatory proxy access procedure, (2) investors
could begin proposing proxy access bylaws right away, and (3) the ownership requirement
was only 3% of outstanding shares rather than 5% should have resulted in abnormally posi-
tive returns for firms below the $75 million threshold, as compared with the control group.
'The authors found that the unanticipated application of the proxy access rule to small firms,
particularly when combined with the presence of investors with at least a 3% ownership,
resulted in negative abnormal returns.

'The authors collected data on daily returns for 980 publicly traded companies with mar-
ket capitalizations less than $125 million from the CRSP database. To compute abnormal
returns, the authors regressed daily firm-level return data for the estimation window (1
February 2006 to 30 November 2006) on the market return (the value-weighted return
variable from CRSP). Then, the authors used the coefficients from this estimation to cal-
culate the predicted daily firm returns during the event window. Next, they computed the
abnormal return as the predicted return minus the actual return.

Empirically, the authors tested for differences in the mean abnormal return for firms with
market capitalizations between $25 million and $75 million and those with market capi-
talizations between $75 million and $125 million. They found a statistically significant and
negative abnormal return for small firms. Specifically, the average abnormal return was
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0.8% lower for small-cap firms than for firms with market capitalizations between $75 mil-
lion and $125 million. These results suggest that proxy access lowered the returns of firms
with less than $75 million in market capitalization. In aggregate, this depreciation in return
amounts to a $347 million loss in market capitalization:

AMarket cap,,,, = Abnormal return * Market cap cample * Firms

sample (1)

sample

AMarket cap,,, , = —0.00753 * $47.0 million * 980 firms = —$0.3 billion (i1)

'The authors also estimated the differential impact of proxy access on firms with institu-
tional investors who met the SEC’s 3% ownership threshold. They found a statistically
significant and negative abnormal return for small firms. Specifically, the average abnormal
return was 1.1% lower for small-cap firms with at least one institutional shareowner with
a 3% ownership stake than for firms with market capitalizations between $75 million and
$125 million. These results suggest that proxy access lowered the returns of small firms,
particularly those with institutional owners who met the SEC’s ownership requirements.

Event Study | Akyol et al. (2012)

Akyol, Ali C., Wei Fen Lim, and Patrick Verwijmeren. 2012. “Shareholders in the Board-
room: Wealth Effects of the SEC’s Proposal to Facilitate Director Nominations.” Journal of
Financial and Quantitative Analysis, vol. 47, no. 5 (October):1029-1057.

The authors evaluated the shareowner wealth effects of 17 regulatory and legislative events
that, in their view, significantly changed market expectations about the likelihood of a proxy
access rule. The events considered by the authors occurred between September 2006 and
September 2010, beginning with the US Court of Appeals decision reviving proxy access
and ending with the filing of the US Chamber of Commerce and Business Roundtable
complaint against the SEC.

Akyol et al. (2012) identified the impact of proxy access on shareowner wealth by assessing
abnormal returns (1) across the combined group of events, (2) on each event date indi-
vidually, and (3) by performing a cross-sectional analysis of abnormal returns according to
firm-level characteristics. Based on these analyses, they found a statistically significant and
negative relationship between combined abnormal returns and proxy access reform.
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'The authors’sample consisted of 4,719 firms included in the CRSP database with year-end
2008 data on industry classification, firm size, return on assets, and book-to-market value in
Compustat. They augmented these data with institutional ownership data from the Thom-
son Reuters 13F filings database. Empirically, the authors regressed the equally weighted
portfolio return consisting of all firms in the sample on a market return index and dummy
variable for each of the event dates. The market indices considered by the authors included
the Dow Jones Global Index (excluding US firms) and a Canadian market index (the S&P/
TSX Composite Index). The model was estimated for the 250 days prior to the first event
(7 September 2005) to 31 October 2010. The impact of proxy access was captured by the
coefficients on the event date dummy variables.

To identify the impact of the combined proxy access events on abnormal returns, the
authors multiplied the coefficients of all dummy variables that were expected to decrease
proxy access by —1 and then took the average of the coefficients across all events. Based on
these results, the authors found that the combined impact across all events was negative—
that is, enhanced proxy access was associated with a 0.6%—0.7% loss in returns. This result
is statistically significant at the 5% level.

The authors also conducted a cross-sectional analysis of proxy access. Specifically, they
regressed abnormal returns on firm-level characteristics related to (1) the number of inves-
tors that met the SEC’s ownership thresholds, (2) whether a company was a financial
firm, and (3) performance. They found a statistically significant and negative relationship
between abnormal returns and the number of investors that met the SEC’s thresholds,
indicating that proxy access was viewed negatively, especially by firms where investors were
eligible to use it. The relationship between proxy access and the financial firm dummy was
not significant, indicating that the market’s reaction to proxy access was not significantly
different for financial and nonfinancial firms. Furthermore, the relationship between proxy
access and performance—namely, return on assets and market-to-book ratio—was not sta-
tistically significant, indicating that the market’s reaction to proxy access did not difter with
performance.

We caution against relying on these conclusions because the underlying analyses suffer
from several methodological shortcomings. First, the authors estimated expected returns
on the basis of the historical relationship between US stocks and the returns on Canadian
and global benchmark indices. As such, the abnormal returns on US stocks controlled only
for variation stemming from price changes in the Canadian and global indices. In other
words, the authors attributed the entire difference between event date returns for US stocks
and event date returns for the Canadian and global indices to news about proxy access. To
the extent that any events, aside from proxy access, moved US stock prices and, to a lesser
extent, the benchmark indices, the authors’ abnormal returns suffer from bias.
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Further, many of the events analyzed were economically insignificant, widely anticipated,
confounded, and/or directionally unclear. For example, 5 of the 17 events analyzed by Akyol
et al. (2012) occurred during 2006 and 2007, when proxy access was considered obsolete by
the market, rendering returns associated with the corresponding event dates economically
insignificant in the context of proxy access reform.? Of the remaining 12 events analyzed
by Akyol et al. (2012), only 3 are associated with statistically significant abnormal returns
for both models estimated by the authors.

The first event is the 6 April 2009 announcement that the SEC would consider amend-
ments to proxy access regulation. The authors maintained that this announcement increased
the likelihood of a proxy access rule. In our view, the impact of the event is directionally
unclear. Regarding proxy access, former SEC Chairman Mary L. Schapiro stated that “the
Commission will consider a proposal to ensure that a company's owners have a meaningful
opportunity to nominate directors.”’? Given that the SEC considered proxy access off and
on for many years, it is unclear why this announcement, with no prediction on what conclu-
sions the agency would reach, should convey meaningful information to the marketplace or
increase the likelihood of proxy access.

The second event is the passing of the voluntary proxy access rule in the Delaware Sen-
ate on 8 April 2009. As discussed earlier, this event was widely anticipated by the market,
rendering abnormal returns on that date economically insignificant in the context of proxy
access reform. The third event is the publication of a Wall Street Journal article on 5 August
2010 stating the likely acceptance of a proxy access rule.”! However, according to a news
search performed by Akyol et al. (2012), stocks also fell on that date as traders braced for an
upcoming jobs report. Arguably, the US jobs report would affect US firms more than Cana-
dian and global firms, so the abnormal return identified on 5 August 2010 may have been
partly or wholly unrelated to proxy access. Notably, the authors did not identify statistically
significant abnormal returns on 25 August 2010, when the SEC passed proxy access, or on
29 September 2010, when the US Chamber of Commerce and the Business Roundtable
filed suit against the SEC regarding proxy access reform.

69R. Schuster, “Rule 14a-11 and the Administrative Procedure Act: It’s Better to Have Had and Waived,
Than Never to Have Had at All,” Minnesota Law Review, vol. 95, no. 3 (2011):1034-1070.

70Mary L. Schapiro, Statement at SEC Open Meeting on Facilitating Shareowner Director Nominations,
speech (20 May 2009): http://www.sec.gov/news/speech/2009/spch052009mls.htm.

71K, Scannell, “SEC Set to Open Up Proxy Access,” Wall Street Journal (5 August 2010).
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Event Study | Larcker et al. (2011)

Larcker, D.F., G. Ormazabal, and D.J. Taylor. 2011. “The Market Reaction to Corporate
Governance Regulation.” Journal of Financial Economics,vol. 101, no. 2 (August):431-448.

Larcker et al. (2011) evaluated the shareowner wealth effects of 10 events between April
2007 and June 2009 related to the likelihood of proxy access regulation. On average, the
authors found a weak negative reaction to proxy access regulation. Examining cross-
sectional variation in the market’s reaction, they found strong evidence that abnormal
returns are increasingly negative for firms with a greater number of shareowners that own
at least 1% of shares outstanding. In addition, they found strong evidence that abnormal
returns are decreasing in the ease with which small institutional investors can access the
proxy statement. According to the authors, this finding is consistent with critics’claims that
proxy access reform increases the power of institutional shareowners (i.e., certain activists,
bidders with toeholds, and corporate raiders) at the expense of other shareowners.

Empirically, the authors collected data on board structure, institutional ownership, daily
stock returns, firm size, book-to-market ratio, and historical returns for 3,451 individual
firms. Data were sourced from Equilar, Thomson, and the CRSP/Compustat databases.
Financial firms were excluded from the sample. Institutional ownership was measured as
the number of institutions with 1% or more ownership and as the number of possible
groups of investors that could collectively control 1% or more ownership. The authors con-
structed board structure characteristic variables indicating whether a firm had a staggered
board and whether the CEO was also a member of the board.

Abnormal returns were estimated for each firm relative to the CRSP value-weighted mar-
ket index. Next, the authors tested whether the abnormal return was statistically differ-
ent from zero. When the abnormal returns across each of the 10 events were pooled, the
authors found a statistically significant and negative relationship between proxy access and
abnormal returns, suggesting that the market viewed proxy access negatively. Specifically,
they found that proxy access was associated with a 0.3% loss in abnormal return.

In addition, Larcker et al. (2011) conducted a cross-sectional analysis of firm-level abnor-
mal returns to determine whether abnormal returns differed according to various gover-
nance and ownership characteristics. According to their analysis, they found that proxy
access was associated with statistically significant and negative abnormal returns among
firms with institutional shareowners (and coalitions thereof) meeting the 1% ownership
threshold. This finding indicates that proxy access was viewed most negatively by firms
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where it was most likely to be used. Furthermore, the relationship between proxy access and
performance (i.e., book-to-market ratio) was not statistically significant, suggesting that
the market’s reaction to proxy access did not differ with performance.

Again, we caution against relying on these conclusions because many of the events analyzed
in both studies were economically insignificant, widely anticipated, confounded, and/or
directionally unclear. Specifically, Larcker et al. (2011) analyzed 10 events that occurred
between April 2007 and June 2009—well before the SEC announced the proxy access rule
on 25 August 2010. In our view, this analysis fails to capture the market’s reaction to the
specific proxy access rule that was ultimately passed by the SEC and then vacated by the
DC Circuit Court of Appeals. Further, as shown in the timeline in Figure 7, most of the
regulatory activity for proxy access occurred between 2010 and 2011. Larcker et al. (2011)
tailed to capture changes in firm value associated with the most economically meaningful
events in the context of proxy access—those that occurred during 2010 and 2011.

In addition, only 4 of the 10 events considered by Larcker et al. (2011) exhibit a statistically
significant relationship between proxy access reform and firm value. Of these four events,
three relate to voluntary proxy access in Delaware:

B 10 March 2009: The Delaware House of Representatives introduced a bill to allow
corporations to voluntarily adopt bylaws permitting proxy access to shareowners.

B 18 March 2009: The law was passed by Delaware’s House.
B 8 April 2009: The law was passed by the Delaware Senate.

The authors posited that these events decreased the market’s expectation that the SEC
would promulgate a mandatory proxy access rule. However, evidence suggests that these
events were widely anticipated by the market, and therefore their market implications
were already imputed in the security prices of affected firms. For example, on 26 February
2009, the Corporate Law Section of the Delaware Bar Association passed voluntary proxy
access, making its implementation in Delaware inevitable.”? In addition, both the Delaware
House and the Delaware Senate voted unanimously in favor of the law, indicating that the
outcome was likely anticipated by the market.”3 Finally, Larcker et al. (2011) acknowledged
that voluntary proxy access in Delaware was widely anticipated, stating that “proxy access
was already voluntary prior to the Delaware law . .. the Delaware amendment merely codi-
fied existing case law.”’*

72Becker et al. (2013).
Jochem (2012).
74Larcker et al. (2011, pp- 437-438).
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In our view, because the three events concerning Delaware proxy access were widely antici-
pated prior to formal promulgation, abnormal returns associated with these dates were
likely due to news unrelated to proxy access. For example, on 10 March 2009, the mar-
ket experienced its largest stock rally in five months; and on 18 March 2009, the Federal
Reserve announced that it would buy $300 billion in Treasuries, further contributing to an
uptick in financial markets.”>

The fourth statistically significant event analyzed in Larcker et al. (2011) is the SEC’s 6
December 2007 announcement of a final rule on amendments to Rule 14a-8(i)(8), which
formed the basis for private ordering in the area of proxy access. Larcker et al. (2011)
argued that the SEC ruling decreased market expectations that the SEC would pass a
mandatory proxy access rule. Evidence suggests that this event did not have an impact on
the market’s expectations about proxy access because, at the time, mandatory proxy access
was considered obsolete by most observers.”®

7SJochem (2012).
76R. Schuster, “Rule 14a-11 and the Administrative Procedure Act.”
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Appendix B. Underlying
Calculations for Estimates of
Market-Wide Impacts

'The tables on the following pages summarize assumptions and underlying calculations for
the estimates of market-wide impacts of proxy access reform across each of the event stud-
ies and empirical questions we reviewed.
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Appendix C. summary
Information on Companies with
Proposals for Proxy Access

The table on the following pages summarizes information related to the companies that
submitted shareowner-sponsored proposals for proxy access pursuant to Rule 14a-8(1)(8).
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Appendix D. Proxy Access in
Non-US Jurisdictions

International Experience of Proxy Access

In general, corporate governance laws in the United States tend to be less progressive than
those in other developed economies. For example, as shown in the table below, minority
shareowners in Europe, Canada, and Brazil are afforded greater protections with respect
to proxy access than are those in the United States. Subject to various ownership require-
ments, shareowners in these non-US jurisdictions are able to submit proposals to elect and/
or remove directors at companies’ general meetings.”” More often than not, these proposals
are legally binding. Notwithstanding shareowners’ right to proxy access, these economies
still rank among the largest and fastest-growing in the world.

Overview of International Shareowner Requirements for Proxy Access

Shareowner Requirements for Nature of Proxy
Country Submitting Shareowner Proposals Proposal Access?
Austria Own at least 5% of shares Binding Yes
Brazil Own at least 15% of common shares, or 1-% of Binding Yes

preferred shares

France Own between 0.5 and 5% of shares, proportion is Binding Yes
decreasing in firm size

Germany Own at least 5% of shares or at least EUR500,000 Binding Yes
in nominal value. Or any shareowner may submit
a proposal if related to already existing agenda

items
Norway Any shareowner Binding Yes
Portugal Own at least 5% of shares Binding Yes
Russia Own at least 2% of shares, or firm-specific Binding Yes

requirement applied

Switzerland Own at least CHF1,000,000 in market value, or Binding Yes
firm-specific requirement applied

(continued)

7TPeter Cziraki, Luc Renneboog, and Peter G. Szilagyi, “Shareholder Activism through Proxy Proposals: The
European Perspective,” European Financial Management, vol. 16, no. 5 (November 2010):738-777.
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Proxy Access in the United States

Overview of International Shareowner Requirements for Proxy Access (continued)

Shareowner Requirements for Nature of Proxy
Country Submitting Shareowner Proposals Proposal Access?
UK Own at least 5% of shares, or at least 100 share- Binding Yes
owners with at least GBP100 each
Netherlands Own at least 1% of shares or at least Non-Binding Yes
EURS50,000,000 in market value
Canada Any shareowner, including beneficial shareowners. Non-Binding Yes
UsS Own at least 1% of shares, or at least 2,000 USD Non-Binding No

in market value

Notes: See Cziraki et al., "Shareholder Activism through Proxy Proposals”; Glass Lewis Proxy
Paper Guidelines for Brazil for 2014 (http://www.glasslewis.com/assets/uploads/2013/12/2014_
GUIDELINES_Brazil.pdf); ISS Corporate Governance: Recent Trends and New Developments
(http://www.issgovernance.com/files/ISSAmericasRegionalOverview.pdf); Canada Business
Corporations Act (http://laws-lois.justice.gc.ca/eng/acts/C-44/INDEX.HTML); SEC, Division of

Corporate Finance, Staff Legal Bulletin No. 14 (13 July 2001).

In addition, anecdotal evidence suggests that whereas many countries have adopted proxy
access, it tends to be used sparingly.’® As suggested by Becker et al. (2013), the pozential use
of proxy access may provide for more meaningful engagement between shareowners and
management, thereby increasing bipartisan representation on a company’s board of direc-
tors. This finding is corroborated by a 2009 study”? that found that in Canada, shareowner
nominations are often withdrawn before they reach a vote because firms are more willing

and more likely to reach agreements with investors to avoid a vote.

78Cziraki et al., “Shareholder Activism through Proxy Proposals.”

79Jun Yang, Zengxiang Wang, and Yunbi An, “An Empirical Analysis of Canadian Shareholder Proposals” (20

July 2009): http://dx.doi.org/10.2139/ssrn.1510248.

WWW.CFAINSTITUTE.ORG



Appendix E. Summary Information
on CalPERS' Share of Firm Market
Cap in Each of Its Portfolio
Companies

The table on the following pages summarizes the information underlying CalPERS’ mar-
ket share in each of its portfolio companies.
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