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Shareholder Nomination of Directors 

The Securities & Exchange Commission (the “Commission”) has issued proposed rules, Security Holder Director Nominations
, (the “Rules”) for public comment.  The Rules are intended to give shareholders more access to company proxy materials to include board of director nominees of their choosing.  The comment period ends December 22, 2003.  This is a summary of the Rules.  

Overview

Section 14(a) of the 1934 Securities Exchange Act (the “Exchange Act”) authorizes the Commission to prescribe proxy solicitation rules that are “necessary or appropriate in the public interest or for the protection of investors
.”  The Commission believes the Rules advance the public interest by helping “facilitate the full and informed exercise of existing security holder nomination and voting rights.”  Currently, shareholders wishing to nominate candidates for the board of directors must mount an expensive proxy campaign.  Due to the large cost and great deal of time necessary, the number of campaigns launched is limited.  Nominees of the current board of directors are funded by the corporation.  Opponents of the Rules question whether they go far enough to protect the average shareholder given certain provisions limit access to “long-term” shareholders who are normally large institutional investors.    

The Rules and the Nomination Procedure

The Rules create a nomination procedure, which if triggered, provides for nominees of long-term shareholders or groups of long-term security holders owning a large amount of corporate securities to be included in company proxy materials.  The Rules do not apply if the applicable state law
 prohibits shareholder nomination of directors.  The major provisions of the Rules are as follows:      

· Scope - the Rules would be applicable to all companies that are subject to the Exchange Act proxy rules
· Triggering events – the Rules include two triggering events making the  nomination procedure operative for the respective company:
· At least one of the company’s nominees for the board of directors received “withhold” votes from more than 35% of the votes cast at an annual meeting at which directors were elected and held after January 1, 2004 

· A security holder proposal to have the company become subject to the nomination procedure (1) is properly submitted by a security holder or group holding more than 1% of the company’s securities entitled to vote (2) such shares have been held for more than one year and (3) the proposal received more than 50% of the votes cast
.   

· The Commission is considering a third event that would trigger the nomination procedure.  If a proposal is submitted by a more than 1% shareholder who has owned the shares for more than one year and (A) the proposal received more than 50% of the votes case and (B) the board of directors failed to implement the proposal by the 120th day prior to the proxy mailing date.

· New Disclosures in Periodic Reports – the Rules would require disclosure that the company is subject to the nomination procedure in Forms 10-K or 10-KSB, 10-Q or 10-QSB in the period in which the triggering event occurs.  

Nominating Hurdles

Successfully triggering the nomination procedure does not end the process.  The Rules include a number of hurdles to be overcome by a shareholder in order to submit a nomination.  Such hurdles include:

· Eligibility requirements – shareholder must (1) own more than 5% of securities eligible to vote (5% calculated using shares held continuously for more than two years), (2) intend to hold such shares through the date of the meeting, and (3) eligible to and have filed necessary Schedule 13G reports, reporting changes to beneficial ownership

· Nominee contrary to law – a company would not be required to include a nominee if doing so would violate state or federal law or that of a national exchange market (for instance, a nominee barred from the securities industry)

· Standards of independence – the Rules limit relationships between the shareholder or group submitting the nomination and the nominee.  A shareholder nominee is precluded from being nominated if:

· Nominating shareholder and nominee are the same person, part of the same group or a member of each others immediate family

· Nominating shareholder is an entity and nominee or member of his/her immediate family is currently or has been in last proceeding calendar year employed with the entity    

· Nominee has accepted, directly or indirectly, during the year or proceeding calendar year, consulting, advisory or other compensatory fees from nominating shareholder (excluding fixed amounts received under a retirement plan)

· Nominee is an executive officer or director of nominating entity

· Nominee controls the nominating entity

T





g





TRAFALGAR group


SEC reporting, financial accounting and disclosure champions








� Securities & Exchange � HYPERLINK "http://www.sec.gov/rules/proposed/34-48626.htm" ��Release No. 34-48626�.


� Securities Exchange Act, � HYPERLINK "http://www.law.uc.edu/CCL/34Act/sec14.html" ��15 U.S.C. 78n�


� The Commission has taken an expansive view of “prohibited by state law.” The Rules provide that if state law permits companies to allow shareholder nomination of directors within their articles of incorporation or bylaws, nomination would be considered against state law for purposes of applying the Rules.  


� The security holders or groups must provide evidence that they satisfy both requirements when they submit their proposals.  In addition, the Rules would require disclosure that a shareholder proposal has been submitted by a more than 1% shareholder who has held such shares for more than a year (the Commission encourages such disclosure pending the final outcome of the Rules.
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