Director Oversight:
The Missing Link

The Context

The proliferation of the initiative increases the pressure
on corporations to make political spending decisions
that may be irrelevant to their interests and may expose
them to reputational and legal risk. As the proceeding
chapters have shown, companies that contribute directly
or indirectly to support or defeat initiatives may find
themselves associated with controversial causes and
political practices. This chapter of Taking Initiative
considers how these risks can be avoided and explains
why this responsibility falls on directors’ shoulders.

Many boards haven’t established procedures for

overseeing political activity. Fortunately, the process

by which a board can reclaim these oversight responsi-

bilities is straightforward and may be tailored to a

company’s particular circumstances. And shareholders

welcome working with companies and directors who

show leadership on these matters.® 93 The Conference Board, Politcal

Starting in 2003, as a result of efforts by the CENTER FOR Money: The Need for Director

PoLITICAL ACCOUNTABILITY and a group of shareholder
advocates, major corporations began to commit them-
selves to political transparency and accountability and
adopt policies and procedures to carry it out. As of June
2008, 52 companies have committed to disclose and
require board oversight of their political spending.

The list includes AMERICAN ExPRESS, DUPONT, INTEL,
HEWLETT PACKARD, PRUDENTIAL FINANCIAL and
PROCTER ¢ GAMBLE, all of which have agreed to post
on their website their soft money contributions as well
as political expenditures that are made through trade
associations and other tax-exempt organizations. 94 Bruce Freed and Bennett Freeman,

Oversight, Executive Action Report,

April, 2008.

“American Business Needs an Election
Cash Code," FT.com, July 9, 2007.

55



95 Karl Sandstrom, Conference on
Money, Politics and Corporate Risk,

New York City, February 25, 2008.

96 Adobe Systems, United Parcel Service
and United Technologies are three
companies that disclose their political
contributions in reports available on

the company websites.
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The Value of Disclosure

Some directors may balk at the idea of disclosure,
worried that it will needlessly reveal “proprietary”
information. On the contrary, decisions about
political spending in some instances lack a com-
pelling business rationale and may represent the
choice of a particular corporate officer or member
of the government relations staff rather than senior
management or the board as a whole.”

But the advantages of disclosure are concrete and
manifold.

Disclosure invites scrutiny, which directors should
welcome. As counterintuitive as this may seem to
those who prefer that company business be conducted
behind closed doors, the prudent board member will
appreciate that a corporation’s political spending is
as transparent as its other expenditures.

A willingness to disclose benefits a corporation in
two additional ways. First, it encourages thoughtful
political spending and careful oversight of that
spending. When managers and directors know that
their political activity will be subjected to sunlight,
they tend to make more considered spending decisions
at the outset, to think through the rationale and to
weigh the implications, and to avoid decisions that
may entail risks before they are irrevocable.

Second, disclosure represents a clear statement of

a corporation’s confidence in itself and the political
choices it has made. This invitation to examine the
corporation’s political spending ledger—usually through
disclosure statements on their websites®*—impresses
shareholders and stakeholders. The message it sends

is one of trust and confidence: our company has engaged
in this political activity only after examining the ration-
ale and assuring compliance with all applicable codes
and regulations.

Disclosure then, serves to enhance a company’s reputa-
tion—an asset of ever-increasing importance in today’s



global economy. As THE CONFERENCE BOARD, the leading
global business think tank, advises in its 2007 report,
Reputation Risk, directors must consider “the type of
recognition the company wants to receive from present

and future generations.”” And reputation, the report 97 The Conference Board, Reputation
underscores, cannot be separated from a company’s Risk, Report R-1412-07-WG,
long-term health. It reminds directors that corporate 2007,p.13.

reputation and shareholder value are directly related:

Specifically, studies show that corporations
ranking high in reputation are seen to
benefit from an average annual stock
increase of 20.1 percent whereas publicly
traded shares of a list of 10 companies
ranked at the bottom in reputation suffered

an average decline of 1.9 percent. * 98 The Conference Board, Reputation

Risk, Report R-1412-07-WG,
2007, p. 15.

Reputation Risk also identifies directors as the protectors

of corporate reputation. “It is the concept of reputation

capital—with its economic connotation as a shareholder

value enhancer—that places reputation risk management

within the boundaries of directors’ and officers’ fiduciary

duties.”®® Clearly then, boards are responsible for over- 99 The Conference Board, Reputation

seeing the reputation risks entailed by corporate Risk, Report R-1412-07-WG,

political spending. 2007,p. 13.

The power to protect
corporations from unwise political spending
is vested in the board of directors.

Oversight of Political Spending:

Directors’ Role and Responsibilities

The power to protect corporations from unwise political
spending is vested in the board of directors. A growing,
cross-disciplinary body of literature confirms this, and
suggests that directors, often unknowingly, are ceding
this key responsibility to managers who often fail to
grasp the potential hazards of political spending.
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2007, p. 2.
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Reuters, May 7, 2007.
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Charges,” USA Today, April 18, 2006.

Directors’ responsibility to oversee political spending
falls under the general category of a board’s duty to
reduce compliance and ethics related risks.'” The U.S.
Sentencing Commission’s Guideline for Organizations
and the U.S. Department of Justice’s Federal Prosecution
of Organizations also affirm that directors are account-
able for corporations’ ethical and compliance lapses.'

In recent years, prosecutors have shown themselves
particularly eager to seek out violators and enforce
these laws. The impetus for this more vigorous prose-
cution can be traced back to the Jack Abramoff scandal
of 2006, in which the lobbyist was found guilty of fraud,
tax evasion and conspiracy. But most salient among the
charges were those of influence peddling, and since then,
prosecutors have been “looking more closely at political
contributions for signs of corruption.”!®

Other examples abound. There was the chairman
and a top executive of VECo, an Alaska-based oil
services and construction company since acquired

by CH2M Hitri, who used company money to fund
individual employees’ campaign contributions. The
chairman and CEO each face prison terms.'® And
FREDDIE MAC paid a record $3.8 million in fines in
2006 for using corporate money to underwrite fund-
raisers for members of Congress."

The classic example of risky political spending involves
the corporation that has received a favor from a member
of Congress to whose re-election campaign it has contrib-
uted. But with the current trend of politicians closely tying
their elections to initiatives, and with candidates heading
up initiative committees themselves (candidate-controlled
ballot measure committees), corporations must approach
donations to all political campaigns with caution.

Business leaders have taken note of the changing climate
and involved directors in matters of ethics and compliance
before they find their own companies dealing with the
fallout from the unwanted attention of the media and
prosecutors. In Reputation Risk, The Conference Board



expounds on the heightened need for board oversight.'%

It notes the recent “erosion of public confidence in business
organizations,” and the spike in business articles and
scholarship dealing with issues of corporate reputation.

The report recommends that “[d]irectors should oversee
the design and implementation of a strategic, top-down,
and holistic management program where all business
events with potential consequences to the firm’s reputa-
tion capital are identified...”"® Managing the reputation
risks of political spending would, especially in the current
business climate, represent an important part of an overall
risk management strategy.

Shareholders share these views and are increasingly
likely to look to directors to account for political spend-
ing decisions. In a 2006 Mason-Dixon poll, 84 percent
of shareholders surveyed backed board oversight and
approval of “all direct and indirect [company] political
spending.”"’

The Directors Survey: The Will but Not the Way

In 2008, the CPA commissioned a poll to determine
directors’ familiarity with their oversight responsibilities
for political spending, and the extent to which they
were carrying out these responsibilities.'® The results
were startling. An overwhelming majority of directors
take these duties seriously, and expressed a high degree
of confidence in their internal reporting of political
activity. Yet only a small subset of directors polled had
a clear understanding of what oversight entails.

The survey asked 255 members of boards of directors
about their attitudes toward and knowledge of corporate
political activity—both in general and specific to their
company. Of those who participated, 57 percent were
internal or management board members and 43 percent
were independent or outside board members. The poll’s
margin of error is six percent.
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Risk,” Research Report R-1412-07-WG,

2007.
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Risk,” Research Report R-1412-07-WG,

2007, p. 10.

107 Mason-Dixon Polling & Research,
“Corporate Political Spending:
A Survey of American Shareholders,”
The Center for Political Accountability,
2006. Based on interviews with 800
adult shareholders between March 6
and 9, 2006, the poll has a margin of
error of +/-3.5 percentage points.
(Full survey available at
www.politicalaccountability.net.)

108 Ibid
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As for directors’ attitudes toward political spending,
majorities view it as a potentially risky corporate pursuit.
Sixty-six percent expressed concern that in recent years
high-profile scandals related to political activity “have
damaged the public’s confidence and trust in corporate
America.” It follows then, that strong majorities also saw
the need for board oversight of such activities. Sixty-two
percent were disposed to require board oversight for
corporate political expenditures, and 57 percent were
inclined to require board approval.

Those same directors also expressed support for greater
disclosure of corporate political activity. Seventy-six
percent showed support for requiring disclosure of
payments made to trade associations and other tax-
exempt organizations used for political purposes. And
68 percent either advocated or leaned toward requiring
the disclosure of standards governing corporate political
behavior. It can be extrapolated that majorities would
also likely approve of disclosure of contributions to
Initiative committees.

With directors’ widespread unease about careless political
giving, and the widely held belief in the necessity of board
oversight, it was surprising, then, how little those polled
understood of the rules and regulations governing corporate
political activity.

For example, 88 percent of directors did not know that
under current law, corporations are not required to report
all their political spending. And 62 percent did not know
that they are not required to seek board approval for this
spending. Furthermore, 87 percent did not know that
trade associations are not required to disclose their
corporate members or the beneficiaries of their

political expenditures.

Despite this ignorance of the law, directors reported
themselves familiar with it. Asked how familiar the
laws governing political spending and other corporate
political activity, 75 percent deemed themselves “very”
or “somewhat” familiar.



Monitoring political activity is not

inherently burdensome,
expensive or timeconsuming.

Perhaps this pair of statistics encapsulates the problem
best: while 86 percent reported themselves familiar with
their companies’ political activity, four in 1o directors
acknowledged that they do not receive reports detailing
political spending.

The CPA’s poll then, speaks to a contradiction within
boards: an understanding of the hazards of corporate
political spending, a will to monitor this activity, yet
an evident lack of knowledge about how effective
oversight is achieved.

The Board Member's

Guide to Oversight of Political Activity

Perhaps the most difficult part of establishing a clear,
coherent program to oversee political spending is to
convince fellow directors that the effort is an integral
part of their fiduciary duties. Monitoring political
activity is not inherently burdensome, expensive or time-
consuming. It is, in fact, a straightforward process that
builds shareholder confidence in corporate governance.
The CPA’s 2006 survey of shareholders found that
an “overwhelming majority” expressed concerns
that corporate political spending “puts corporations
at legal risk and endangers” shareholder value."”

Directors who understand the need for responsible
oversight can point to these shareholder concerns, but
also new scholarship on the topic. THE CONFERENCE
BoARD in April 2008 published “Political Money: The
Need for Director Oversight,” which advises that lack
of attention to political spending “has exposed compa-
nies to serious legal and reputation risks and, at times,
has turned out to be quite costly.”"® Proxy pressure is
also pushing in the direction of better oversight of poli-
tical spending. Risk METRICS, (formerly INSTITUTIONAL
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11 Ibid, p.3

112 Kaplan, p. 4

INVESTOR SERVICES) and PROXY GOVERNANCE, both
leading proxy-voting advisory services, routinely
recommend for most proxy resolutions calling

for political disclosure.!

Once a board is ready to implement a comprehensive
program to oversee political activity, it may take the
following steps, as outlined by Jeffrey M. Kaplan, an
attorney and adjunct professor of Markets, Ethics and
Law at New York University’s Stern School of Business.
Kaplan suggests first creating a committee of independent
directors to oversee political spending. But a new com-
mittee is not always necessary when an appropriate board
committee already exists. Its initial task is to review the

112

corporation’s rules on political spending and the proce-
dures for approving such expenditures. It is the committee
that receives reports of actual political expenditures, and
determines whether a business rationale underlies them,
and whether any may have been made in consideration of
an official act. The committee also receives annual reports
on political spending, and is charged to assess the efficacy
of the corporation’s oversight program and to suggest
ways of improving it.

Kaplan’s model allows for flexibility. Some corporations,
perhaps those in highly-regulated industries or those
which have had past problems with imprudent political
expenditures, may choose stricter rules regarding the
approval of expenditures and more frequent internal
reporting requirements. The general rule is to build
more checks into the system when the risks are high.
For all corporations, however, Kaplan recommends
periodic audits to assure that the proper authorities
have approved political expenditures, and that
disclosure statements are accurate.

As the above concrete steps will help safeguard a
company from the often unexpected risks that poli-
tical spending entails, so will an attitudinal shift among
directors—a new, broader understanding of their roles
as active protectors of corporate health and shareholder



wealth. The Conference Board’s Corporate Governance
Handbook 2007 describes this approach succinctly:
“Senior executives and boards of directors [need] ... to
abandon the traditional view of corporate governance
as a regulatory burden and actively think about how to
creatively address the specific governance issues their
companies are facing.”" 113 Matteo Tonello and Carolyn K.

One way of embracing this more comprehensive view Brancato, Corporate Govermance

of director responsibility is to adopt a code of conduct on
political spending, which was developed by the CENTER
FOR POLITICAL ACCOUNTABILITY and several leaders
in the socially-responsible investment community. (It

is included in the appendix to this report.) The code
draws on the best practices of leading public companies
in this area and existing law.

Handbook 2007; Legal Standards
and Board Practices, The Conference
Board Research Report 1405,

2007, p.10.

A simple question may also help board members to

understand their roles as overseers of political spending.

Lawrence Samuels, who heads the corporate services

practice of MAGUIREWoODS in Chicago, asks directors

to continually assess corporate political spending practices

by applying what he has called “the mother test:” Were a

company’s political spending practices to appear in the

newspaper, Samuels asks, how would your mother react?

If mother would not be proud, Samuels advises, the

political CXpCl’ldituI‘C should not be made." 114 Larry Samuels, The Conference Board

But directors shouldn’t rely on their good judgment alone Directors nsttute meeting, Chicago,

as they strengthen their oversight of political spending.
They may want to consider outside help—independent,
objective counsel and expertise that can confirm the

March 6, 2008.

accuracy of reporting and the reliability of managers’
advice. As John C. Coffee, Jr., the Adolf A. Berle
Professor of Law at the Columbia University Law
School and the director of its Center on Corporate
Governance, advises:

No board can outperform its gatekeepers.
The board of directors in the United States
is today composed of directors who are
essentially part-time performers with other
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demanding responsibilities. So structured,
the board is blind, except to the extent that
the corporation’s managers or its indepen-
dent gatekeepers advise it of impending
problems. In the absence of independent
professionals—auditors, attorneys and
analysts—boards will predictably receive
a stream of selectively edited information
from corporate managers that presents
the incumbent management in the most
favorable light."®

For directors who seek to fulfill their oversight responsi-
bilities, objective, independent counsel is indispensable.

Conclusion: The Case for

Board Initiative on Corporate Political Spending

Despite the legal and business rationale for strengthening
board oversight over political spending, some directors
don’t fully perform these responsibilities. They may also
argue against disclosure of political activity: if it is not
required by law, they say, don’t invite the public scrutiny.

Taking Initiative turns this argument on its head: pre-
cisely because a corporation opens itself to greater public
scrutiny, that corporation may be better positioned to
make more considered political spending decisions and
win the trust of shareholders and the loyalty of customers
and other stakeholders. When a board and managers
understand that the recipients and amounts of its political
spending will be available to the media and the public,
they work harder to assure that there is a compelling
business rationale for giving. A company which embraces
disclosure creates additional protections from just the
sort of closed-door decisions that can lead to risky political
spending decisions that include direct and indirect contri-
butions to the proliferating initiative committee.



The initiative is a particularly hazardous destination for
corporate political dollars. The pressure to give is high,
the laws governing the initiative are lax, and its goals are
often controversial. Taking Initiative serves as an alert to
directors whose companies may contribute to initiatives
with little attention as to the consequences. But it also
more generally suggests to directors that assuming the
mantle of oversight over all corporate political activity
may help their companies.

Taking Initiative does not counsel against corporate
political spending, but it does counsel against unin-
formed spending. When directors fail to assume their
responsibilities as overseers of corporate political
activity, a corporation’s political expenditures are
by definition careless and uncontrolled, in that only
directors—by law and by reason—are charged to
oversee corporate political activity. The directors who
take this accountability seriously demonstrate—to
shareholders, customers and managers alike—a
willingness to reduce unnecessary risk.





