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We recognize that you are busier than ever. In addition to your regular board duties, there are a

multitude of government agencies weighing in on what should happen in the boardroom. As rules

related to the Dodd-Frank Wall Street Reform and Consumer Protection Act continue to roll out,

there’s talk of forcing audit committees to replace their outside audit firms after a certain period of

time, as well as growing support for giving shareholders a say on company political contributions. 

The Board Governance Series—now produced quarterly to better keep board members up to

speed—is pleased to present Volume 20, where top business advisers share their thoughts on

political spending and its impact on the boardroom, as well as tackle the topic of mandatory audit

firm rotation, which would have a huge effect on audit committees and the entire company. This

edition also covers executive employment contracts, from how best to unwind tricky perks that, 

once accepted as the norm, now create strife with the shareholder base to debating if such contracts

are still necessary for attracting and retaining top talent. 

As a complement to this supplement, I encourage you to visit our website to view the webcasts and

better “meet” the series contributors. At Corporate Board Member, we strive to provide directors

with the tools they need to make informed, up-to-date decisions in order to best serve their

companies. We are confident the three interviews spotlighted here and online will help you in your

role as board member.

Dear Corporate Director:

TK KERSTETTER
President
Corporate Board Member 
An NYSE Euronext Company
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As this topic has become increasingly important to investors, boards need to understand what management 
is trying to accomplish with its political spending and what controls are in place around it.
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Issues surrounding the use of employment contracts are heating up. In the current environment, are executive 
employment contracts necessary for attracting and retaining top talent, or is there a better method?
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Board members, audit professionals, and even some investors have spoken out about mandated audit firm 
rotation proposals. But if mandated rotation is not the answer, how can better independence and objectivity 
be achieved?
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We're discussing corporate political
spending, an issue that has gotten 
a lot of media attention—in part
because this is the first presidential
election cycle since the Supreme
Court’s 2010 decision on Citizens
United. Could you outline what has
changed as a result of Citizens
United and what hasn’t?

I’ll start with what hasn’t changed.
Companies can still contribute to 
trade associations or not-for-profit
organizations that, in turn, use those
funds for political purposes. Companies
can also still do what’s called issue
advocacy, which means they can take
out ads and run campaigns around
issues. Third, companies can still have
their own political action committees
(PACs). Those company PACs are
subject to strict donation limits 
(both in terms of amount and the 
fact that donations can come only
from individuals, such as company
employees and company executives)
and have extensive disclosure
requirements. So companies can
continue to participate in the political
process in these well-established ways. 

What has changed is the rise of the
Super PAC. Super PACs don’t face any
limits on donations. Companies may
donate company funds to Super PACs
with no disclosure requirements, and
those funds can be used to electioneer
or directly advocate for or against a
specific federal candidate.

While companies do not have to
disclose their corporate political
spending, some are choosing to do
so, aren't they?

That’s correct. There are no
requirements for a company to
disclose its political spending. That
said, it’s amazing how things have
shifted in just a few years. In 2005,
only one company was providing
disclosure about corporate political
spending. Today, approximately 
two-thirds of S&P 100 companies are
providing some disclosure of certain
elements of their political spending.
What’s notable, though, is to what
degree this voluntary disclosure is
limited to larger companies. There are
only a few dozen smaller companies
that are providing any political
spending disclosure at this time. 

When we look at what these companies
are disclosing about their political
spending, it falls under a few key
areas. First, they disclose their
donations to trade associations that
are used for political purposes. Second,
they generally disclose their policies
or their guidelines around political
spending. Third, they may disclose
who, by title or position, is involved 
in approving the donations and also
discuss what role the board plays in
overseeing political spending.

How is this playing out with
shareholders? Are institutional
investors focusing more on
corporate political spending?

Institutional investors definitely are
focusing on this area. The push for
corporate political spending disclosures
is a key issue in the 2012 proxy

season. Approximately 40% of all
shareholder proposals this year focus
on a request for more disclosure and
more insight into political spending.  
A few proposals go beyond just asking
for reports. Some ask for a shareholder
advisory vote, a “say on spending.” 
A few other proposals ask companies
to cease all political activities. And
there are a few other shareholder
proposals that seek more information
about what companies are doing 
from a lobbying perspective. 

Those are the proposals. How might
shareholders vote on them?

Institutional Shareholder Services, a
major proxy advisory firm, announced
it was changing its political spending
policy in early 2012. If there is a
shareholder proposal for political

spending disclosure, ISS will recommend
a vote in favor. Similarly, some of the
major institutional shareholders, such
as CalPERS and CalSTRS, have said
they will vote in favor of shareholder
proposals that call for disclosure of
corporate political spending.

With the backing of significant
institutional investors and ISS, and
so many shareholder proposals on
the topic, are boards starting to
focus more on this issue as well?

We believe boards are beginning to,
and we see it in two key ways. Some
boards have asked management for 
a year-end report that retroactively
looks at political spending. We see
other boards take more of a proactive
stance and, much like they do with
capital budgets, discuss planned
political spending with management 
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Directors increasingly recognize how
important an issue political spending is

becoming for many institutional investors.



at the start of the year. They ask such
questions as: What are you planning 
to spend? What are the limits? What
are your objectives? 

Directors increasingly recognize how
important an issue this is becoming
for many institutional investors. And
so, through board discussion, they
seek to understand what management
is trying to accomplish with its
political spending and what controls
are in place around the spending, as
well as what some of the potential
reputational risks might be to the
company. Whether or not a company
is choosing to voluntarily disclose
information on its political spending,
these are some good topics for
conversation in the boardroom. 

Finally, to underscore how much 
focus there is on corporate political
spending, there is a proposed law that
would require companies to disclose
their political spending. At this time,
it’s a little too early to say whether 
or not it will ultimately pass, but it
reinforces how much focus there is 
on corporate activity in the political
arena these days.
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In recent years, there has been some
talk in boardrooms about limiting
the use of employment contracts 
as well as discussion about 
whether or not these contracts 
are necessary. In the current
environment, are executive
employment contracts necessary 
for attracting and retaining top
talent, or is there a better method?

That’s a good question. These days we
are having a lot of conversations with
board members about whether or not
contracts make a whole lot of sense.
There is plenty of external pressure
and scrutiny on certain provisions
included in contracts, so it is a timely
topic. Boards are trying to determine
how to get away from contracts as
well as use other vehicles to get some
of the same benefits that contracts
provide, but with fewer constrictions
and limitations. So the answer to your
question is yes, there are other vehicles
that provide the same protections. 

For example, formal offer letters 
can be used to document the terms 
of the employment relationship, the
job description, the expectations of
the individual, and the specific
compensation terms—the base pay, 
the annual incentives, and the long-
term incentives. Further, one-time
retention agreements can be used 
to document certain guaranteed
payments such as sign-on bonuses,
guaranteed bonuses, retention
bonuses, and other incentives that 
are more one-time in nature. Another
example is severance—general

severance protection and change-of-
control severance protection. Often
these are key features in employment
contracts. The same sort of protection
can be provided through broader
policies that cover groups of executives,
not necessarily specific individuals. 

And finally, restrictive covenants are
typical benefits to the company that
are embedded in an employment
contract. Restrictive covenants include
non-compete, non-solicitation, non-
disparagement, and non-disclosure
language, and that sort of protection
can be embedded in various different
agreements, for example, a long-term
incentive award agreement. So, if an
executive accepts a stock option
grant, there may be language in the
agreement that states that he or she
will agree to not compete, solicit
employees, or disparage the organization
for a period of time post-employment.

What issues do you see boards
struggling with relative to existing
employment contracts?

The biggest issue is that a lot 
of organizations have contracts 
that have been in place for several
years–they’ve been in place for 
10-plus years. Market conditions have
evolved over time, and best practices
and emerging best practices have
shifted. However, oftentimes
employment contracts are evergreen
in nature, so they continue to renew
each year with the same features. 
And now shareholders and shareholder
advocates, such as ISS and Glass
Lewis that inform proxy voting, 
are highlighting some issues and
concerns and are pushing back 
on some of the features of those
legacy agreements. 

Can you offer examples of some of
the features embedded in these
contracts that boards tend to be
struggling with these days?

The first one is guaranteed payments–
for example, guaranteed bonuses or 
a guaranteed minimum level of long-
term incentives that will be granted.

These are basically fixed components
of pay that are considered
non–performance based that are
contractually obligated to be paid 
by the employer to the employee. 

Along the same lines are rich, above-
market benefits or perquisites. They’re
delivering a fixed value that is also 
not performance based. 

Severance is another example.
Severance packages over time have
declined in value. So while some older
agreements have severance packages
in excess of two to three times pay,
the market is trending closer to two
times pay for most severance
scenarios.  

Another severance-related issue is 
tax gross-ups associated with change-
in-control severance payments (i.e.,
280G excise tax gross-up). Many
agreements currently have tax 
gross-up protection embedded in
them. This is a hot issue boards are
struggling with because it’s a very
expensive benefit, and again, it’s not
necessarily performance-based. 

Definitions of termination reasons,
specifically “for cause” and “good
reason” definitions are also common
issues with employment contracts.
Often the language is loose and not
specific enough, so the severance
payments may not necessarily be
highly correlated with the termination
reason. 

And then finally, the term of the
contract is a common issue. Automatic
renewals have been very common.
Shareholders are looking for a specified
term. Oftentimes the contract is put 
in place because there’s uncertainty
associated with the job, especially a
new hire, or there’s M&A activity, or 
an IPO, or some other event that
increases risk. After a specified period
of time (e.g., three to five years), the
uncertainty or the risk declines and
the relationship between the executive
and the board improves. The individual
knows more about the organization
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and the upside and the downside, so
there may not necessarily be a need
for a longer-term contract. Going
forward, boards may be able to use
some of the vehicles we discussed
earlier to provide similar protections.

If boards are struggling with some
of these problematic features, 
what can they do?

The simplest way, and one we’ve seen
to be effective, is to have a conversation
with the individual executive who is
impacted by some of these provisions.
Ideally an agreement is reached with
the executive to voluntarily give up a
certain feature because it’s distracting
to the board and the company, and
chances are that it may not be a
significant issue for the individual. If,
for example, it’s a tax gross-up feature
and the likelihood of a change in
control is very low, it may not have a
huge value to the executive.

That said, it doesn’t always work that
way. So often there’s a need to do
some trading, to give up one feature
in exchange for another. One example
is the 280G excise tax protection I just
mentioned. There are a few different
ways you can take that language out
of a contract. 

One, and this is the preferred
methodology since it is contingent
upon being severed after a change-
in-control event, is to try to replace
the contingent benefit with another
contingent benefit. For example, if the
severance package isn’t necessarily
market competitive, perhaps creating
a more attractive severance package
is a fair exchange. Or if the treatment
of outstanding equity upon termination
isn’t necessarily market competitive,
the board can change the treatment
and provide more lucrative benefits
upon a severance event in exchange
for  the benefit that’s really causing
more of a concern to the board. 

The second way of removing an excise
tax feature is to calculate the estimated
value of the benefit. The board could

take a snapshot of what the impact
would be today if a change in control
occurred and the executive was
terminated. Then, estimate the
likelihood of some sort of change-in-
control severance event occurring.
Let’s say the probability is about 
25%. Take the value, discount it by 
the probability, and come up with an
estimated value. And the gross-up 
can be replaced with an equity vehicle,
such as restricted stock or some other
incentive vehicle. It’s a reasonably fair
way of valuing that benefit. 

And the last way you could address
the take-away is to not necessarily 
do a tradeoff, but rather to enhance
some other form of compensation or
another term that may be important
to the executive. For example, if equity
grants historically have not been
market competitive, boards can decide
to increase the equity awards going
forward. So the overall pay package 
is more market competitive and
attractive to the individual, while the
feature that is in question is removed.
So it’s not necessarily one for one, 
but it’s a give and take.

Those are some good ideas for 
board members who are looking to
unwind some of these features. Is
there anything else you’d suggest to
boards relative to implementing
changes to existing contracts?

My advice for boards is to look at 
the contracts that are in place and
have a discussion about whether they
are truly necessary. Can you
accomplish some of the same
objectives that the contract is
achieving through other vehicles, 
such as those we’ve discussed here,
that might offer a good shift in
direction going forward? 

If it’s not possible to eliminate existing
contracts, then boards may decide 
to limit any new contracts going
forward; and when used, contracts
should have a fixed term vs. evergreen
renewals so there is a point in time
when there’s a reason to go back and
renegotiate the terms.  

Another thing boards should do on 
an annual basis, preferably, is at 
least have an understanding of the
contract terms versus current market
competitive practices, as well as

emerging market practices, just to
understand what the terms are and 
if there’s anything that may be of
concern. Maybe there aren’t any
concerns, but it’s better to be
prepared in advance rather than 
learn of potential issues after the 
auto renewal date or after the fixed
term expires. It’s best to be prepared
for whatever conversations need to 
be had at that point.

Is the trend to move away from
employment contracts?

I would say there is a trend away 
from employment contracts. Many
organizations are trying to limit new
contracts and are dealing with their
existing contracts separately. Another
reason for not adding new contracts 
is they tend to be contagious. Once a
few executives have them, others see
them disclosed and want some of the
same benefits and protections.
Sometimes it’s cleaner to draw the
line and say that going forward, our
policy is not to use contracts anymore,
but to utilize more policies, offer
letters, and other non-individualized
vehicles.
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You’re here today to talk about
mandatory audit firm rotation,
which is a really hot topic right now.

You couldn’t be more accurate. It is a
very hot topic. In the fall, the Public
Company Accounting Oversight Board,
also known as the PCAOB, issued a
concept release asking how to
enhance auditor independence,
objectivity, and skepticism. One of 
the primary focuses of the concept
release was this notion of whether or
not mandatory audit firm rotation
would help enhance independence,
objectivity, and skepticism. 

How do the board members you’ve
come across feel about mandatory
audit firm rotation?

Well, we have quite a record built 
by the board member community 
that the PCAOB reached out to for
comment with this concept release.
The comment period closed at the 
end of December, and as of that time,
the PCAOB had received more than
600 comment letters from interested
parties. A third of those letters, 
more than 200, came from the 
board community, largely from
individuals writing through their 
audit committees, and they were
unanimously opposed to mandatory
audit firm rotation. It’s quite
extraordinary to have more than 
200 people agree to anything. 

Absolutely. And why do you think
that is, Cindy?

The primary reason that was cited by
the board member community and,
frankly, from most of the comment
letters and most of the 600 plus
commenters (over 90%) was that they
opposed mandatory firm rotation. So
it wasn’t just the board community.
Board members, in particular, cited the
fact that it would take [control] away
from the boardroom and from the
audit committee. Remember that with
respect to public company auditing,
the audit committee has to be
independent; it takes their responsibility
away from them and, frankly, it affects
their fiduciary obligation under
Sarbanes-Oxley to oversee the audit

process. So it interferes with their
responsibility under corporate
governance and under the Sarbanes-
Oxley Act, and by taking away a choice
and mandating that, during a set
period of time, they must change
auditors. Therefore, audit committee
members feel that doing so would
usurp their statutory obligations. 

And how do institutional investors
feel about mandatory audit firm
rotation?

Interestingly, we heard from very few
investors on this topic. Investors 
very often are focused on accounting
and auditing issues and are frequent
responders to PCAOB requests, 
for either a concept release or a
standard, because they are the direct
beneficiaries of the audit process. 
But in this case, very, very few wrote
comments, and those who did were
split. Some were in favor, and some
were opposed, the latter citing 

many of the same reasons as board
members, that is, primarily in terms of
taking responsibility away from the
audit committee and putting it in a
regulatory function. Many of the
institutional investors who responded
did not like that. 

If mandatory audit firm rotation 
is not the answer, then how can
better independence and objectivity
be achieved?

That’s a very good question because
independence, objectivity, and
skepticism are cornerstones of audit
quality. They’re important factors. 

And so we should all be thinking about
how we can increase diligence in those
three areas. At the Center for Audit
Quality, we have spent a lot of time
thinking about that, as has the board
community. 

Steps that the public company audit
profession can do include making 
sure that they have very robust
conversations with audit committees
and making sure that they discuss
with audit committees various
complex accounting issues and
significant transactions that arise, as
well as critical accounting estimates.
They need to have that conversation
with the board of directors and the
audit committee on a regular basis. 

Auditors also need to discuss with 
the audit committee any inspection
findings the PCAOB has reported. 
So that would be an important
communication in making sure that
there is vigilance around that. 
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Audit committees need to make sure
that they have that conversation with
the auditor and that they understand
where these critical pressure points
are in the audit. 

They also need to make sure that, as a
best practice, they’re going through a
periodic assessment of the auditor’s
performance. How is the auditor
doing? We think they should do that
on an annual basis. 

We’re really excited to be working with
a whole host of audit committees and
board communities to look at ways we
can partner together to make sure
audit committees have the necessary
tools to conduct a proper assessment.

What is the PCAOB’s timeline on
this, and what can boards do to
further engage in the debate?

There are a couple of things. Under
Chairman Doty, the PCAOB has
announced recently that this is a topic
that the PCAOB board will be looking
at over the next year or so. We have a
long time horizon so it is important
that board members and audit
committee members become engaged. 

The PCAOB has reopened the
comment period through April 22,
2012, so it’s currently in an active
comment period, and I would
encourage board members and audit
committee members, and really any
interested party, to go to the PCAOB’s
website, which is pcaobus.org, and
look for docket No. 37. [Editor’s note:
Comment period has closed as of this
article’s publishing date.] 

They can also read about the issue,
look at some of the other comment
letters—perhaps not all of them since
there are over 600—but read some of
the other comment letters, read the
PCAOB’s concept release, and then
weigh in. It need not be a long
response, but let the PCAOB know
what you as a board member think. It
is really important that the PCAOB
hear from the board community. 

The PCAOB is also having a series of
roundtable discussions across the
country throughout the course of the
year. Those will be broadcast and will
be accessible on the PCAOB’s website,
and certainly there will be summaries
of those roundtables that occur
throughout the country over the
course of the year. So board members
and audit committees can also look 
for that information to inform
themselves on this issue. 
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