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Acredula is the
Latin word for “owl,”
connoting wisdom.
This newsletter is
intended as wise
counsel for boards and
executives.  Acredula
is available to clients
and friends of the
firm.  It is not to be
construed as legal
advice or opinion.
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EDITOR’S
NOTE

The basic principle of the Sarbanes-Oxley Act
of 2002 (SOX) is that the first and best line of
defense against corporate mismanagement and
fraud is independent oversight of management
by independent directors with the assistance of
independent advisers, including independent au-
dits of financial statements by independent au-
ditors, and accountability
of executives for the infor-
mation provided.  How-
ever, SOX is only one of a
complex maze of federal
and state laws dealing with
corporate governance and
responsibility.  This maze
of laws ranges from state statutory and common
laws to federal tax and securities laws to laws
governing the conduct of lawyers and accoun-
tants.  One of the most important of these laws
are the rules regarding regulated industries – such
as insurance and banking regulations for
management and the safety and soundness of
insurers, banks, and their holding companies.

This issue of Acredula examines corporate
governance trends and recent observations from
Robert H. Moone, David Lehman and me, includ-
ing recent activities by regulators of the banking
and insurance industry.

Bob Moone is Chairman, CEO and President of
State Auto Financial Corporation and State
Automobile Mutual Insurance Company.  Bob
shares some of his observations regarding recent
activities of the Securities Exchange Commission
and Nasdaq.

David Lehman is President of Mennonite Mu-
tual.  David has had recent experience with the

Relying on Common Sense,
Not Complex Rules to Identify Fraud

Ohio Department of Insurance in its triennial
examination of Mennonite Mutual.

The article also in-
cludes recent trends
from a Buck Consult-
ants survey.

Without being critical
of recent activity by
regulators, the three
of us conclude in the
article that independent
directors are the first
and best line of defense
against dishonest and

unethical behavior, especially when:

• Aware of their fiduciary duties of care and
of loyalty

• Educated as to their company’s business
and products

• Empowered with appropriate authority

• Authorized, when deemed appropriate
in their discretion, to engage independent
legal counsel or other advisors.

This line of defense is even better when coupled
with the combination of an independent exter-
nal auditor and a competent internal auditor that
report to those independent directors, with each
freely communicating with the other.

Common sense can better identify dishonest or
unethical behavior better than complex rules.
Independent directors, the external auditor and
any internal auditor are much closer and more
knowledgeable to oversee an organization’s
activities than any regulator.  These are the best
stewards of our public companies.
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Corporate Governance Observations
and Recent Trends

Enron, Tyco, Imclone, Dynergy, Adelphia and
WorldCom have shaken investor confidence in cor-
porate America.  The focus of Congress, the SEC,
the stock exchanges, institutional investors, rating
agencies, large creditors, and even unions is inde-
pendent oversight of management.  All view that
the best line of defense against corruption is a com-
bination of independent directors with an indepen-
dent external auditor and a competent internal au-
ditor that report to those independent directors, with
each freely communicating with the other.  Regu-
lators of regulated industries such as banking and
insurance now have the same focus.  The purpose
of this article is to share (i) observations of what
financial services industry regulators are doing and
(ii) trends form recent surveys on board governance
in a post-SOX (Sarbanes-Oxley) environment.

Observations of what
regulators are doing
From the view point of our practice of law, finan-
cial services industry regulators are increasingly

treating governance as the “founda-
tion of the safe and sound operation”
of a financial service company.  Al-
though mutual insurance companies
are not subject to SOX or the SEC,
NYSE, Nasdaq or Public Company
Accounting Oversight Board
(PCAOB) rules thereunder, insurance
regulators are likely to recommend
that all companies, not just those
subject to SOX, adopt some of the
corporate governance practices result-
ing from SOX to the extent feasible
given each company’s size, complex-

ity, and risk profile, just as banking regulators have.1
Below are some observations of the corporate gov-
ernance practices that we see as the current focus
of regulators:

1. Board composition.  In addition to the
independence required by SOX for audit
committee members and by NYSE and Nasdaq
for a majority of board members as well as
for compensation and nominating/governance
committee members, regulators are increas-
ingly taking the position that sound corporate
practice requires boards to review the particu-
lar knowledge and experience that each
independent director candidate brings to the
company as a whole.  We have heard regula-
tors say that boards need to have the knowl-

edge and experience to understand not only
the company’s business, but, more particularly
for the financial services industry, the
company’s products.  In addition, regulators
are increasingly inquiring whether a board has
sufficient independent directors with financial
knowledge and experience to serve as an au-
dit committee; with compensation knowledge
and experience to serve as a compensation
committee; and governance knowledge and
experience to serve as a nominating/gover-
nance committee.

2. Independence among boards of affiliates.
In addition to the SOX, NYSE and Nasdaq
definitions of independence from manage-
ment, regulators are increasingly taking the
position that sound corporate governance re-
quires independence of at least some of the
independent directors from affiliated compa-
nies.  For example, regulators believe sound
corporate practice requires that the boards of
a parent and of a subsidiary consist of inde-
pendent directors who are not on the board of
the other.  When two or more entities having
common directors on their boards are parties
to, or otherwise have interests in, the same
transaction, regulators are increasingly exam-
ining minutes of board proceedings to deter-
mine whether these transactions were consid-
ered separately by the non-common directors.

3. Independent oversight of the amount and
incentives of compensation.  Regulators are
increasingly taking the position that sound
corporate practice requires independent over-
sight of the amount and incentives of execu-
tive compensation.  Regulators appear keenly
aware that the courts are finding that abusive
compensation practices with misplaced
incentives were the major contributing factors
to fraud at Enron and WorldCom.  We can as-
sume regulators are also keenly aware of the
SEC’s public questioning of the oversight of
the amount and incentives of the compensa-
tion to which the boards of the NYSE and
General Electric either agreed or acquiesced.

4. Internal controls and the internal audit
function.  More and more, regulators are tak-
ing the position that all companies need to have
internal controls comparable to those required
of public reporting companies and, if the com-
pany is of a sufficient size or complexity, all
companies need to have an internal audit
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function.  Regulators are increasingly exam-
ining whether these internal controls are
being periodically evaluated and tested under
the oversight of the company’s board or
audit committee.

5. Oversight of the audit process.  Regulators
are increasingly taking the position that sound
corporate practice requires oversight of the
audit process of any company, whether or not
subject to SOX, by the independent directors
of the company’s governing board or an audit
committee of independent directors of the
board.  Regulators are examining the extent
that the board or audit committee have, and
actually exercise, authority for hiring, firing,
and determining the compensation and scope
of both audit and non-audit work of the
external auditor as well as for their authority
for overseeing that internal controls are
effected.  Regulators are encouraging boards
of companies not otherwise required to do so
to establish an audit committee consisting
entirely of independent directors and are
examining engagement letters with external
auditors to determine whether the auditor
reports to the board or audit committee rather
than to management.

6. Elimination of non-audit services by the
external auditor.  To provide confidence in
the financial statements of any regulated
company, regulators are taking the position
that sound corporate practice requires that all
companies, whether or not subject to SOX,
are to have an audit report by an external
auditor independent of any interest in provid-
ing services to the organization other than
audit and tax services.

7. Continuing board education.  Because fi-
nancial products and services being offered
by the financial services industry are increas-
ingly more complex, regulators are taking the
position that sound corporate practice requires
companies to educate the board on these
products.  In addition, regulators believe that
sound corporate practice requires companies
to periodically refresh boards on:

• Basic fiduciary duties;
• Advanced fiduciary duties, such as

during a merger or acquisition;
• The functions of the board and the

functions of management;
• The board’s role in regulatory relationships;
• Applicability of various consumer laws;
• Applicability of various securities laws;
• Prohibition or policies regarding insider

loans;
• Overview of related party transactions;

and

• The board’s and auditor’s role in
compliance.

8. Accounting issues.  Regulators are strongly
encouraging companies to make all material
correcting adjustments identified by external
auditors regardless of the type of external au-
diting program the company has implemented
and to disclose material off-balance sheet
transactions to ensure that examiners and other
users of the financial statements are aware of
them and can include them in their evaluation
of the company’s condition and risk profile.

9. Conflicts of interest.  More and more, regu-
lators are taking the position that sound cor-
porate practice requires knowledge by the
board and management of potential conflicts
of interest.  Regulators are examining codes
of conduct or policies to determine if they re-
quire a company’s directors and officers to
disclose all potential conflicts of interest, in-
cluding those in which they have been inad-
vertently placed due to either business or per-
sonal relationships with customers, suppliers,
business associates, or competitors of the bank.
They are also examining whether such rela-
tions are, as a matter of course, being disclosed.

Trends from recent surveys
Buck Consultants, a human resources consulting
firm based in New York, released a Board of Di-
rectors Survey in June 2003.  We can observe the
following trends when comparing the Buck Survey
with surveys conducted by Executive Compensa-
tion Advisory Services in 2002 and 2001 and by
Acredula in 2000.

Board CompositionBoard CompositionBoard CompositionBoard CompositionBoard Composition
Management versus non-management
members
The Buck Survey shows a continuing decrease,
albeit at a lesser rate than from prior surveys, in the
number of management or “inside” directors as
boards add directors to meet the independence
requirements for audit and the other oversight
committees.

Total number Inside directors Outside directors
of directors as percent as percent

of total of total

75th percentile 11 22% 89%

Median 9 14% 86%

25th percentile 8 11% 78%

Average age of directors
As reported in the Buck Survey, the age of direc-
tors is not significantly different from prior surveys.
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Total number of directors

75th percentile 61
Median 59
25th percentile 56

Types of expertise represented on boards
Although CEOs of other companies remain the prin-
cipal expertise represented by board members
(which was a trend through the 1990s), the Buck
Survey shows a trend beginning in the 2000s to
broaden the expertise present on boards.

Criteria cited by the
percentage of the

Expertise  surveyed companies

Active CEO from
other companies 82%

Active senior executive
(other than CEO) from
other companies 75%

Academician 46%

Consultant 42%

Venture capitalist 34%

Retired company executive 33%

Independent attorney 31%

Major shareholder 29%

Investment technology executive 25%

Investment banker 19%

Former government official 17%

Commercial banker 13%

Physician 12%

Academicians, consultants and investment technol-
ogy executives have increased, while retired
company executives, investment bankers and
commercial bankers have decreased when com-
pared to prior surveys.

Financial reporting experience
The percent of board members with financial
reporting experience is increasing and will likely
continue to do so as boards find members to meet
the requirements for their audit and compensation
committees.

Percent of board members
with financial

reporting experience

75th percentile 29%

Median 17%

25th percentile 11%

Board members whose employers do
business with the company
The percent of board members whose employers
(or former employers) do business with the com-
pany is as follows:

Percent of board members whose
employers (or former employers)

do business with the company

75th percentile 33%
Median 22%
25th percentile 14%

The percentage of board members whose employ-
ers do business with the company is decreasing,
albeit slowly.

Staggered board terms
Substantially all boards have staggered terms
despite concerns of regulators and investors to
the contrary.

Percent of boards with
 staggered terms

Yes 94%
No 6%

Board proceedingsBoard proceedingsBoard proceedingsBoard proceedingsBoard proceedings
Number of board meetings
The Buck Survey shows a continuing increase in
the number of board meetings from prior surveys.

Total Number In-Person Telephonic
of Meetings Meetings meetings

75th percentile 9 100% 25%

Median 7 100% 0%

25th percentile 5 75% 0%

Length of board meetings
The Buck Survey shows a continuing trend
toward longer board meetings when compared
to prior surveys.

Length of meeting Percent of boards

0.5 day 33%

Full day 42%

1.5 days 14%

2 days 8%

More than 2 days 2%
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Boards meeting regularly without
management
Although we do not have comparable prior data,
over half of the surveyed companies’ boards meet
regularly without management according to the
Buck Survey.

Percent of boards meeting
regularly without management

Yes 55%

No 45%

Types of board committees
The Buck Survey shows a continuing increase in
audit, compensation and nominating/governance
committees, and a decrease in executive commit-
tees from prior surveys.

Committee Percent of boards

 Audit 99%

Compensation 99%

Nominating/governance 47%

Executive 38%

Finance 17%

Investment 7%

Strategic planning 5%

Pension 4%

Public policy 4%

Environmental 4%

Number of committee meetings
The Buck Survey shows a continuing increase in the
number of audit, compensation and nominating/
governance committee meetings, and a decrease in
executive committee meetings from prior surveys.

Board evaluations
The Buck Surveys shows an increase in the num-
ber of boards evaluating themselves annually, but a
vast majority of boards do no such evaluations.

Percent of boards evaluating
themselves annually

Yes 17%

No 83%

Of those boards that perform an evaluation, the
following shows the type of evaluation:

Percent of boards

Peer review only 34%

Self evaluation only 34%

Combination 31%

Of those boards that perform an evaluation, the
following shows the criteria used:

Percent of boards

Over-all contribution 83%

Business knowledge 76%

Industry awareness 76%

Committee work contributions 72%

Board participation, speaking out 72%

Provides valuable input 69%

Attendance 66%

Teamwork 62%

Meeting preparation 59%

Long-range planning contributions 45%

Available when needed 38%

Recent and antici-Recent and antici-Recent and antici-Recent and antici-Recent and antici-
pated changespated changespated changespated changespated changes
Recent changes as a
result of SOX and
increased focus on
governance
Although we do not have
comparable prior data, the
Buck Survey shows the fol-
lowing changes have been
made during the past years
by boards of the surveyed
companies:

Committee            25th percentile   Median 75th percentile

Audit 4 6 8

Compensation 3 4 6

Nominating/

governance 1 3 4

Executive 0 1 4

Finance 2 3 4

Investment 2 4 4

Strategic planning 2 3 5

Pension 2 3 5

Public policy 2 2 3

Environmental 1 2 4
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Anticipated changes as a result of SOX
and governance
Although again we do not have comparable prior
data, the Buck Survey shows the following changes
are anticipated during the ensuing year by boards
of surveyed companies:

Conclusion
Neither Congress nor
regulators can mandate
honesty and ethics
with legislation and
rules.  As said by Alan
Greenspan, “rules can-
not substitute for char-
acter.”2  What we need
is business leaders with
high ethical standards.
Independent directors

of a board of a public company are the first and
best line of defense against dishonest and unethi-
cal behavior.  We should be focusing on how we
attract and retain those types of directors as stew-
ards of our publicly-held companies.

Change Percent of boards

Realigned committee membership 46%

Hired independent consultant 43%

Sought new board member with certain expertise 42%

Increased number of committee meetings 39%

Committees held meetings without management 33%

Provided director education 18%

Increased number of full board meetings 8%

Change Percent of boards

Seek new board member with certain expertise 24%

Provide director education 17%

Realign committee membership 16%

Hold committee meetings

without management 14%

Increase number of

committee meetings 11%

Hire independent consultant 11%

Increased number of

full board meetings 9%

1 March 2002 speech at the
Stern School of Business,
New York University.


