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Executive Summary

“Power tends to corrupt, and absolute power corrupts absolutely.”
Lord Acton
1887

Restoring Trust is not just a study of corporate governance. It is imlnded as a
blueprint for action. The 78 recommendationRastoring Trust were developed pursuant
to the terms of the Permanent Injunction (the “Peenainjunction”) issued in November
2002 by the Hon. Jed S. Rakoff of the United States LigEoart for the Southern District of
New York (the “Court”) in connection with the enforcem proceeding brought against
WorldCom, Inc. (the “Company” or “WorldCom”) by the UWed States Securities and
Exchange Commission (the “SEC”). The Permanent étjon and subsequent Orders of the
Court required the development of recommendations intetodectvent any reoccurrence of
the governance abuses that were instrumental in thepsellof WorldCom. In addition, the
Company is required to implement all recommendatiote§overnance report unless it
obtains leave of the Court not to implement a spem@ommendation. ThuRestoring

Trust is a study, but it is also a plan of action for charitpat will be put into place.

The various investigations of WorldCom that have been publighdate have
examined how personnel at the Company committed what apijoelae the largest
accounting fraud in history. Those investigations alsbneuthe governance practices that
were followed during the tenure of former WorldCom CE@riard J. Ebbers (“Ebbers”).
Among other things, the board of directors of the Comgamgistently ceded power over the

direction of the Company to Ebbers. As CEO, Ebbesallawed nearly imperial reign over



the affairs of the Company, without the board of doecexercising any apparent restraint on
his actions, even though he did not appear to possesggéaence or training to be remotely
qualified for his position. One cannot say that the chaokisbalances against excessive
power within the old WorldCom didn’t work adequately. Rathhe sad fact is that there

were no checks and balances.

As with some other U.S. companies, the compensatiotigga®f WorldCom
allowed lavish compensation, far beyond any rationautation of value added by senior
executives such as Ebbers, the CFO Scott Sullivan (V&all), or the COO Ron Beaumont
("“Beaumont”). Compensation abuse at WorldCom is mwgily symbolized by more than
$400 million in “loans” from shareholders to Ebbers thatenmut in place initially by two
directors who were longtime associates of Ebbers. |[ddves, which are unlikely ever to be
repaid (other than the value of some collateral seinddald by the Company), represented a
nearly incredible action by a board that supposedly existegbresent shareholders, but in

fact spent much of its time devising ways to enrich Ebber

Other compensation practices were also an abuse refsider interests. Massive
volumes of stock options were granted to Ebbers, SolliB@aumont and other executives,
representing hundreds of millions of dollars in valuthattime. The board also allowed
Ebbers to pay $238 million in “retention” grants to favoegdcutives and employees in
2000, without standards or supervision. Ebbers allocated ghases to whomever he
wished, in whatever amounts. The retention programmeiect a giant compensation

slush fund.



When Ebbers was finally fired by the board (which did reatkpow about the fraud
that had been committed, but that did know the Company hasivedevels of debt), the
board awarded aad hocseverance program that would possibly have given Ebbédrsigan
wife cash payments during their lives of more than $50 miiliocash. The package also

gave Ebbers interest subsidies on his shareholder loanapgpear to have been worth $30-40

million per year.

Recommendations for Change

Restoring Trust contains 78 individual recommendations. These covereireton
of directors, qualification, conflicts and independeneadrds for board members, the
functioning of the board and its committees, establishmktine position of non-executive
chairman, specific limits on compensation practicagjitg compensation programs,

accounting and disclosure issues, ethics and legal compl@angrams and other areas.

The individual recommendations reflect several brbades. These include:

1. Establishment of a Governance Constitution for the Company

Under the recommendationskédstoring Trust the Articles of Incorporation are to be
used as a Governance Constitution for the Company. ddlsé governance standards of the

Company are to be placed in the Articles, where thayocdy be changed with prior



shareholder consent. This represents an importanosipiéiwer from the board to the
shareholders. The board’s discretion in mattersieiness oversight remains extensive, but
as to the governance rules themselves, shareholdserowill be required in advance for

changes to be made.

2. More Shareholder Communications.

Under the recommendations shareholder votes are reqoicbdnge governance
standards, to approve certain types of compensation pregaawhin other situations. The
board of directors is required to establish an electrbowen hall” where shareholders will be
free to communicate with the board and to proposdutesas for consideration in this
electronic facility irrespective of whether the prepd resolution would be allowed under
SEC proxy regulations. Resolutions that are adoptedighrthe “town hall” process must be

included in the proxy the following year.

3. Selection of Directors.

Restoring Trust requires a completely new approach for nominating directThe
recommendations require at least one new directoe tddrted each year. For the first time,
a group of shareholders will have the power, if it doesagote with proposed candidates to
fill board vacancies, to nominate their own candigddbe inclusion in the management proxy
statement. This will mean that unless a mutually aetéprompromise is reached, there

will be a contested election for filling the vacancdieshat year. In that event shareholders



will have a genuine choice of whom to select. In aadlditthere are important qualification

standards that any director must meet.

4. An Active, Informed and Independent Board.

The recommendations seek to prevent the cronyisnetisied in WorldCom'’s past.
There are very high standards for independence of disg@nd for director qualifications.
With the exception of the CEO, 100% of the membetb®board must be fully independent.
The Company’'s CEO will not be allowed to sit on oth@porate boards, and independent
directors will be limited to sitting on a maximum ofék boards, including that of the

Company.

The full board is required to meet at least eighesirper year, to hold an annual
strategic review, and to attend annual refresher trainingpcs relating to board
responsibilities. Board members are also required toGsitpany facilities each year
independently of board meetings. The board is requiretktd at least annually with the
CFO and General Counsel of the Company independently &R and to meet for some
portion of each meeting without the presence of the GE&hy other employee of the

Company.

No compensation, consulting agreements, or payments/ddilad to directors will be
permitted other than board and committee retainersre™adl be very strict prohibitions

against related party transactions involving board membesardBnembers will not be



eligible to receive equity grants, though they willeiwe a meaningful board fee in cash and
will be required to utilize not less than 25% of feeseneed to purchase stock of the

Company which must be held until they leave the board.

5. A Non-Executive Chairman of the Board of Directors.

The Company is required to create the position of n@agive chairman of the
board. The non-executive chairman has defined responegiielating to coordinating the
board’s work, chairing meetings, coordinating with comeeitthairs, organizing CEO and
board performance reviews, and similar issues. Thisipos$s not involved in management,
however, and the CEO remains fully responsible fomalhagement decisions, subject to

board oversight.

6. Active Board Committees.

The Company is required to have an Audit Committee eg@mnce Committee,
Compensation Committee and a Risk Management Committee.CEO will not serve as a
member of any of these committees, so that eachmpased entirely of independent
directors. There are minimum meeting requirementsdsh committee, as well as

gualification standards, refresher training requirements céher required activities.



7. Term Limits and Auditor Rotation.

In the future, directors of MCI will be limited to a mimum term of ten years in
office. In addition, the independent auditors of the Gamny will also be limited to a

maximum term of ten years before a required rotaticauditors must occur.

8. Compensation Limits.

Under the new system, the board will be required tbéish a maximum
compensation level for any individual in any year withdwsireholder approval. The
recommended starting level is not more than $15 milliooygh the board will be free to set
a lower number. No executive can be granted morettimamount in any year, including

cash, equity grants, and all other forms of remunearatiithout a vote of the shareholders.

Most “retention” grants are banned, maximum dollartBrare placed on severance

awards, and so-called “evergreen” contracts are prohibAd#gpersonal use of corporate

aircraft and other corporate assets is prohibited.

9. Equity Compensation Programs.

The recommendations bar the award of stock options five year period, and
thereafter until such time as shareholders approveubkeim advance. Any stock options

granted at any time must be expensed in the Company’s ilhatetements.



Equity programs will be exclusively composed of restrictedk awards, all of which
must be expensed on the Company’s financial statema@rgabstantial portion of restricted

stock must be retained by senior officers until aftey ttave the Company.

10. Enhanced Transparency, Internal Controls and Finance Epartment.

The recommendations suggest that the Company should fptefisits to develop
disclosure practices that will result in transparerdynancial information beyond SEC
requirements. Specifically, the Company is required tckwandevelop enhanced reports of
cash flows, and to publish a target dividend policy. Theairt#irget will be for dividends

equal to not less than 25% of net income annually.

The recommendations call for the Company to interisfgfforts to hire new full

time accounting and finance personnel with extensive exmerieThe recommendations also

call for improvements in the Company’s internal auditug.

11. Legal Compliance, an Enhanced Legal Department, and Ethi€&sograms.

The recommendations call for the role of the Gereoainsel’s office to be
strengthened, and for existing Ethics Programs to benceat and enhanced. The Existing
Ethics Pledge should be required of all new hires, andidie extended to all employees of

the Company. Training for employees in ethics, disclosegairements and accounting



issues should be continued and enhanced, and an asseskther@ompany’s diversity
programs should be performed. Enhanced standards fathios Office and in the legal

compliance area are proposed.

12. Change in Control Devices.

The recommendations propose limits on the types ofgehaincontrol devices that
can be utilized, assuming that the board determines to adgpiuch provisions. “Dead
hand” poison pills and a staggered board are barred, thahgtvable” shareholder rights
plans are permitted for a limited period. The objectiveny such programs should be to
ensure that if any transaction occurs in the futureshalfeholders will have an equal

opportunity to participate and to share in any control prem

This executive summary is intended to summarize sortteeahajor areas of reform
contained irRestoring Trust. Many of these standards are followed by other companie
though a few, like the process for selecting new dirsctaitl be unique to MCI when put
into place. However, in corporate governance itestthality of the system, not its individual
parts, that counts. The totality of the governanceegysit MCI as a result of implementing
all the recommendations &estoring Trust will be a set of policies and procedures that go
beyond what any major public company has in place todag.ré&3ult will be a stronger,
more capable and more independent board of direcitmits bn problematic compensation

practices, and a much greater emphasis on transpanashaytegrity in the Company’s



internal operations. Shareholders will in the futumeena much stronger voice in setting

limits of behavior.

In seeking excellence in governance, it is critisabiestablish and to maintain the
most healthy balance among the legitimate interestsaobgement, the board, shareholders
and other stakeholders, including employees. That @alaas to be struck in a manner that
encourages a strong and high quality board, and an outgiandimgement team that can
pursue business success but also understand and respectRonitee future MCI desires to
achieve business success, but not at the price of dillgngresent unrelenting commitment
of management to operating with the highest standardsegfrity. Greater transparency and
improved disclosure will also allow investors to makertben judgments as to how

management and the board are performing.

Restoring Trust definitely shifts the balance of power in governance of MCI @ th
direction of a bit more power and authority for shateééws. This is a measured change, and
one that seeks to avoid changing the internal balancensdrgoo much. Rather than more
regulation to protect shareholders, these recommendaté®k to give more power to
shareholders to protect themselves. In view of World€dwstory, the recommendations as
a whole concentrate on placing limits on the disoretif management and the board of
directors to change the rules of the road for govemaktowever both management and the
board must retain discretion to handle business issid®y arise, and the recommendations
seek to avoid damaging management’s flexibility to mesttbrld’s business challenges as

they arise.
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Hopefully these recommendations, coupled with the stedfogts of the new
management team led by CEO Michael Capellas and théoawl of directors, will enable
MCI to succeed in its goal of becoming a model of excedleén corporate governance. There
is a deep commitment at the Company to eradicating théqasof the past that harmed so
many, and in their place to follow new standards reptexgthe very best ideas for
responsible governance. The recommendatioResidring Trust will be an integral part of
that effort at MCI, and hopefully they may prove of biérie other companies as well. The
entire country has a stake in finding ways to improve whalready a very good system, and

to make it even better for the future.

11



Introduction
“Those who cannot remember the past are condemned to repeat it.”
George Santayana
The Life of Reason, |
The events at WorldCom, Inc. (“WorldCom” or the “Compg transformed one of
the largest companies in America, possessing one olvthiatgest and most comprehensive
communications networks in the world, into the scenenefof history’s largest frauds. In
WorldCom’s saga approximately $200 billion in shareholder vata first created, and then
destroyed. The accounting fraud and governance abuses at the old®donlwere by any
measure reprehensible, and can never be justified. eMatime time, WorldCom was then,
and is today, an enormous global company with more56a000 employees and over 20
million individual and corporate customers who freely d®ibs services as a competitor.
After exhaustive multiple investigations, the fraudulaccounting activities seem to have

involved fewer than 100 persons out of the entire emplobgse?

With its bankruptcy proceedings likely to be completedtbhahe final chapter of the
WorldCom story appears to be one of renewal and rebgildidith the exception of
WorldCom’s competitors, virtually every other participanthe WorldCom case has worked
hard to stabilize the Company, to strip it of every vestifithe improper behavior of the past,
and to lay a foundation for a new company — MCThe new company is being built around a

commitment to create a corporate culture based orpaearscy and integrity, and to establish

! Tens of thousands of employees lost their jobs asdh&p@ny was forced into bankruptcy, and virtually all
WorldCom employees lost the entire value of stock hetdtinement accounts as well as the value of
accumulated equity-based compensation.

2 This Report does not speak to any of the most redegaéibns by certain of the Company’s competitors
regarding call routing practices.

3 Pursuant to the provisions of the Plan of Reorgainizdiled by the Company in its bankruptcy proceedings,
the Company will be renamed MCI, Inc. upon its exit fioamkruptcy.

12



a model of excellence in governance to replace the ogi@aasices of the past. While the
behavior of the past is now a matter of history, aficerned must share a strong commitment
to living by sound principles of governance in the futurereHeonsistent actions, not words,
will be required for the Company to earn back credibditycerning its governance, financial

reporting and business practices generally.

SEC Proceedings and the U.S. District Court

The United States Securities and Exchange Commissi&C()Siled suit against the
Company immediately following the Company’s admissiodune 2002 that its earnings had
been overstated by more than $3.8 billion. The SECH abeging a massive fraud was
assigned to The Hon. Jed S. Rakoff of the U.S. Digbaairt for the Southern District of New
York (the “Court”). Since the inception of the cadeagdge Rakoff has closely supervised the
enforcement proceeding and he also has put in placesa séGontrols to prevent further
harm to the public interest. These measures includetinge¢he unique position of
Corporate Monitor at the suggestion of the SEC, withaithon behalf of the Court to
oversee the actions of WorldCom’s management to prelesttuction of documents,
dissipation of assets (through excessive compensatioth@mwise) or other inappropriate

behavior.

The SEC's enforcement proceeding in WorldCom has ibesh highly innovative.

The Commission filed charges of fraud against WorldConosinmmediately, after the

Company announced the first discovery of the accountinggmashlwithout waiting for a

13



lengthy investigation to be completed. The SEC also sdabghimposition of a corporate
monitor immediately, which was a highly innovative remddgigned to create effective
oversight of potential inappropriate activity immediatefhe SEC also eventually sought
and obtained far reaching affirmative relief as a phitssettlements with the Company.
This relief included the requirement for this governanatwaul, and also the largest

financial penalty of its type in history.

In November of 2002, WorldCom and the SEC entered ipi@laninary settlement
of the SEC’s action. The Company consented to thg ehtn permanent injunction (the
“Permanent Injunction”) by the Court against future violas of the federal securities laws.
The Permanent Injunction also imposed several noefarreaching forms of affirmative
relief. This relief included requiring (i) a company-wide progia training in accounting,
financial disclosure and ethics, (ii) a comprehensiveerewf the Company’s system of
internal controls, and (iii) a review of the Compangdsporate governance “systems,

policies, plans and practices” to recommend changeséduture’

Restoring Trust has been prepared pursuant to the provisions of the Remtnan

Injunction. It seeks to identify the weaknesses inGbepany’s internal governance

“The Permanent Injunction provides that: “[tlhe Corpidonitor, taking note of the report of the
Special Investigative Committee and such other input@a€orporate Monitor shall deem appropriate,
shall perform a review of the adequacy and effectiveo@gdgorldCom’s corporate governance
systems, policies, plans, and practices. This rewid#vinclude but is not limited to inquiries into (1)
whether WorldCom is complying with recognized standafdbest practices” with respect to
corporate governance; (2) whether WorldCom has suffigielicies and safeguards in place (a) to
ensure that WorldCom’s Board of Directors and all gottees of WorldCom’s Board of Directors
(including without limitation the Audit Committee and tGempensation Committee) have appropriate
powers, structure, composition, and resources, and (bg@tent self-dealing by management; (3)
whether WorldCom has an adequate and appropriate codeas atitl business conduct, and related
compliance mechanisms; and (4) whether WorldCom ha®ppate safeguards in place to prevent
further violation of the federal securities laws.”

14



practices that made it vulnerable to the abuses thatplaok, or allowed them to continue
undetected and unchecked for a considerable time. The Régmrecommends a large
number of corrective steps that will strengthen theegmance practices at the Company in
the future to safeguard and protect the interests of ingestod the larger public interest in

the functioning of one of the country’s largest corporet.

Under the terms of the Court’s orders, the Company isnesjto implement all
recommendations of this Report except where it seekseapiles leave of the Court to do
otherwise. Thus, this Report is not another study of catpa@ction, but rather it is a
blueprint for a system of governance. This blueprint b@llused by the Company as it

emerges from bankruptcy and puts these recommendatiorevertyday practice.

In a broader sense, the issues considered by this Repasligoeyond WorldCom.
Fashioning better mechanisms to control abusive compenga#iotices, self-dealing or
business conduct that violates ethical norms or legadlatds, while maintaining an ability to
take risks and achieve commercial success, is an imgefat every publicly held company.
Given the parade of abuses at many companies, these s¢sudd be considered carefully by
all public companies in seeking better ways to enhandreava governance practices and

business controls.

15



Good Progress to Date

It is important to note at the outset that the old \W@dm has already disappeared
from the scene. In its place the new MCI is embaded journey -- still far from complete -
- to establishing a very different corporate culture inclwhialues of transparency and
integrity are cornerstones of its renewal and rebiftherefore, it is important to study what
took place at the old WorldCom to learn its lessonslewktognizing that most core
elements of governance have already been improved thratighsaby the Company’s new
management and board of directors. In each case thidavee in active consultation with the
Corporate Monitor, and under the oversight of the CoDftcourse many of these positive
steps have to be carried forward to full completion ather broader reforms recommended
herein have yet to be implemented. Nonetheless, ativelly the changes to date represent a

significant improvement that has already taken pla&®ong other things, the Company has:

* Recruited a new CEO who was not at the Company duringviinats at issue, and
who brought a reputation for integrity and forthrighseshis leadership skills;

* Recruited a new President and COO from outside thep@oynwho has more than
25 years of telecom experience;

¢ Recruited a new CFO, General Counsel, and directotehal controls, all of
whom came from outside the Company;

* Replaced its entire board of directors who were ptestethe time the fraud was
discovered, thereby removing 100% of directors who weré&pamts in
governance under the regime of the prior CEO Berndttlders (“Ebbers”);

* Recruited new and highly qualified independent directors;

16



» Consented to the establishment (and continuation) d@dinporate Monitor
program, which represents an unprecedented level of indepeaversight of
management activity;

» Closed the finance and accounting department located @aimpany’s former
Clinton, Mississippi headquarters where most of the frizonl@activities were
conducted;

» Hired more than 400 new finance and accounting personnel;

* Retained a new outside auditor, and commissioned a campkaadit of the years
1999-2002 to document the Company’s actual performance assbestaa be
reconstructed from available records and personnel,

» Evaluated all corporate assets for value impairment, vafdtdl goodwill, and
wrote down asset carrying values for property, plant gangenent to achieve a
realistic balance shebt;

» Initiated a widespread and intensive review led by threedm@etors to identify
wrongdoing that occurred, and those who participated. falsded a separate
thorough investigation by the Bankruptcy Examiner and resgsbtalhis findings
concerning wrongful activities of different types.

» Terminated dozens of employees, including a number adisefiicers, who
either participated in inappropriate activities, who appetrdook the other way
in the face of indications of suspicious activitywdro otherwise acted in a
manner inconsistent with necessary standards of conduct;

» Agreed to abolish use of stock options in favor ofrreigid stock with full
expensing of the value of equity grants on the Company’s jpired loss
statement;

® The Court noted this factor in its recent decision appgothe Company’s landmark $750 million settlement
with the SEC. The Court’s opinion notes: “The fitapsin this journey, taken at the very outset of thgditon,
was the joint decision of the parties to have therCappoint a Corporate Monitor to oversee the proposed
transformation. While the Corporate Monitor’s effontsre initially directed at preventing corporate looting a
document destruction, his role and duties have steadily exghanile the parties’ full consent, to the point
where he now acts not only as a financial watchdog/fich capacity he has saved the company tens of
millions of dollars) but also as an overseer who hiisied vast improvements in the company’s internal
controls and corporate governance. Few if any compaaiesever been subject to such wide-ranging internal
oversight imposed from without, but to the company’s tiietlias fully supported the Corporate Monitor’s
efforts and the strict discipline thereby imposed.” Séesrand Exchange Commission v. Worldcom, Inc., No.
02 Civ. 4963, opinion and order at 3 (S.D.N.Y. Jul. 7, 2003)“@ktlement Opinion”).

® A particular concern and focus by the Corporate Monitertden working with the Company and its outside
auditors to revise its balance sheet to reflect curalnes.
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* Initiated a thorough review of internal controls to sitteen the Company’s
systems and procedures for capturing and reporting finant&glalad a
widespread program to create a much stronger system:;

* Putin place a new Ethics Pledge program pursuant to waiubr officers
including the CEO pledge to pursue ethics and integrity, dang# programs and
transparency and candor in financial reporting well bdy®BC requirements;

« Established a new Ethics Offide;

» Commenced a training program for employees on their regpliiies under the
federal securities laws, accounting issues that may|sita@propriate behavior or
fraud, and ethical issué$;

» Consented to the Permanent Injunction; and

« Consented to a financial settlement with the SEC uwtiézh $500 million in cash
and $250 million in stock will be paid into a trust for vicsifthe “Monetary
Settlement”).

The changes that have been made to date were reviewed®@gyufien its recent
approval of the Monetary Settlement. The Court’s @pimoted:

“The Court is aware of no large company accused of fraud that has so rapidly
and so completely divorced itself from the misdeeds of the immpdgitand
undertaken such extraordinary steps to prevent such misdeeds in tlee futur
While the Court, at the parties’ express request, will contiouetain

jurisdiction for however long it takes to make certain that theseconewols

and procedures are fully implemented and secured, the Court is satisited

" Required by the Permanent Injunction. The Companyetaimed the firm of Deloitte & Touche to assist it in
designing and implementing new controls.

8 The Ethics Pledge was required by the Court as a camdlitilie employment agreement of the new CEO, and
the Ethics Pledge itself was drafted by the Corporateitdio See Appendix A for the full text thereof.
Subsequently the Company’s CEO has required all senioersffto “Take the Pledge” as well.

® While establishing such an office is a good step, it s become significant until the program is adequately
staffed and has senior leadership with direct accasetboard and the CEO. The Company needs to continue
strengthening this program so that it plays a meanimgfalin transforming the culture and establishingtasb
system of internal ethics review. See Part X of tr@pdgt.

19 Required by the Court’s Permanent Injunction. Theicuum for this program was developed by New York
University and the University of Virginia’s Darden Schootooperation with the Company and the Corporate
Monitor.
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the steps already taken have gone a very long way toward making the company
a good corporate citizen™*

More To Be Done

Despite the progress the Company has already madejdhmeoee to be done in many
areas. To that end this Report suggests further refoahartd needed to prevent any
repetition of the past and to help establish MCI asnagpemy following the very best
practices in governance. The Report sets forth changbe nomination procedures for
directors, executive compensation practices, operatitimedioard and its committees, the

oversight of disclosure, ethics and internal controgpams, and other areas.

Under this Report the Company'’s Articles of Incorporatios intended to function as
the Company’s Governance Constitution. Amendmentsg@iovernance Constitution
should require careful thought and broad support from shiglerksdoefore they can be
implemented. Where board discretion is limited in thepétt, the intent is not to limit
discretion in oversight of business operations, but tmlymit discretion to amend the
governance rules themselves. This shift of relativegpdo shareholders is intended to
protect the governance process from changes that aaeceyitable to a majority of

shareholder? Where boundaries are established to limit managemenetitist the intent

1 Settlement Opinion at page 5. Under the Monetary Setie the Company will place a block of its new
equity representing just over 3% of its outstanding shares itntest to benefit victims of the wrongdoing that
took place.

12 By putting practices into the Articles of Incorporatiather than the by-laws, a shareholder vote would be
required to change or eliminate the provision. Thigrnes notice to shareholders and a full discussion of any
proposed change through operation of the SEC’s proxy rilesause a by-law limiting the discretion of the
board could be eliminated or changed by the board withoigentat shareholders, by-laws are often not an
adequate protection for shareholders. Once a baldnter@sts between management, the board and
shareholders is created, the critical requirement®dyiring that balance need to be embedded in the Articles.

19



is to ensure that major structural issues are cordrbfethe board or the shareholders, though

management should have wide discretions on issues mahoperations.

Understanding the Problem

At the outset, one cannot “fix” the “WorldCom problem” liohe understands what
happened, and how breakdowns in principles of sound governamoeg ather factors, led
to the destruction of its shareholder value. The eantgorldCom had the magnitude they
did as the result of a combination of forces and @s&fi weaknesses that came together and,

to a degree, fed on each other.

A long series of acquisitions at profligate bubble eraipgisaddled WorldCom with
more than $40 billion in debt. Little if any serious effoad been devoted to integrating the
acquired companies, contributing to very high levels oftme@d as a proportion of revenues
and a very weak internal control environment. The comibinaif high levels of debt and
embedded overhead and relatively low levels of tangietevorth put WorldCom in a fragile
financial position. An industry-wide downturn in reveauiie to declining rates and usage
levels'® made WorldCom'’s financial posture worse. While it posea kigh growth
Company, WorldCom was highly levered and suffered from hagh levels that left it much

weaker than investors realized.

At the same time, the board needs reasonable fleyibilittsponding to takeover bids or other transactiors tha
may require faster action than can be achieved throughahel®lder voting process.

13 This decline was caused by various factors, including suttisti of wireless services for fixed line service
and enormous overcapacity. This was also a globalgarobbt unique to WorldCom.
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The most widely discussed part of the WorldCom sagaawaassive use of improper
accounting practices, such as the capitalization abbgdlof dollars of normal operating costs.
The capitalization of “line costs”, misuse of resara@ad other accounting tricks resulted in
reported profits that were overstated enormously. Thedugrent estimates suggest that
income was overstated by at least $11 billion over aiyeak period:* Among other things
the phony accounting created the false impression th&dmpany’s management was
highly successful, and this impression undoubtedly helpeddhg@ény raise substantial
volumes of investment capital. The major analysts such as Jack Grubman (“Grubman”)
were busy touting WorldCom’s management and their reem for the most part analysts

did not challenge the believability of WorldCom’s reportednbers.

Another less prominent, but in the end equally serioudgmmglwas the fact that the
net worth shown on the Company’s balance sheet wasvaelgssverstated. WorldCom
reported approximately $104 billion in assets at March 31, 2002ding approximately $45

billion in goodwill*® and $39 billion in the carrying value of its property, plamd equipment

14 See Report of Investigation by the Special Investiga€ommittee of the Board of Directors of WorldCom,
Inc., March 31, 2008nereinafter called the “Special Committee Repoxf)tfie most comprehensive

description of WorldCom'’s accounting failures. The fiamdount of income restatement will not be known until
the Company completes revisions to its financial statés for the years 1999-2001, and the first half of 2002.
The final figure could be much higher, depending on decisiodls as how to allocate the Company’s more than
$80 hillion asset write-off. It remains to be seen tivaeit will be possible to complete an audit of teans

when the fraud operated, though the Company and KPM@ s&be doing everything reasonably possible to
achieve this result. Given that upon emergence from bptdyr the Company will utilize “fresh start”

accounting and most of its historic balance sheetocedke to exist as a result, it is not clear whetrsardited
figures for the years 1999-2002 will be relevant to angstor. Future earnings reports will not generally be
comparable to historic results for many reasonsethemaking historic earnings data largely meaningless.

5 WorldCom could have and should have reported its numbeusagely. Its revenues were in excess of $30
billion per year, and without the overstated income iildidvave been breaking even or marginally profitable.
However, if it had been truthful, its stock would certaimyve traded at much lower prices, and there would not
have been any justification for the extraordinarily higiels of executive compensation that were awarded.
Indeed, had the board realized how poor a manager Eleladlsswas, and how much danger he had created, the
board might well have sacked Ebbers much sooner than it did.

16 Unless one was breathing internet and technology sthek, most of this goodwill was unlikely ever to have
had any defensible economic value.
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(sometimes referred to as “PP&E”). When it complé@espening date balance sheet on
emergence from bankruptcy, the prior $104 billion in assdtkely to have been reduced to
approximately $20 billiol! The Company has announced that it believes all its gddswil
permanently impaired (i.e., worthless) in value (if irtleach value ever existed), and that its
PP&E should be written down by approximately $29 billion.adidition, approximately $11
billion in falsely reported profits, included in retainearnings, never actually occurred and
must also be written off net of tax effe¢tsThus, more than 75% of the assets reported on
the Company’s balance sheet turned out to be accountinghmather than tangible sources
of net worth™® From a strict balance sheet perspective, WorldCoguysegate debt exceeded

its tangible asset value by a significant margin duriegydars the fraud was operating.

A contributing factor that allowed the books to be detibely falsified without
attracting much notice was that the Company’s intesoatrols over the preparation and
publication of its financial results were dysfunctioatibest, and in some areas controls were
missing entirely. WorldCom’s accounting systems hackapt pace with the growth in the
Company due to its feverish pace of acquisitions and marageneglect. Numerous legacy
financial systems were being operated by different Wonld@aits, and producing
consolidated financial statements required patchwotkvaoé and significant manual
processing. The process of creating ledger accounts anectiliation of amounts posted

to sub-ledgers and general ledgers for the Company’s extepmating was fragmented and

" This write-off of approximately $82 billion is the secoadglest in U.S. history, having been surpassed only
by the $101 billion in write downs taken by AOL Time Warme2002.

'8 The Company has not determined the exact amount, wisighi e the total of overstated reported profits net
of any income tax offsets.

19 |ronically, while the old WorldCom was one of therstooffenders in watering its balance sheet, thenbala
sheet of the new MCI should reflect current asset galuare accurately than many other companies.
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disjointed. The weak controls allowed, among other thisgbstantial adjustments to be
made manually at the Company’s Clinton, Mississippidfaarters without systems to
preclude or report these changes. Individuals in the headguact®unting staff were able
essentially to erase or to create numbers withoutations simply by invoking the wishes of
either the CFO Scott Sullivan (“Sullivan”) or Ebbers. tli¢ same time accounting personnel
in other parts of the Company were not able generaligiiew what changes were made in

Mississippi, thereby minimizing the chance of detectfon.

Another element in the disaster was an exceptionagkwaccounting and finance
department overall. The Company’s accounting and finanu&ibns were fragmented
across numerous geographic locations, which made coltseiston making difficult.
Financial results posted by operating units were altered aftounts were submitted to
senior accounting personnel as part of the final consaiati accounts. “Top side” or
consolidation level entries on the books (such asvedeansfers or capitalization of
operating costs) were made by the accounting group thatwdsy Sullivan. Ultimately

these personnel were, of course, controlled by Ebbers.

The overall quality of the senior accounting staff duthmg period the fraud was
operating was abysmal, as suggested by a number of indistofeahese personnel and the

widespread control issues documented by both the Speciah@em Reporand by the

20 While the deficiencies in controls were very seridbisy were certainly not unique to WorldCom. Section
404 was included in the Sarbanes-Oxley Act of 2002 because losattknesses have been all too common
problems.
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Company’s new auditors KPM®&. This weakness in accounting personnel extended to the
internal audit department, whose personnel appear todesvesubstantially inadequate in
number, training and experience to conduct the types adugbrtesting and review of the

Company’s financial results that should have occurreccionapany of this siz&

Standing alone, the weak accounting staff, ineffectuatmal auditing capability, and
poorly linked computer systems and controls should not leavtoleither the deliberate
overstatement of income by more than $10 billion, oiotherstatement of balance sheet

values by more than $80 billion. The investigative recordbst in the_Special Committee

Reportshows that the overstatement of income in particuées the result of deliberate
manipulation and falsification of accounting records et the Mississippi headquarters.
One or more senior officials had to direct personnebicior the results, and they had to have
sufficient authority to command obedience. Thesseqrex had to be willing to lie and to
distort the truth, first by relatively small amourdsd later in massive fashion. Whoever was

ultimately directing such actions also had to haveotive.

1 This was one factor that contributed to the Companyiside to close its accounting group in Clinton,
Mississippi and to rebuild the internal accounting functatnthe Company’s new headquarters in Northern
Virginia just outside Washington, D.C.

22 The internal audit group reported to Sullivan, who apyilgrkapt their efforts focused on operational issues
rather than the integrity of controls or the accuradynaincial statements. While both the Special Committe
and the Bankruptcy Examiner noted favorably internaitsudtimate discovery of the fraud, this came far too
late. Furthermore, the ineffectiveness of internatrds documented by KPMG's identification of material
accounting weaknesses should have been discovered mairgedit and brought to the board’s attention long
before such a state of control weaknesses was reatitechal audit thus failed the shareholders badly. &vhil
the Company has begun to strengthen its internal audibittips, as of the date of this Report this effas

not been completed.
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Failures of Governance

Overarching the accounting issues at the Company was & gkdeep-rooted failures
with the mechanisms of its governance. One cannot aayh checks and balances against
excessive power within the old WorldCom didn’t work adedyatRather, the sad fact is that
there were no checks and balances. The failuresvefigance allowed the reckless pursuit of
wealth by the CEO, and his domination of compensationidesishroughout the Company.
Indeed, Ebbers as CEO was allowed nearly imperial wignthe affairs of the Company,
without the board of directors exercising any apparesttai®t on his actions, even though he
did not appear to possess the experience or training tentotely qualified for his position.
Within the Company, senior executives knew that wealth pilyrthrough stock options and
“retention” grants flowed solely from the dictatesdibers, who was allowed to run the
Company as if he were running a private family businesfefsthbecame an unrestrained
force capable of decreeing virtually everything that happenggvwiVorldCom. The
Compensation Committee of the board seemed to spendifritssefforts finding ways to
enrich Ebbers, and it certainly did not act as a sepotside watchdog against excessive

payments or dangerous incentives.

As Lord Acton noted in 1887, “power tends to corrupt and absoawempcorrupts
absolutely.” This phenomenon certainly seemed to ocdineicase of Ebbers and his tenure
at WorldCom. There was an arrogance of power thatfdiss amounts of money could be
spent on whatever Ebbers decided to do, whether it vgass@®ns at profligate prices or

payments to himself and a relatively small circle afi@eassociates such as Sullivan and the
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COO Ron Beaumont. Indeed, it was executive compens#icisions more than anything
else that seemed to lay the foundations for the fraudittsamately transpired, and that

represented the worst manifestation of WorldCom’s goveméailures.

Abusive Compensation Practices

Along with running an enormous global company, Ebbers apparea determined
to build a large personal business empire as well. Iupukhis visions of grandeur, Ebbers
personally acquired massive tracts of timberlands afgest ranch in Canada, a super yacht
construction firm and major yacht yard, a trucking companyarina, a hockey team,
commercial real estate and a number of motels oisfStéVlost of these assets were
reportedly acquired with bank loans collateralized larggl¥zbbers’ holdings of WorldCom
stock. The total volume of his personal debt is not kmdwit it appears to have been
somewhere in the range of $500 million to $1 billionapitak. As far as can be determined,

virtually all this debt was collateralized directly adirectly by Ebbers’ stock in WorldCom.

Thus, the board of directors did not restrict Ebbennfcoeating a variety of personal
businesses that he would need to manage along with WorldCamd Ebbers plunged
himself deeply into debt to acquire and run them. Thougfegpeak of WorldCom'’s stock

value Ebbers was one of the wealthiest men in Amerigaaper, in later years he seems to

2 See, Special Committee Repatt33 and 295.

%4 Since there was no conceivable benefit to World@mhareholders from these activities, and since they we
paying his lavish compensation, it is unclear why thert allowed Ebbers to have any outside profit making
business interests.
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have been in debt up to his eyeballs. Ebbers’ World€mmpensation was critical to

keeping his ship of debt afloat.

During the late 1990’s the telecom bubble burst, as all bsilolnle The telecom
industry began to suffer serious decline, and stock values bedall at all telecom
companies including WorldCom. This put Ebbers under enorpr@ssure to stave off
margin calls, since they could have led to a forceddajion of his holdings and potentially
to a personal bankruptcy filing. Literally anything thatsdoincrease the price of
WorldCom stock or slow its rate of decline, such asmgreported earnings, would help
relieve the intense financial pressure on Ebbershésame time, if WorldCom were
perceived as having earnings too low to carry the massiuene of debt Ebbers had incurred
in conducting scores of acquisitions, Ebbers would tiladly have been financially

destroyed®

5 One of the desperation devices utilized by Ebbers toygpdhe value of WorldCom stock was the creation of
a “tracker stock” for MCI separate from that of World@oBY allocating an artificially high level of corpoeat
costs to the MCl results, the relative performanabdefWorldCom stock could be made to appear better than
consolidated performance. Tracker stocks inherentiyivevbe risk that corporate overhead will be allodate
the tracker or the parent company stock in a mannenilidte artificial, thereby making one stock or theesth
appear to be performing better than would a single parent cgnspack reflecting all revenues and all costs.
This risk with tracker stocks is certainly known i timarketplace, and was noted at the time with respéteto
WorldCom/MCI stocks. Since MCI was not in fact ruraagandalone independent division but rather shared
expenses -- notably operation of the network -- with d@om, market participants would generally have been
aware that the relative performance of the MCI tragkauld be driven primarily by Sullivan’s and Ebberssto
allocation decisions, and not necessarily by perfagaaf the MCI segment of the business. Use of such a
flimsy device to try to make WorldCom'’s performance apegter than it was demonstrates how much
pressure Ebbers felt to prop up the value of his stodgptéto the banks. See, e.g., Haas, Jeffrey, “Diiatto
Fiduciary Duties in a Tracking Stock Equity Structure: Thed\fer a Duty of Fairness.” 94 Michigan Law
Review 2089-2177 (1996). If Wall Street firms pay more attartbcconflict issues than has been true in recent
years, “tracker” stocks will not be used often in tiife.
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As has been extensively reported, Ebbers turned to ysinoa associates on the
WorldCom board for help in handling his débtTwo members of the board, Mr. Stiles
Kellett (chairman of the Compensation Committee) lindMax Bobbitt (chairman of the
Audit CommitteeY’ appear to have made the initial decision to use Company forektend
Ebbers massive personal loans to help support his personaf dékimately the program of
loans and guarantees grew to more than $400 million, repiege substantial portion of
WorldCom'’s cash reserves and its net worth, had iemba sheet been accurately reported.
Amazingly, at least $50 million of these loans was apypbrevired to Ebbers before the
board of directors as a whole was even notittedinfortunately, when the full board
discovered what Kellett and Bobbitt had done, it ratitiee loans and allowed the program to

continue and grow.

The loans to Ebbers were not the only compensation sbixging 2000, the board
allowed Ebbers to pay out more than $238 million in “redengrants,” ostensibly to prevent
employees from leaving to seek employment elsewherele\WWhbers and Sullivan each
received $10 million in cash under this program, they @ allowed to pay out whatever

they wished to favored and especially loyal employe#simihe Company. Not surprisingly,

% See, Special Committee Repatt292-313.

27 Both Kellett and Bobbitt appeared to satisfy the “indejsmce” standards for directors of the time, and might
well satisfy current definitions used by the New York &tBgchange (“NYSE”) and NASDAQ. However,

both men had received millions of dollars worth of WorldCstock when Ebbers acquired predecessor
companies. Both men had been involved in business withr&filveyears, and both owed a substantial portion
of their net worth to his actions. This made thenguely poor choices to represent the interests of World€om
shareholders in exercising oversight responsibilities Babers. As demonstrated by their actions in extending
stockholder loans to bail out Ebbers’ personal debth, inein seemed to be more solicitous of Ebbers’ wishes
than shareholder interests.

8 See, Special Committee Repatt296 - 298.

29 See, Special Committee Repatt298.
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this program gave Ebbers and Sullivan an even greater abilityy personal loyalty at a

time when the fraudulent reporting was growing substantia

Another serious abuse came in Ebbers’ severance amange After Ebbers had led
the Company to the brink of insolvency and been fired eyotiard, the board granted him a
severance award of $1.5 million per year for the rekilfife, and $750,000 per year for the
life of his wife after his death, along with other peristsas use of corporate planes and
offices and insurance benefits.The Ebbers severance package also gave him very
substantial interest subsidies on his loans from thep@ag and those subsidies appear to
have been worth tens of millions annuaflyOf course the loans, the retention grants and the
severance largesse came on top of years of compenaat@ds that made Ebbers, the
former high school basketball coach, and Sullivanytheng CFO, two of the highest paid

executives in the U.S.

Certainly the largesse for Ebbers was part of a brgzatéern across the industry and
large U.S. corporations generally of stratospheric compiendavels. There was a

generalized problem of lavish compensation for executivether telecom companies during

%0 Buying the loyalty or silence of people who might pdtlytdiscover and reveal improper practices is ayairl
common element of most major frauds.

31 When the severance package was granted, Ebbers wasi60s avife was reported to be 39. If both live to
be 85, the cost to WorldCom shareholders for the cashgragralone would have been $53 million.

32 When originally extended, Ebbers’ loans were in the fofoiemand loans. The severance agreement
purported to turn these loans into five year term lodree interest rate to be charged to Ebbers was thestow
rate WorldCom had on any of its borrowings, which wa®®%-less than the highesttes WorldCom paid on its
borrowings. Presumably if Ebbers had repaid the amourd,dtve Company could have used the proceeds to
pay off its highest cost debt. To protect shareholithersate charged to Ebbers (if any such loans existl a
which should not have been the case) should have bedrigher ofi) the highest marginal cost of borrowed
money at WorldCom plus a reasonable spread, or (ii} &hlaers would have paid to a third party lender plus a
spread. If this was the test then the actual intea¢stused of just over 2% was at least 10%, and podsbty
below a “market rate”. As with marad hocseverance packages for executives who were discharged for
performance reasons, this opulent package, which could pokaisycost shareholders a quabidion dollars,
did not benefit shareholders in any way whatsoever.
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the feverish years of the telecom bubble. CEOs thrattghe industry were awarded
enormous levels of aggregate compensation, driven prihcipalmega” stock option
awards. The correlation between the economic vaketed by executives and their
compensation appears to have largely disappeared ingherteworld of the late 1990’s, if it

ever existed.

A Board That Followed Governance “Best Practices”?

Despite the record of its inability or unwillingnessctmtrol Ebbers, WorldCom
seemed to meet most of the governance standard<iofets Indeed, in several areas
WorldCom exceeded the accepted norms of “best practic&rporate governance, even
though there was little if anything about its governancewlaa “good” in reality. This
illustrates the fact that good governance is not actlibyesimply adhering to “checklists” of
recommended “best practice$,but is a more complex equation that is highly dependent on
the attitudes and actions or inactions of the people indolW&hile not found in most
descriptions of director qualifications, “backbone” anartitude” may be the most important

gualities needed by a director of a public company.

At least 80% of WorldCom'’s directors during the Ebbeesveould probably meet

today’s standards for director independence, as welkeastéindards of the time. However

33 Until the passage of the Sarbanes-Oxley Act in 200Xtdrelards of “best practice” were largely driven by
listing requirements of the NYSE and NASDAQ, with onlfeer areas subject to SEC proxy rules. Listings are
an area of intense competition between the exchanges) mieans that any exchange rule must be palatable to
management of big companies. Thus, the governance stanfitrderchanges have generally historically
been “best practices that management agrees to follodvhat too much more. In the wake of Enron and
WorldCom, the NYSE in particular seems to be becorongher and more realistic in its approach, but it
remains to be seen if this is a temporary phenomemordate the exchange governance standards have not
gone much beyond what is politically correct thinking amorngaate CEOs.
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many of these “independents” had been associated withr&taveyears, and some owed
most of their personal net worth to his actions. T8eweral of the “independent” directors
were independent in form only. This demonstrates the floeadore realistic standards of
what constitutes independence, and what events should baldisng for independence

purposes.

Another area of superficial compliance with “best pcast’ was the proportion of
outside directors on the board. Currently the NYSE gsegp to require only 50% of the
board to be independent, and at least to outward appeardfarldCom exceeded this
standard? WorldCom was also one of the few U.S. companiestthdtadopted the practice
of separating the roles of Chairman and CEO. WorldCdaamsd had the recommended
committees, and in outward form conducted itself in edamoce with most if not all

formalities suggested by governance checkilists.

Unfortunately, WorldCom satisfied the form of governaand not its substance.
WorldCom had a few excellent and experienced directorswalud not have tolerated
marginal accounting practices, let alone fraud, if thesevirelly informed. Directors did not
receive warnings of trouble from the outside auditors,theddudit Committee did very little
work in proportion to the size and complexity of then@any. The board was not
performing its own systemic risk analyses. With a dediteefraud being conducted by
insiders at the Company, with weak internal controls anteffectual outside audit team,

the outside directors had little if any chance of detgahe fraud. To some degree the board

34 For much of the relevant time, the board appeared ® &#évto 4 balance of “independents” compared to
insiders. However, at least 4 of the 6 “independents” hagtifoe ties to Ebbers and as a practical matter did
not act independently until it was too late.
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may also have been blinded by a philosophy that a rising ptaekwas proof that all was

well, as well as by the constant hype from Grubman and attaysts.

Eventually the board terminated Ebbers, though thatracdme far too late to
prevent the ruin of stockholders. While it is not cléet the independent directors could
have discovered the fraud, WorldCom’s board didn’t do ntlaimgs that might have
prevented or limited the tragedy. For example, the boaeg not appear to have been
adequately involved with the Company and its personnel. emage the board met
guarterly, and the meetings were largely filled with fafpresentations to the directors and
other routine exercises, including Ebbers’ opening prayerseTtadatively infrequent
meetings did not involve substantial amounts of tim&ven meetings that were intended to
review significant issues such as multibillion dollagaisitions seem to have been conducted
in a perfunctory mannéf. This was sufficient for blind ratification of actiorisjt not

sufficient for informed, independent decision making.

The Audit Committee most vividly exemplified the boardiadequate time

commitment. According to both the Special Committee Regpal the Bankruptcy
Examiner, the Audit Committee spent as little as thwesix hours per yean overseeing the
activities of a company with more than $30 billion in reve, while the WorldCom
Compensation Committee met as often as 17 times per yéas level of activity by the

Audit Committee was consistent with “going through mia&ions” rather than developing a

% Quarterly meetings are not necessarily inadequate, deenilia company’s situation. WorldCom was,
however, a very large, complex and risky enterprisee Bidard meetings were both infrequent and relatively
brief in duration. This combination proved wholly inaddgua identify and control WorldCom’s risks.

% See, Second Interim Report of Dick ThornbyrBankruptcy Court Examiner at 7, 8, 23-24, 30, 34-36, 42, 52,
55-56, 62-63, 64 (hereinafter called “Thornburgh 11”).
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thorough understanding of the accounting policies, intexmatirols and audit programs in use

at the Company. For example the Special Committ@eiiReuggests that the members of the

Audit Committee did not understand either that Arthur Asde had determined the
Company to be a high risk audit engagement, or the facidersen was using a very
limited controls assessment form of audit, assumiagAnthur Andersen properly
communicated this information to them in the first pl&cét does not appear that either the
Company’s internal audit department or the Audit Commigterceived the widespread

serious weaknesses in the Company’s internal contvelsexternal financial reporting.

Lack of time commitment was not the board’s worsirfgil Despite having a separate
Chairman of the Board and independent members, the boandtdadt like it was in control
of the Company’s overall direction. Rather than mgldlear that Ebbers served at the
pleasure of the board, and establishing reasonable standandssight and accountability,

the board deferred at every turn to Ebbers.

Ebbers controlled the board’s agenda, the timing and tpesaf board review of
transactions, awards of compensation, and the strudtararmgement. He ran the Company
with iron control, and the board did not establish ftaelan independent force within the
Company. The Chairman of the Board did not have a definedfaubstance, did not
control the board’s agenda, did not run the meetinggahnot act as a meaningful restraint

on Ebbers.

37 See generally Special Committee Rer26-27, 30-31, 226 - 227, 231-232, 291. See also Thornbuegh |I
11-12, 200, 205, 211.
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Another area that was strikingly absent on the db@as a meaningful involvement in
risk assessment. As WorldCom did acquisition afteuad@n, its risk posture grew more
complicated and required much more careful attentieor. example, liquidity risks expanded
as the Company’s debt burden grew higher and as revenumeately weakened. There is no
indication that the board analyzed how the enormous deimg accumulated by the
Company in acquisitions would be carried and ultimatetiyed. Control risks also grew
exponentially as new companies were acquired and managiiheshto integrate systems,
networks, commission plans or other areas of operatibosg range assessment of risks and
review of management’s plans for controlling risk did s®ém to exist in either traditional
telephony or data markets. Internet planning in parti@paears to have failed to address
cost issues or the possibility of slower than expectedtly, though the Company was betting
tens of billions in investment predicated on executivelsl guesses about internet growth.
Though wireless substitution was then and is today dtieeanost serious risks for

WorldCom, even this was not the subject of serious nsltyais by the board.

How Could This Happen in One of America’s Largest Companies?

Having the right people in place is critical to good gosece at any company. As
vividly demonstrated by the old WorldCom, complying with tbenalities of governance

administration is not enough to produce a good outcdverldCom met the formal

38 While the old WorldCom lacked either the analytic cagamitthe interest to evaluate its costs and risks in
these areas, it did possess outstanding technological ces@ird personnel. The Company and some of its
personnel, notably Vinton G. Cerf, were integrally inealvin the creation of the technology and data protocols
that made the internet possible. The Company renaday perhaps the most technically sophisticated telecom
company, and its leading market share in the transpdgtafon a global basis reflects its heritage in devejopin
innovative technology and applying that technology tdoreefit of customers. See generally, Holman W.
Jenkins, Jr., “Internet Telecom Wars”, Wall Stremirdal August 6, 2003, page Al13.
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standards, and yet the board did not take action toHibbers’ power. Formalities were
usually observed, and yet no director said “no” when thteeEs loans of $408 million came
before the board, no director said “no” to the $238 millistemtion plan giveaway, no
director said “no” to grants of massive volumes of stations, and no director appears to
have questioned Ebbers’ competence and fithess to seBEsintil the disaster was
unavoidable. The board failed to understand WorldCom'’s fiskeluding Ebbers character
and competence issues — or to design adequate risk quolicidés. Beyond that the
corporate culture under Ebbers did not reward effortsibdoree legal compliance, ethics,
internal controls, transparency, diversity or individegsponsibility.. Revenue growth and
personal compensation were the exalted elements Elibers corporate culture, and he

demanded obedience above all other things..

Members of a board need to work closely with the CEQ,saipport his or her overall
efforts. Confrontation and dispute are not conducivesuacaessful company, and positive
chemistry among the members of a board and betweew#nd imembers and the CEO is
very important. At the same time, the CEO must wtded that he or she is truly
accountable to the board, and the board must be willimggzment that accountability if
conditions warrant intervention. The board in tuustirecognize its profound obligations to
shareholder concerns and shareholder interests. Sernadhe board has to be prepared to
object if management does not observe rules of good lmehdvnanagement seeks

excessive compensation, or if management is creating unabteepsks.
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Without strong and well-informed board members, the clsotthe board using
either persuasion or formal powers to head off troubferk it becomes too serious are
remote. This can make any company vulnerable to damage $traing board might prevent.
The WorldCom history suggests that creating a systeraaifity checks and balances on
management power requires a board that is informed, irv@lne willing to exert

independent power, particularly in the areas of compemsatid risk.

One of the most important contributions that a strorggdbcan make is the selection
of an outstanding senior management team, and then wavkimghat team to achieve
shareholder goals. Where the senior management teammpgomised of individuals with
both business skills and healthy sensitivity to norms abp@r behavior, it will be much easier
for the efforts of all to be kept focused on creatingi@abther than simply avoiding
wrongdoing. It isn’t enough for a company to have good etiiogjst also succeed in the

marketplace, and the reverse is also true.

While most people agree that “healthy governance” is tatahy public company,
there are significant differences when people seek ttifgexactly what practices should be
followed. There are also significant differenceshia tapabilities of individual boards due to
the varying composition and skills of individual board rbens. So, while it is relatively
easy to point at the unhealthy practices at World@mon, Elan, Royal Ahold, Credit

Lyonnais, Adelphia, Tyco, or other companies in the drff. around the world that have
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experienced major accounting frauds or serious breadfiiesiciary duties, it is far more

difficult to prescribe a foolproof preventative for thale3°

In recent years even very large companies have seem ia aggressive practices that
boards failed to stofy. The willingness of Enron’s board to suspend its codmoflicts to
allow the CFO and other finance department personnel teipatg in financial schemes
with a personal financial interest contrary to Enrasremblematic of this problem. Rather
than summarily rejecting such a serious breach of abmestraints that would create inherent
risks to the company, the board went along with managenTdris happened even though
the idea that an audit committee or the full boanddpolice complex financial deals on a
case by case basis was quite impracfitalhe Enron board also allowed management to
pursue highly aggressive accounting policies and woefully inatieglistlosure practices.
Indeed, more than a few companies during the bubble era apgeare gotten into the
practice of either hyping or smoothing income, sometirigsward acquiescené@.

Though WorldCom was far from alone in having aggressive pesgtashed past a board

% This is even more true when dealing with CEO compemrsatiactices and the difficulty of establishing a
reasonable balance between value contribution and aggregetrds.

“0 The areas of accounting practices, compensation &atdd@arty transactions have been particularly common
trouble spots.

“1 Case by case review of transactions — particuladgetihat are complex and occur in a compressed time cycle
— is an alternative to outright prohibition. Both technicareswidely used in government regulatory programs.
Case by case review of “acceptable” versus “unacceptabidlicts with the CFO would have required a large
analytical and enforcement staff that boards just d@ve. Making any reasonably accurate assessmérgtof t
issue would have required the board or the audit comntétteemmit hundreds of hours to detailed review of
complex transactions. Since shareholders have nothigajt and everything to lose from related party
transactions and personal financial conflicts amdfigens and the company, most companies simply prbhibi

all such conflicts.

2 See, for example, recent press reports concerningseftomanage the timing of recognition of gains and
losses at Freddie Mac. While serious fraud is genaakyin large U.S. public companies, efforts to inflate
reported income or to manage reported earnings to mekénexipectations are much more common. Income
management and aggressive accounting practices ardritraum both steps on the road to fraud, and often
constitute actual fraud. Boards should never condortesactices on any expectation that they will prove
benign over the long term.

37



that was too trusting of management’s integrity, thisoisa justification for the lack of board

action. In this area, blind faith is not an acceptataladard of board caution.

The Role of Requlation

Regulation is a blunt and only partly effective tool ia governance field, other than
for after-the-fact enforcement actions. That istoctay that regulation doesn’'t have a vital
role to play. Disclosure standards in particular carnr detexpose abusive practices, and are
intended to give shareholders vital information so tlayjudge how well the board is
discharging its duties. Many of the provisions of theb&aes—Oxley Act -- such as officer
certifications, bans on loans to officers, mandatedisadiinternal controls and others --
have substantially improved the regulatory structuregasawhere too many boards
historically failed to act. While Sarbanes—Oxley has lmeicized in some quarters, there
can be no doubt that it addresses some of the veryepnslgresented by this Company’s

history*

However, regulation generally operates after abusesdisaady occurred.
Government will rarely be in a position to stop abussfere they occur, or before it is too
late to protect shareholders, bondholders, employeesthadinterested parties from serious
economic losses. Government regulation is also ledess efficient when issues become

more subjective and less clear-cut. Enforcement acpoovide essential deterrence and

3 As with other major legislation covering significantngrritory, there are provisions of Sarbanes—Oxiey t
will benefit from either clarifying regulations orim exemptive actions. In the main, however, it filled
regulatory voids that made the U.S. system unnecessahilgrable to fraud and other forms of corporate
conduct that undermine investor confidence, and therebyetefficiency and economic growth.
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important punitive sanctions, but enforcement actionseaer be a substitute for healthy
internal governance practices. In contrast, boardgectors, outside auditors and outside
counsel are the gatekeepers of behavior standards whoblar® prevent damage before it

occurs if they are alert, and above all if they aileng to act when necessary.

A common denominator in many of the major frauds has be=failure of these
gatekeepers to stop improper practices at the outsetetfaues the gatekeepers were
unaware of the details of what management was doingnfidyshave been the case at
WorldCom)** Other times the gatekeepers were too trusting in acgepamagement
rationalizations for practices that proved far mos&yithan the board might appreciate. Still
other times, typically in the compensation area, bosirdply went along with unnecessarily
large programs that created powerful incentives for giageor inflating reported earnings.
Finally, all too often the judgment and actions of outs@®antants and counsel were

tempered due to the magnitude of fees generated by powezhikcl

A strong board composed of experienced individuals with gbathcter an@
willingness to act on their principles will help prevembst governance problems, as will
having a strong and ethical management team. Unfortunhtahng such a board or
management team cannot be simply legislated. Rulesnafuct and behavior definitely help
in raising trip-wires against inappropriate actions andeatong warning devices for the

board members as to overall corporate tone and cultolealso about behavior issues with

“ However, boards have to shoulder part of the blaniejf are successfully kept in the dark. Boards need to
be sufficiently interactive with managers to maximtize chances that they will be warned of practicesntast

be troubling employees. Boards also can minimize charicegoreseen problems by their selection of strong
audit and legal teams.
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specific individuals. However, the board in a large camgdike WorldCom is far removed
from most employees, and it can easily be unawameamiy problem situations until they
have grown to a serious dimension. Requirements fotimgegtraining and education can
help retain board vitality over time, and can enhancedoaaareness of important

developments inside and outside the company.

Despite all of these benefits from healthy standah#setare intangibles to
governance that are impossible to define in legal documémisny company, managers and
directors take actions in response to developments, ddimals can only really be truly
evaluated based on the record of those actions oidnaét There is also a dynamic quality
to governance in that an effective board and workablekshatd balances have to exist not
just at any given point of time, but must be maintaireetha company and its business

evolve.

Therefore, it is important to have specific standardsiles (in effect, internal
regulation) to prohibit behavior that creates the maghserisk to shareholders, such as
related party transactions. Certain basic princigash as the need to prevent conflicts of
interest, need to be embodied in internal rules tiet tust control the relationship of
officers and directors to their company at all tim&sese fundamental limits should not be

waivable. In other cases more general standards or igeisl&¥ill need to be used to provide

> This is why the principle of accountability for intual behavior is one of the most important standands fo
any company.
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more flexibility and to allow for case by case decisitnin these areas it is important to
identify the guiding principles and standards for measurisgyeliion so that expectations can
be properly framed. Setting forth applicable governanceipies is a very healthy exercise
for any board to identify why particular standards exist, leow and why expectations of

behavior within the company are set and enforced.

Ultimately, any group of individuals will be challengedrfreime to time, whether
they comprise a nation, a business, a university or &y buman institution. Challenges
come, and hopefully most often the individuals witlpoesibility rise to the occasion and do
what is necessary to resolve the challenge succhssfioing the right thing” is critical,
even though people may have different views of whatigjie thing is when called upon to
decide. When the old WorldCom board was challenged byrEltemands for absolute
control, and for personal enrichment beyond any reasemasis, it was not able to meet
those challenges successfully. Its failure whenlehgéd may have been because board
members didn't perceive the issues, or the ramifioataf their actions. Or, the failure to act
may have been because they understood the issues buit thekeill necessary to take
corrective action. While it is all too easy in 20/20 higtsito criticize, it is vastly more
difficult in practice for any board to be sure thdias all the information it needs, and that it
will spot problems before it is too late. Knowing whe &ow to act and being willing to do

so are often subtle and difficult questidhs.

*6 Rules against related party transactions, for instaare an example of standards that should be the subject of
absolute prohibitions. Rules regarding travel and &xitenent expenses are an example of an area where
determining what is appropriate may require review of §ipdeicts and circumstances.

*"In the case of Ebbers and his loans, the issues wgitérambut subtle.
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Looking Forward

This Report contains dozens of reforms to specific pestin the selection and
operation of the board of directors, in the compeosadractices of the Company, in the
establishment and maintenance of internal contnola process of risk management, and in
the Company’s dealings with its shareholders, to nareeva $ome of the suggestions will
constitute “rules” of internal operation, and otheesguidelines intended to be interpreted
and fleshed out by the board over time. The questiblwwfmuch flexibility the board
should have is a part of every individual recommendatisnoted above, many of these
recommendations are proposed to be included in the Artidlencorporation in order to
require shareholder action before any such recommendadidd be changed. This is a
departure from traditional practice in which most dethgovernance provisions are included
in by-laws, but this has been done to give shareholtdersltimate say in future changes. In
each case the Report seeks to explain why a parti@dammendation has been made, and

what it is seeking to accompliéh.

A broad theme of this Report is that in establishingnibst healthy balance of
authority and responsibility among the shareholderdyolaed and management over a long
period of years, increased direct consultation witledi@ders would be beneficial. Rather
than more regulation by government to protect shareholtiesReport calls for more
democracy for shareholders so that they can morete#éy protect themselves. In large part

this requires mechanisms to allow shareholders to makard bawvare of their concerns

“8 The Report assumes compliance with all federal ane lstas, including every provision of Sarbanes—Oxley
and its implementing regulations in addition to thesemguendations.
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quickly and forcefully. The more truly representatikie board is of shareholder concerns,

the more one can justify greater discretion in thedhoa

Of course “shareholder activism” is not a panacea feeg@nce ills. This is
particularly true when dealing with institutional investtirat may or may not fully represent
their own beneficiaries’ interests, to say nothinghef fact that a large shareholder may not
represent the views of small shareholders. Large lsblgiers with interests approaching a
control level have their own financial intereststtimay at times diverge from the interests of
small holders. Some shareholders may disregard gowermesues and simply “vote with
their feet,” while other shareholders may have g kemm investment objective. There is
simply not any congruity of interests among all shaiddrs|, or unanimity of opinion on how
governance or business issues should be handled. Tree@fanging the balance of power
in favor of larger shareholders must be approached waiition and restraint. Nonetheless,
imperfect input from shareholders is better than no jrgmd more vigorous shareholder
input to the board will be constructive in virtually adlses. Strong opportunities for the
shareholder’s voice to be heard are likely to imprdreetialance and positively inform

decision-making in almost every situation.

Increasing the power and voice of major shareholdesscarefully controlled manner
will improve the operation of checks and balances agaktstssive executive power.
Bringing the observations of the largest stakeholderg mioectly into the process of

selecting directors will reinforce other recommermaiin this Report that are designed to
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encourage greater vigilance and greater independence of tlasugaction among board

members.

This Report points WorldCom’s governance in a usefation, but over time these
directional indications have to be embodied in the calladthe Company and all involved
with it. There is no “silver bullet” that will makgovernance sound and reliable. Ultimately,
the quality of governance depends on the quality, expesieltermination and attitudes of
all senior members of management and the board. # thershared consensus on the
importance of responsible and informed governance, anliirgness to act on these
principles rather than merely talk about them, thempitocedures in place will have real
meaning. Without such a shared determination to live bylatda of excellence, then no set
of rules can guarantee success. Ultimately the qulitye men and women who operate the
company, sit on its board, and hold its shares, andabéity to work together for the
common good, are critical to success. Inthe corpseitig, governance needs to be highly
collegial, and animated with a determination to promotenlegsi success withosiécrificing
important governance principles. So, theory and peaetie both important, and as the
landscape changes, all concerned must work together tahesepstem fresh, vital, and

effective in meeting the needs of all.

Perhaps more than speeches from lawyers, every baamse a curmudgeon or two,

and every company needs a few people who have a keenoéasnsell*°

%9 In general, healthy skeptics make better directorsd¢heerleaders.
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Part I: The Board of Directors

The Directors at the old WorldCom had a range of backgtoexperience,
qualifications and outlook. A few of the board memberd éxtensive business, corporate
governance and legal experience that would equip them meeinbers of the board of a
company of WorldCom'’s size and scope. Others had few eqpipgumalifications to sit on the
board of a major company other than longstanding persotasiness ties to the CEO.
None of the directors had been suggested by major shdeehother than Ebbers. Thus, the
board included a heavy dose of cronyism with a bit of psadeslism. The board also

contained distinct “camps” of legacy WorldCom and legsl&/ directors.

Some members of the board were persons of outstandangotér. The board also included
at least one member with outstanding legal knowledgesansitivity to the importance of a strong
corporate commitment to legal compliance. Paradoyicte board did not seem to be aware of
how fragmented and weak the legal department was withi@tmpany. The board also apparently
was unaware of the fact that Ebbers had expressedrdieddéegal compliance and ethical concerns.
In any event the board did not put its influence behind legathical systems, or to help set a “tone

at the top” that would emphasize integrity, legal coamle and transparency.

The experience of the WorldCom board and its unresuldealty to Ebbers,

particularly in matters of compensation, suggests selevall lessons:

* Mere experience and resume value in a board membeotsafficient to protect
shareholder interests. Board members must be withrogmmit substantial
amounts of time to learning the company and its risks, @pdrticipating actively
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on the board. They must be willing to ask probing questiand to exercise
independent judgment on behalf of shareholders. Theylmsustividuals willing
to disagree with the CEO if necessary, as well as wgrkiintly to build a
successful company.

* Board members have a critical role in helping set thtereuof the company by
actions or inactions of the board as to matters ofgtmtegrity, transparency and
responsiveness to shareholder interests.

* Board members must not serve so long that they losepdesipective as
representing the outside shareholders.

* The board itself will benefit from leadership that idependent of the CEO, and
this person must work constructively to help board memsiay focused and
engaged. A separate board Chairman is most imporntéimes of stress to
facilitate board discussions and to help frame issuesofesideration when the
board must act to protect shareholders, including firing>tB® when necessary.
Board members must routinely hold private discussiotisowt the presence of
the CEO or any employee.

» Compensation issues are among the most pivotal dectbiem®ard is called
upon to make regularly, and can quickly signal board atidicaf shareholder
interests.

» Compensation is usually alleged to be “aligned” with shadshn interests through
use of large grants of free stock options. Howeveétgaloften the “alignment” is
flawed in allowing substantial compensation without megtfuilly superior
results>® Board members need to create and enforce a compensatiem shat
rewards superior performance, not incumbency, and thaesrieamg-term
incentives that are genuinely aligned with sharehaiderests. Compensation
must be competitive to attract and retain the begplpedAt the same time,
compensation needs to avoid specific abuses like “autofilotiulas> and needs
a direct link to long term performance.

» Other than their interests as ordinary shareholdbea,d members must have
absolutely no personal financial interests in, or fingndealings with, the
company. No planes, options, bonuses, consulting ctsitratrement plans,
sweetheart contracts, or large contributions to gearéssociated with directors

%0 performance measures should relate to such real ingdi@iteconomic growth, such as levels of earnings and
results compared to peers, market share growth, retuaesets or investment, cost levels or similar factor

°1 Autopilot formulas are quite common in senior executive packaggreements to award not less than “two
times base and bonus” annually in equity, for example,@rteary to the principle of linking compensation to
performance, and in fact take authority away from therdh. In some years an executive may deserve a grant of
zero times base and bonus in equity, or 15% of base thtre200% of base and bonus, depending on
performance. Autopilot formulas generally represediction of a board’s oversight.
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should be allowed. At the same time director feesilshoe meaningful, and must
reflect both the time commitment and risks for diresto

* Board members need to have their knowledge of accountesy SEC disclosure
requirements, ethics, compensation practices, and relsjities to shareholders
refreshed annually, just as other professions requiréncamy professional
education.

» Board members need to be involved in the life of the compasiting major
facilities regularly, interacting with a range of seramd mid-level staff, and also
discussing issues with major shareholders periodically.

* The board needs support to help understand what analyststmant managers,
institutional shareholders, journalists and other outsizkervers are saying about
the company and its risks.

* Board members need to focus on overseeing the managehtke@tcompany and
assessing its major risks. The board’s role does alide trying to manage the
stock price or to micromanage operating issues.

These and other principles or observations from pgu&reence are easier to state as

generalities than they are to embed into the life aftdre of any company. It is one thing to

agree that compensation should not be excessive, batibiber to determine where to draw

the line, particularly if other companies are awardixcessive compensation themselves.

Typically boards are left with extremely broad disioreto establish and to change
internal governance standards at will. Most spectfdsow the board operated at the old
WorldCom were embodied in the by-laws or in informalisieas of the board. As a
practical matter this meant that Ebbers decided makesé issues through his control over

meetings and agendas.

One danger of a system in which governance standarttaiee unlimited board

discretion is a risk of incremental deterioration avee. Even if a given board has
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outstanding members and the best intentions, overthiare is no real guarantee for
shareholders that the board will not backslide iret&l of activity and vigilance, perhaps

even without realizing it.

Though Articles of Incorporation are usually vague angbeecific by design, this
Report proposes a very different approach of using thelds as the Governance
Constitution for the Company. By embedding the basiciire and practice of governance
into the Articles, shareholders will acquire a muchrgger level of protection against
informal, unannounced or unintentional dilution of goveogaprocedures. This is not
intended to show any lack of confidence in the new boand,the good intentions of all now
involved with the Company. However, governance processesiatters of the stability of
the Company as an institution, and these processedeamded to last indefinitely — and
certainly beyond the more limited tenure of individuahtsbmembers. Institutional stability
simply should not be entrusted to the good intentiormseosonalities of individual directors.
Change in the operating practices of this board and rsnatbees will occur, and should not
be considered inappropriate. However, under the new sys$tenge in matters set forth in
the Governance Constitution will require the consdisthareholders, not merely board

action.

Set forth below are specific recommended standardg@iis board of directors.
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Recommendation 1.01. Number of Members of the Board

The board of directors needs to be of a size that ges\a range of the necessary or
desirable skills or “domain experience,” such as experignieance and accounting,
disclosure and regulatory experience, technology, governpneject experience, etc. These
skills at the board level will help in the evaluatidirecurring issues of these types. The

range of desirable skills suggests that the board shouldahav@mum of eight members.

Equally important as obtaining a range of domain skillsherboard is the need to
foster a closely knit board with all directors conteuttto playing an active and informed role
in the company. A small number of directors permitaugendiscussion and consultation
among all the directors, without the need to utilizeegecutive committee or other informal
structure to provide a smaller group to facilitate denisiaking. A relatively small board
promotes individual director responsibility, and it enabl@porate staff to provide active
consultations with all directors without unmanagealnte tcommitments. A small board size
is also most likely to promote positive group inter@atiand it also should help to control the
formation of informal groupings or cliques on the boasat tfet in the way of collegial
decision-making. There is not any specific number thatagtees these results, though
experience suggests that a board larger than eleverssibly twelve members begins to

become quite unwieldy.

1.01 The Articles of Incorporation should require a ogith a minimum of eight
members, and a maximum of twelve. As a matter ofrmeoended practice, the initial board
should be targeted for ten members.
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Recommendation 1.02. Independence Requirements.

At its essence, one of the core requirements effactive board of directors is to
provide checks and balances against excessive executive domofate affairs of the
company. While the board and the CEO will usually wodsely and harmoniously together
to further the interests of the company, at timesh{sscin reviewing compensation issues or
in succession planning) the board must be prepared to hawdegprendent perspective at
variance from the wishes of the CEO. Boards do not mesely to rubber stamp executive

decisions, though historically some boards appear to haveubesvare of this proposition.

As a consequence, it is important &irmembers of the board other than the CEO to
be truly and fully independent of management. If managemmolds 5 seats on an 11 person
board, for examplé? as a practical matter the CEO has five votes, whit éndividual
independent director has only one vote. This sends gxhetivrong message as to relative
voting weight. This also means that the CEO only nezdétain one additional vote to
control any decision. Independent directors in such@@as only prevail against

management if they act unanimously, which is diffitalachieve.

The CEO with the board’s consent is always free tludesenior members of
management in board discussions. Thus, the managezraeris insights and advice will
unquestionably be presented to the board, as should bestheldawever, today most
companies include multiple members of management asatseeven though it is highly
unlikely that any member of management serving on the boauttiwpeak or vote against

the wishes of the CEO. Therefore, having such a peaas@ member of the board in effect

%2 This would satisfy the proposed governance guidelines of Y8EN

50



robs the board of independent opinions on issues of gafisance, while diluting the role
of independent directors. Since any member of manageraeiarticipate in board
deliberations by invitation, the board does not lose apytiby not having management
directors, while shareholders definitely gain a morepeaeent board by requiring all

directors other than the CEO to be independent.

1.02 The Articles of Incorporation should require #dlainembers of the board of
directors other than the CEO shall satisfy the indepsrelstandards for board membership.

Recommendation 1.03. Meetings and Commitment.

The board of directors of WorldCom during the Ebbersaarsinot sufficiently active

in the Company’s business according to the Special CdemriReport* Meetings appear to

have generally taken place at locations well-remoweah imost of the operating staff of the
Company. The number of meetings was kept relatively saradl most of the board’s time
was filled with routine presentations. According taiififburgh I, consideration of even very
significant matters such as major acquisitions or nagopensation decisions were handled
with only cursory discussiott. Board members rarely visited operating centers whese th
would have been exposed to more employees, and could hetpurocate corporate values

in interactions with a wider employee group.

*3 Many companies include their CFO as a member of taedluf directors. However, one of the board’s
fundamental tasks is to oversee the performance and tytefythe CFO. By making the CFO a member of the
board, independent board members are put in the positiatepting the CFO as a “colleague” on the board,
yet still having as one of their principal dutieemseeing the CFO. This creates an unnecessary risk tha
members of the board will defer to an unhealthy degmee &sking questions or challenging the CFO. There is
no offsetting benefit for shareholders to the risksufficiently critical evaluation of CFO position§he CFO

will presumably attend every board meeting by invitatiand should be able to express any views to the full
board or to the audit committee without any need feo Bking a voting member of the board.

** See, Special Committee Repatt7, 29-32, 35, 264, 267, 278, 282-286.

% See, Thornburgh Ht 7, 8, 10, 11, 23-24, 30, 34-36, 42, 52, 55-56, 62-63, 64, 114-138, 151-360674.69,
171.
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The history at WorldCom, as well as review of thertsaobligations, suggests that
the board must devote substantial time to enable it tdajeasthorough understanding of the
Company’s business and its risks. While board membersalipdevote time to reviewing
materials prior to meetings, there should also be @weaschedule of physical meetings to
enable full discussion of major issues. In view efs$ize, complexity and risks of this
Company, the board should meet frequently to review thesaiue of issues. Eight to ten

full meetings per year should be expected.

1.03 The board should ideally conduct approximately ten nggeper year, and two
or three meetings per year should be held at locatitvese the company has facilities other
than Company headquarters. Short special purpose telepleetiegs generally should not
count for purposes of this requirement. The Articlemobrporation should require not less
than eight meetings per year, at least two of whittulsl be at locations other than
headquarters. However, the board should generally seshieve the recommended level|of
activity. Individual board members should be required bybirlaws to make not less than
one additional visit annually to Company facilities indepeatigeof board meetings.

Recommendation 1.04. Separate Independent Sessions.

At each meeting of the board, time should be allat&tea discussion among
independent directors without participation of the CEOnyrather member of management.
Independent directors should routinely discuss businesks;esvaluations of management,
performance targets, risk management, and other issueeiings without management, as a
complement to full board discussions with manageme&he non-executive Chairman should
lead any such discussions without management, and an hex absence the chairman of the

Governance Committee should lead this meeting.

52



1.04 At each meeting of the board, independent direshangld meet for some
portion of the available time separately from the GE@ny members of management to
review progress and direction.

Recommendation 1.05. Special Board Meetings.

Included in the number of ten annual meetings of thedbsizould be one annual
board strategic retreat consisting of not less thandasys of meetings. At this retreat or at
another meeting to be designated by the Board, the C&@dstteliver a “State of the
Company” comprehensive review. The State of the Compargweshould include in-depth
analysis of all major risks identified by managemend strategies in place to mitigate such
risks. In addition, the board should review the qualitthefCompany’s disclosure program,
and whether transparency is being provided to the marketstemtswith the CEO'’s Ethics

Pledge.

The strategic retreat should be designed to coveragdirmareas of the Company’s
business in reasonable depth, as well as developmestsiragfcompetitors and the industry
as a whole. The Chairman of the Board, in consaitavith the members of the board and
the CEO, should determine such outside participants as enageiful to the board to provide
commentary and insights on major areas such as effansparency, compliance, capital
structure, liquidity, technology, succession planning, @kmanagement. A portion of any

such retreat could also qualify as board refresher training.

1.05 The Articles should require an annual strategieateto be conducted by the
board, and an annual “State of the Company” presentationthe CEO. This presentation
should be disclosed to shareholders in an appropriate form
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Recommendation 1.06. Director Training and Retraining.

To be effective, directors must understand as much as @oabitlit the business of
the Company, the regulatory structure applicable to it peditive pressures, major risk areas,
financial condition, cash flow, accounting principlegernal controls, organization structure
and the strengths and weaknesses of its management Ba@@tiors also need to understand
the governance and other structural requirements forthewompany and the board are
required to operate. This is particularly important taiescontinued focus on obligations
under the Permanent Injunction, numerous court deaegslatory obligations and other

constraints on actions by the Company.

Over time, directors acquire knowledge through experiertmvever, upon
appointment, the Company should provide a training sessiaati new director to bring
him or her up to speed on the major issues facing the Compsumell as basic information
concerning its business, finances, cash flow and managestnecture. This training should
be tailored to a particular new director’s existing bddeowledge. As with other
professions that require annual retraining or “continuing educaall members of the board
should be required to participate in annual refreshearitigarelating to their board
responsibilities. These programs may be provided by tinep&oy, such as through its
finance, accounting and ethics program for employees, pmbg be selected by directors

from qualifying outside conferences.
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1.06 The Articles should require each director upon appeint to complete a course
of introduction to the Company, either provided or approved bgthernance Committee.
In addition, the Articles should require every diredtbcomplete refresher training annually
relating to accounting, disclosure, governance, compensatimdustry developments in
accordance with guidelines to be set by the Governancen@aa.

Recommendation 1.07. Mandatory New Directors.

Many boards develop a membership that remains relatitalg $or many years. At
the old WorldCom, some directors served for more thdecade, including several who were
close associates of Ebbers. An experienced dirdw@bhas extensively studied a company’s
business, personnel and risks can be very productive, anppraasset. However, over time
the spirit of fresh inquiry into issues may diministth familiarity, and certainly the
willingness to challenge the CEO may diminish oveetas friendships develop and deepen.
This is a natural process, but one that must be angcipatdesigning the best board

structure.

Hardening of the arteries of the board collectively gerious danger for shareholders,
as independence of spirit can easily diminish ovee tifaventually individual directors may
lose touch with current issues compared to their lefehowledge when first elected.
Furthermore, when there is no regular rotation of tlrsg attempts to remove a director who

performs poorly may become contentious and difficult.

To retain the benefits of experience but to contreldangers of complacency, the

board should have a steady flow of new members. Addhee time, term limits that require

directors to stand down after a given tenure -- suchnaget's -- are a healthy means of
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balancing the benefits and risks of long tenure. Theteseopportunities for shareholders to
seek different perspectives on the board as the busindsgovernance climate changes, and

should prevent unhealthy alliances from forming, ornastoo long.

1.07 The Articles of Incorporation should provide thathwhe exception of the
CEO, no director first elected after the date of thremay serve as a director for more
than ten years, or past the age of 75. In addition, ttieles should require that beginning in
2005, the Company must elect not less than one new diestbrcalendar year, who shall
not have previously served as an employee or directtiecd€ompany or any of its
predecessor entities for at least 5 years. Thus, uhlegsare existing vacancies one director
should not be renominated each year to permit the @feafia new director. The chairman
of the Governance Committee should identify a redslerarocess for selecting which
director will not be renominated in any year when tla@eeno natural vacancies. Absent
agreement on any such process, the director not nominateld &ie chose by lot. Neither
the CEO, nor any director nominated by shareholders iRelmymmendation 1.13 within
three years’ of his or her election may be excludethfthe board to make room for the
annual new director.

Recommendation 1.08. Removal of Directors.

Directors are elected by shareholders to serve asépegsentatives. Traditionally
directors could only be removed by the shareholders. Flis important protection to avoid
undue or inappropriate pressures being placed on directomsyasdahheir work. Approving
or rejecting acquisition proposals, compensating or ramyotvie CEO and many other issues
are capable of generating demands to remove a directod@eds not side with one interest or
another. Staggering board membership has been a deviosutating incumbent directors

even further from the threat of removal in the congfhostile takeovers.

While insulating directors from removal except througg@annual election process is

generally a sound practice, too much insulation may haversel consequences in

undercutting accountability for acts contrary to sharemofderests. Since shareholders do
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not today generally have input into director nominatiamgractice directors have been
selected by management or the board and then approveti@magement proxy without any
meaningful choice for shareholders. Thus, the curredt &/stem gives shareholders the
choices of approving a management proxy, withholding voteslgtvely sterile form of

protest unlikely to lead to change) or mounting a full blg@soxy contest.

In WorldCom'’s past, and in other companies from timente, individual directors
may have violated standards of conduct for board memisensexample, the former
chairman of WorldCom’s Compensation Committee a@meptsweetheart deal from Ebbers
to acquire use of a WorldCom corporate jet for a léesef $1 per montff together with an
operating cost that was also considerably below maakes.r The director failed to inform
the board of this related party transaction, did naigetimself from decisions benefiting
Ebbers, and did not identify the transaction on higeiffand directors questionnaire. After
reviewing a report on this issue from the Corporate Moniber board sought and received

this individual's resignation from the board.

This situation demonstrates that it is not inconceiviizea director may become
involved in conduct that is illegal, or that violates dhrector’s fiduciary duties. In such a
case, there should be a mechanism for the board toveeome of its members for cause.
This would include removal for violating fiduciary dutieslifey to satisfy board qualification
standards or violating the Code of Conduct for directérsy such removal should be

conditioned on a formal finding by the board as to the uyidgrfacts.

%8 There are numerous market alternatives for leasingierimay or time sharing corporate aircraft. The lease f
of $1.00 per month represented a rate sharply below what nifgiitvise be available on an arms-length basis.
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To achieve the proper level of director accountabilitg, Eompany’s Articles should
establish qualification standards for service as atdire&ach director should be required to
meet these qualifications at the time of his or hect&n, and continuously thereatfter. If for
any reason a director appears not to satisfy board ga#bircstandards, the board should
determine whether or not all standards are satisfietthe board finds that a director no
longer satisfies the qualification standards, the direstiould then automatically cease to be

a member of the board irrespective of the term o€effor which he or she was elected.

Qualification standards must be carefully delineatedhabdirector removal cannot
occur except with clear reason to be determined by thbdatd of directors, and any

removal must be consistent with applicable statearatp law.

Qualification standards for the board should covendude the following issues:

1) A director must not have committed any violation d@ifiiary duties of care or
loyalty to the Company.

2) A director must at all times satisfy standards dépendence as defined by the
Company’s Articles.

3) At least 75% of the board members should have a mininumter of years
of experience serving on the board of directors of a glyliiaded company
with a minimum threshold of market capitalization, mawe or assets. Inthe
general case, at least three years cumulative seymibeards of companies
with not less than $500 million in market capitalizatimevenues should be
an initial minimum experience level for directorshaligh the Governance
Committee should be able to waive this requirement whérels that the
individual has comparable level experience with govemmasgues (such as
through extensive academic study or in government service).

4) A director should not have any significant prior peed@n financial ties with
the CEO.
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5) A director should be limited to the number of perrbigsactive public
company corporate board memberships at any given time.

6) A director should not have or acquire a conflict ¢diiast with the Company
as defined in the Company’s Code of Ethics, or in standdasnduct for
directors.

7) A director should not have had any government proceediogust decision
finding that he or she violated fiduciary duties in anytegin

1.08 The Company’s Articles of Incorporation should estlajisalification
standards for all directors that must be satisfied gdection and continuously thereafter.

Quialification standards should (i) require a preponderahogmbers to have
minimum experience serving on boards of publicly held busimetsises, (ii) require absence
of conflicts of interest, (iii) set a maximum limit dime number of public company boards gn
which the director sits, and (iv) establish other gicalifons deemed appropriate by the
board. As an initial requirement, the Articles should aminimum include all standards
described above.

A\1%4

Recommendation 1.09. Skill Base of Board of Directors.

“Independence” standards cannot be relied on exclusivelyptiupe an effective
board. While important in its own right, independerscerirelated to subject matter
expertise, strength of character and relevant experiehitef these factors are attributes of a

strong director.

In the old WorldCom, several of the directors had Aksen associated with Ebbers in
personal or business dealings for years. Some of sa@se directors pushed through Ebbers’
compensation programs and began the disastrous progidrareholder loans to Ebbers.

This illustrates the fact that close or extended petsmsabetween directors and the CEO can
lead to just as much trouble for shareholders as lackafdial independence. Qualification

standards and domain expertise requirements should hé&lpiiprevent cronyism in the
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selection of director candidates so that directarsratependent in spirit as well as financially

independent.

The board of directors should include directors witlagpropriate range of specific
domain expertise or skill sets. Each director should geoan identifiable skill set or domain
expertise, such as:

€) financial or accounting expertise;

(b) telecommunications or technology expertise;

(c) senior management experience with a major company;

(d) experience with federal or state government agenciegntracting practices;

(e) marketing or strategy and planning experience;

()] ethical training;

(9) regulatory experience.

Personal identification with the CEO, such as having laeeeighbor, a teacher of the
CEO's children, or the CEO's architect, contractorpactant, lawyer, et?® is not relevant
experience or domain expertise, and should in factdisgaalifying characteristic.

Similarly, service in any charitable or other institutr@ceiving significant grants from the
Company or from the CEO or his or her family is no¢veht experience, and should also be
a disqualifying characteristic. The tendency of many comsséani select “safe” board

members who can usually be counted on not to rock thasoahealthy. The board can best

" A retired CEO is strongly preferable to a sitting ClB@woid conflicts and interlocks.
%8 Even if such individuals arguably have qualifying domain exgerthey would be inappropriate choices for
board nominees if the only realistic reason for theirsideration is support from the CEO.
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do its work and contribute to the Company’s successéstan active and vibrant

membership.

1.09 The Articles of Incorporation should set forthittuege of skills or domain

expertise that should be a minimum qualification foardomembership. Each member of the

board should possess one of the identified skills orstgbelomain expertise as a minimum
gualification of service. The standards set forth alstveild be included in the initial
requirements for domain expertise.

Recommendation 1.10. Standards of Independence.

The Company’s Articles of Incorporation should setHatiandards for defining

independence of a board member. These standards should spheifecation that a director

is notindependent if under any of the following circumstances:

(@)

(b)

(c)

(d)

The individual or any close relative by blood or naayei is currently or has
been an employee of the company within the past fivesyeith
compensation above a level specified by the board, sukHa300;

The individual receives (or within the past threeryédes received) any form
of compensation for services as an employee, or asudsigle consultant or
other professional retained by the Company other than sthfesds for board
or committee service and is not a partner or employeay law firm,
investment banking firm or other firm providing professics&lvices to the
Company;

If the individual is an officer, director, partr@aremployee of any firm that
does business with the Company, the director shall nioidlependent if the
volume of cross-business exceeds a level set by thd,beiin 1% of revenues
for either firm or $3 million in any three year periasla recommended
starting level;_providedthat this restriction should not apply to purchase of
telecom or other services from the Company by an erffitiated with the
director so long as the director played no role in negagiaany such
transaction, and the business took place on arms lemgib; te

If the individual serves as an officer of any compan whose board an officer

of the Company sits, the individual is not independéemtesrany such interlock
is in effect;
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(e) If the individual is an officer, director or empé®e of a non-profit organization
that receives donations from the Company in excess of @@@auring any
year, unless grants to a university shall have been egdrfipim this
requirement by the Governance Committee after a reiaedetermine the
business purpose of grants to the particular institifion;

M If the individual is a spouse or relative living irethkame household of (i) any
elected political official who has received donationsrithe Company or any
senior officer during the current or past five years afily senior member of
any regulatory body with authority over the company), &iny person with
government contracting responsibility for the comparw,digovernor or
member of a political executive body, or (v) a leg@lavho sits on any
committee with jurisdiction to enact laws governing @wmpany or its
business operations;

(9) If the individual has had any personal commerciakaations with the CEO
during the past ten years, or serves as an officer ogew| partner or owner of
any organization that has been involved in any commedraiagactions with
the CEO personally during the past five years, excepbidgme retail or
consumer transactions;

(h) The individual has previously served as the Company@;©E

(1) The individual is a spouse or relative living in tlzere household of any of
the persons listed in this section.

1.10 The Company should include in its Articles of Incorponastandards for
independence of directors that should at a minimum emthedgrovisions included above.

Recommendation 1.11. Change of Status.

Directors should be elected in large part to provide a patitype of experience to
the Company. At the time of election, all potent@dtbrs bearing on independence of the
individual, qualifications and the desirability of the indival’s board service are carefully
reviewed. If the director subsequently has a chang&ios through changing employers,

retirement, commencement of any material SEC or @beernment investigation or

%9 |f the Governance Committee finds that grants tautiieersity in question predated any consideration of the
individual as a director, and that there is no likelthtimat the grants would have the effect or the appearance of
rendering the board member beholden to management fullgéahdependent, then in such case the individual
may be considered to be independent notwithstandingsgradonations in excess of $100,000.
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prosecution involving the director as a target or subggaither material change in status, the
director should tender his or her resignation to thedoln executive session and without the
presence of the director in question, the board shoeflddbtermine whether or not to accept
the tendered resignation. The board should not have itothe position of asking for a
resignation when a major change in a director’s stagdaken place. Rather, tendering a
resignation should be mandatory, with the board empalsteraccept or reject the

resignation.

1.11 When a director has significant change in statdsfaged in the Company’s by
laws, he or she should tender a resignation to taedpavhich should then determine whether
such changed circumstances make accepting the resignaticabtee Any breach of
gualification standards or fiduciary duties to the Compaoyishconstitute a change in
status.

Recommendation 1.12. Limits on Board Memberships.

Qualified and independent board members are necessaryte argtrong board.
However, the MCI board in the future will also be ertely active, and should be engaged in
the Company’s business to a much greater degree thanugas the past. Frequent
meetings of the board and its committees, as wellesting preparation time, annual
retraining and visits to company facilities, will demanchgigant overall amounts of time

from each director.

In light of these significant expected time commitisert is not feasible to expect a
director could give sufficient focus to his or her resloifities to the Company if the same
individual serves on a large number of outside boardshelicase of the Company’s CEO,

outside for profit corporate board memberships are notaddsidue to the diversion of time
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from duties at the Company, and also due to potential ctsmiflin the case of independent
directors, there needs to be a reasonable limit onuimder of public company boards on

which an individual director serves.

Time commitments for different boards vary, althoughtrend is toward increasingly
demanding time commitments for outside board membext @blic companies. The
appropriate time constraints also vary depending on whetldirector is a full-time CEO or

is retired, for example.

1.12 The Articles of the Company should include specifitdi on outside board
memberships. The CEO of the Company should not particymesey boards of for profit
corporations (either publicly traded or privately héfand independent directors should npt
serve on more than three boards of publicly held compamieluding the Company. The
CEO or other full time senior corporate officer of ey company serving on the Company’s
board should be limited to not more than two public compaayds in total, including the
boards of such person’s own employer and the Company.

Recommendation 1.13. Nominations of Directors.

The existing system of corporate governance as pedciicthe U.S. involves a
balancing of interests, and what some might argue at@rc@rtherent contradictions.
“Shareholder democracy” is a concept that has neverieadized in the corporate system in
a meaningful way. Some believe that shareholder dampshould involve more
meaningful powers, while others believe the form of demawy, but not its substance, is

preferable.

0 The CEO should be permitted to serve on non-profitdsoaith advance consent of the Governance
Committee. In general, however, the CEO should devsterther full energies to running the Company.
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Boards of directors hold ultimate power over any ocapon, though in the old
WorldCom the board abdicated its role by transferringatiffe power to Ebbers. Directors
are the representatives of shareholders, yet thentwystem essentially freezes shareholders
out of the selection process for their own represiges’’ Absent an extraordinarily
expensive proxy contest, shareholders are allowed toluattenly for a single nominee for
each position. Shareholders generally do not have &ty abiplace names into candidacy,

and the voting process resembles that of a one-particpbsystem.

Nominating committees fill vacancies on the boardddgating an individu&f and
submitting this name for election by shareholders. Howeéke shareholders lack any
effective choice, as generally there are the sam#auof candidates as there are board seats.
This process contributes to having boards that are onerlgte from shareholder concerns.
While the SEC’s proxy rules provide investors with significaformation concerning each
director, they don’t provide the basic common denominatdeofocratic systems, which is

choice.

There are many reasons that can be advanced fouttent system, even though it
freezes shareholders out of the nominating process amsdbem a choice. One issue is
practicality, as shareholders of a large company maxtiemely numerous and widely
dispersed. Thus, a New England - style town meetirstpaieholders has not heretofore been

practical (though technology has made this more atta@riadhy). Another legitimate

®1 Companies with venture capital investors and compamiesging from bankruptcy both tend to have boards
of directors that are more representative of shareholdietsoth cases these boards tend to have membérs wit
large shareholdings, thereby guaranteeing a direct focus ehshder concerns.

62 Often nominees are suggested or approved by the CEO.
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concern is the fact that no one shareholder can gdyuwiagm to represent other
shareholders. Large shareholders may have diffamsrests than small shareholders, and
any given large shareholder may not be likely to reptaserviews of other large or small

shareholders.

Despite the obstacles, a system in which sharetsotabild participate in board
nominations would certainly improve the representativditgua the board and would
improve the existing balance between board responsivemessniagement and shareholder
concerns. This is likely to be a particular benefit dyitimes of tension or strain, such as
when board policies are opposed by large numbers oftelidezs. The existing system does
not provide a mechanism short of a full scale proxy éatith essence, shareholders today can

fire a cannon but cannot provide a gentle nudge to redioactiipolicies.

Given the history of the WorldCom board’s lack of respeeness to shareholders, the
future system for the Company should guarantee a stravigeor shareholders in director
nominations. To accomplish a redirected balancesraéghanges should be made to existing
practices. As a result of other recommendations s1Report, MCI in the future must elect
at least one new director each year, though vacaoecigd cause additional directors to be

elected in any given year.

Each year the Governance Committee should in theal@moirse conduct a peer

review of director performance, and such review shoudduate all directors on the board. If

there is at least one natural vacancy, the requireafente new director can be satisfied
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through filling that vacancy. If there is no other vang the Governance Committee should
select the director who should not stand for reeledi@msed on criteria it develops. Absent
agreement on such criteria by the Governance Comntitieeljirector not to be nominated

should be chosen by 181

The Governance Committee should review potential nomiftezehe available board
positions. In so doing, it should provide an appropriate ippiby through the Company’s

web site or in any other direct manner for any shareheddgubmit potential nominees.

At the same time, the Articles of Incorporationskdarequire the Governance
Committee to solicit directly nominations from ther@many’s ten largest shareholders or
such greater number as may be necessary to repreteadtat5% of the outstanding shares.
This group of shareholders (the “Shareholder Committg®iuld then meet with the
Governance Committee and review its suggested nominemonees. If the Shareholder
Committee does not support the proposed nominee(s) of teramce Committee, the two
committees should endeavor to agree on a compromiselate(@). If no agreement is
reached, the Shareholder Committee (voting by sharehotéeest) should be entitled to

designate one nominee for each vacancy in that*ead the Company’s Articles of

%3 |f the Governance Committee develops criteria foectizglg the director, or achieves at least two-thirds
support of the board for a particular choice, thendeigsion would become final. Failing any such agreement,
the director not to be nominated would be chosen randomtiis will give all directors an incentive to reach a
consensus.

% The SEC has recently proposed changes in existing pras/that would allow shareholders to nominate
directors if certain trigger events had occurred. Whilefemal proxy rules will be binding on the Company in
establishing minimum standards, the Company is frg@ teeyond SEC minimum requirements. This
recommendation does not require any trigger eventsyibudperate every year. The Company will need to
work with the SEC during the balance of 2003 and 2004 tolisstabprocess that complies with Regulation FD
and all other applicable SEC rules. However, the fundéhstructure of allowing shareholders to nominate a
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Incorporation should require the designated nominebe tocluded on the ballot as part of
the management proXy. In this manner shareholders can then determine whitteof

candidates to elect.

1.13 The Articles of Incorporation shall set forth finecess described above to
permit shareholder nominees to be included on the Comparoxyg ballot.

candidate for each vacant seat on the board for inolasicghe management proxy should be applied as nearly
as possible in the manner laid out herein.

% The Company’s proxy statement in that case should pravid=jual presentation of background and
gualifications for each of the candidates for the imteposition(s). However, any shareholder nominee(s)
who are part of a “group” for purposes of Rule 13D shoulddesned ineligible under the Company’'s
independence and qualification standards.
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Part Il: Board Leadership and the Chairman of the Board

Traditionally most American public companies haveofotd a structure in which the
roles of CEO and of Chairman of the Board are combinadsingle individual. This
structure maximizes the overall power of a ChairmanG®@. In the right hands, the
structure works fine. There are many examples in whishstructure has promoted effective
and responsible leadership. However, this structurecalscentrates power in a single
individual, which creates vulnerability if the CEO behawean inappropriate manner. More
importantly, the “Chairman and CEO” structure is alnuzstain to lead to less time available

to be devoted to managing the board’'s overall process aridpnayram.

Under the “Chairman and CEO” structure, independent boamdbars are left
leaderless unless there is a “lead director”. This ¢ddloard leadership makes it more
difficult and less likely at the margin that boardmieers will develop independent consensus
views on issues ranging from the desirable level ofu@xexcompensation to succession and

tenure issues involving the CEO.

The “Chairman and CEQO” structure does not prevent intg@ board members
from protecting shareholder interests, and it should e@trnbexcuse for failure to do so.
Many instances of boards discharging CEOs for poor peafocenor other reasons can be
cited even where there was a single Chairman and Gever, the fact remains that this
structure does not provide the board with independentiedidated leadership for issues

pertaining to the board’s own operations.
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One device that is increasingly used in conjunction thigh*Chairman and CEQ” is a
designated “lead director”. The intent of this altéugais to provide a focus for leadership of
the board from among its members. However, the “lé@&@ttdr’ structure carries its own
problems. By describing one director as more importassence, than the others, this may
create a generally undesirable group dynamic. Since #ralbgbjective of most governance
initiatives is to create a board in which every memééndependent, informed and active, the

selection of one to take primacy over others tends togaimst this objectivé®

In Europe and particularly the United Kingdom, a structufiging a “non-executive”
Chairman of the Board and a separate CEO is commonty’usEhis structure is not a
panacea for fixing all governance problems. Indeed, th&/olddCom was one of the few
major U.S. public companies that had separated the past@fd@hairman and CEO, yet this
structure did not prevent either the financial fraud omgiiess abuses involving Ebbers’
compensation and loans. However, in the old WorldCoucttre, the Chairman was
essentially powerless. Enron also used a variamistructure, while Tyco had a “lead

director”, in both cases to no avl.

Separation of the offices of Chairman and CEO, likestructural reform, is

dependent on other factors to make it most successf@hatrman who is disengaged or

% A non-executive chairman also suggests one directohasmnore responsibilities than others. Thus, this
disadvantage exists to some degree with either title.

" This structure of governance in part reflects sociakpatin the U.K. that do not have exact parallels in the
U.S. The social stature of being a “non-executivérofem” may be far more important in the U.K., for
example, than would be the case in the U.S.

% Both WorldCom and Enron had former CEOs as the “@feair” and this may have weakened the benefits of
separating the two positions because the former CEOslincage were too close to the Company, and in some
ways dependent on it for retirement and other futurefbendhis report recommends that former CEOs of the
company should not be considered independent, and theredanetagligible to serve on the board once they
step down as CEO.
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overly deferential to the CEO may not only fail toad® board leadership, but this may also
delay board action if other board members rely onadrictan who fails in the role. Also, this
structure can create confusion and a corrosive effesverall managerial leadership if the
chairman is perceived to be a rival for internal power @dmes not strictly respect the “non-
executive” nature of the role. A separate non-exec@ha&rman must be extremely cautious
to avoid creating issues of divided loyalty or confusisticathe overall status of

management.

Despite these potential drawbacks, the “non-exec@harman” structure offers
considerable potential advantages when used properly, fBira board with frequent
meetings and active committees, the time commitneentdordinating activities of
committee chairmen and individual board members can lyesiganificant. Since most CEOs
will not have the time to do this personally, board oamications may be delegated to a
General Counsel, Corporate Secretary or other memimsamdigement. This is undesirable,
as board leadership then rests on a non-board membas, dreating a non-executive
Chairman separate from the CEO will facilitate adeqtiate being devoted at a very high
level to board interaction and communication. Thisughdacilitate an active and involved

board, which is essential to healthy governance.

A second advantage of this structure is its superiorityeating checks and balances
against excessive executive power. Boards will most b#estrongly supportive of the CEO
and management team, and there should not be any suggbeaticanflict or contention is

desirable. Nonetheless, the fact remains that CE@#hair management teams will be
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naturally defensive of their own policies and managemerisides, sometimes even in the
face of evidence that performance has been poor. OifisEsues ranging from
compensation to potential removal of a CEO or succegdanning, a non-executive
Chairman creates a greater likelihood that the boarsksisisions will happen earlier, and will

be more candid and robust, than under a combined Chaamib@EO.

The separation of Chairman and CEO roles can cstrateg benefits when the right
two individuals serve in these respective roles and wog&ther smoothly, but the structure
can also become a disadvantage if disharmony restiis.advantages and disadvantages of
the two structures will be affected to some degree byhémistry of the individuals and the

dynamics of a particular board and its members.

Recommendation 2.01. Non-Executive Chairman.

Though there are pros and cons, overall the sepaxtitwe role of board leadership
from management leadership seems desirable for MCI. iSprémarily to allow a
concentrated focus on governance issues by a senieidunali without forcing diversion of
critical management attention from strategic and opmrakissues in the business.
Secondarily this separation of functions is a constrectheck and balance against excessive
concentration of power, which the old WorldCom epitadiz It should remain clear to all,
however, that the CEO retains the individual leadershipe management team and the

overall business, subject only to board direction.
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2.01 MCI should establish the non-executive positiorhairman of the board of
directors. The role of non-executive chairman shindtlide leadership of all board
activities, such as setting agendas, coordinating commtideand reports with committee
chairmen, leading board and CEO evaluation effortdjté&eg information delivery to
directors, and presiding at meetings of the board of directin carrying out these
responsibilities, the non-executive chairman shouldkwtaosely and constructively with the
CEO, and should carry out such other responsibilities@sested by the board.

Recommendation 2.02. Responsibilities of the Non-ExecQiharman.

In the old WorldCom, there was a separate chairmémedboard. However, this
position did not have specific powers or responsibgiti Board meetings and agendas were
run by Ebbers rather than the chairman. To avoid magss the non-executive chairman’s
position should have defined responsibilities and auth@ityer than leaving the

responsibilities undefined.

The Company’s Articles should spell out the duties anploresibilities of the non-
executive chairman with reasonable specificity to avoidiuion or uncertainty. At a

minimum the non-executive chairman should have the power:

€) to establish the board’s agenda for the year, argbfdr meeting, upon
consultation with each member of the board includingd&e®;

(b) to coordinate the work of each board committee wsthatmmittee chair, to
make sure that a self-assessment of the memberslo€eaxnittee is
conducted each year, and to review possible committee mempbehanges;

(c) to oversee the distribution of information to boaxeimbers to insure adequate
and timely reports;

(d) to coordinate where necessary board member visits to cgrfgalities;
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(e) to review at least annually the overall effectivgsnef the Company’s ethics
program, internal audit and legal compliance syst&ms;

M to organize and oversee a review of the effectiveok® board and the
contribution of each board member at least annually; and

(9) to organize and oversee an annual review of CEO penfieariay the board,
and to carry out such additional responsibilities and daseway be assigned
from time to time by the board or the CEO.

2.02 The Company’s Articles or by-laws should spell outiliéees, powers and
responsibilities of the non-executive chairman to @wwicertainty or confusion as to the role
to be played.

Recommendation 2.03. Term Limits and Performance Review.

The performance of the non-executive chairman shoulddleaed each year by the
board. Where the chairman is not sufficiently acaveuccessful in providing meaningful
leadership for the board there should be a frequent oppgrtarchange leadership.
Therefore, the by-laws should provide for an annualielecif the non-executive chairman
by secret ballot. The by-laws should also establista@mum term limit for the non-

executive chairman, which should not exceed six years.

2.03 The Company’s by-laws should provide for annual elecfitime non-executive
chairman, and for a maximum tenure of six years.

Recommendation 2.04. Resources.
Along with defined duties and powers, the non-executiveicizen should have
dedicated resources to carry out these obligations, asé sk&ff resources should be selected

by, and accountable to, the chairman. Any such sepaadite®ts not need to be large, as it

% This oversight is secondary in nature, and is nogdesi to displace normal line management reporting. Each
such function would still report to the CEO or otherg,the non-executive chairman should conduct a general
oversight review in conjunction with relevant boardcoittees.
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is intended to facilitate the work of the board, suglmascheduling preparation. In no respect
should such staff cross the line from the non-exeeutile of the chairman into issues within

the purview of executive management.

2.04 The by-laws should provide that the non-executive miaaishould have
adequate support to permit successful completion of assigepdnsibilities. Staff support
should be selected by the chairman from Company staff.

Recommendation 2.05. Qualifications.

The function of leading the board in its activitie$ighly important in establishing
overall healthy governance. However, where the n@ctgive chairman is not sufficiently
independent, the vitality of the role may be undercut.réfbee, the non-executive chairman
should have the following minimum qualifications, in dabdh to such other requirements as
may be set by the Governance Committee:

€) the individual must be an independent member of thedpaad should not
have been a fulltime employee or senior officerhef Company within the
prior ten years;

(b) the individual should have served (i) on the bodiat ¢east three publicly
traded companies, at least one of which must have haadket capitalization
exceeding $5 billion, (ii) as the chairman, CEO or somparable position of
at least one business or governmental organizationi)@s(president of a
major university. This should be a person of widely recghstature,
experience and accomplishments;

(c) the individual should not ever have been the subjeah SEC enforcement
action in which he or she consented (with or withalrigsion of
wrongdoing) to the entry of injunctive relief, a ceasd desist order, or a
suspension or other limitation on the ability to serva @orporate officer or
supervisor, or had any license suspended or revoked due todustof any

type;

(d) the individual should not have violated any fiduciary datthe Company, or
its Code of Conduct.
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2.05 The Company’s Articles of Incorporation or by-laksuld establish
gualification standards for the non-executive chairnsasuggested to set standards of
independence, stature and experience.

Recommendation 2.06. Nominations for Non-Executive @fexir

The Governance Committee should consider candidatet&nman from among
current or prospective directors. The Committee shsuituhit its nominee to the members

the board for election by secret ballot.

of

2.06 The Governance Committee should report to thédaltd on nominees for nor
executive chairman suggested by any member of the boardisisection of a nominee.

Election of the chairman should be by secret ballot.

Recommendation 2.07. Compensation of Non-Executive @hair

The Governance Committee should establish the compemsdtihe non-executive
chairman during each term of service. Aggregate compensaia director and non-

executive chairman should recognize the time demandsthaedelements of the position.

2.07 The Governance Committee should determine contmen&a the non-
executive chairman, which should reflect the qualifisaiof the individual and the demang
of the position under prevailing circumstances. Sepacetgensation as non-executive
chairman should be competitive with similar positiahsomparable size companies. As a
recommended practice this separate compensation axeoutige chairman should not
exceed two times the applicable board retainer, thoughadue should be free to determing
different level.

1S
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Part Ill: Board Compensation

In the past, WorldCom had an annual board retainer of $35,00@@e This amount
was supplemented by meeting fees and stock option progrémasprior retainer was not
adequate to reflect the responsibilities and time comemtrthat should be expected of a
director of one of the country’s largest companies.didsussed above, meetings of the full
board in the past occurred generally four times per ygach was far less than will be
required for the MCI board in the future. In additiomegligible cash fee led directors to
look to stock appreciation as their principal form of congagion. Though this is a view held
by many companies, particularly in the technology figld not a healthy practice to have

directors dependent on large issuances of equity for basipensation.

The board retainer should be paid entirely in cash, rmebendent directors should
not participate in stock option or equity grant programngreasingly in recent years
companies have provided stock options or other equity g@nisectors, sometimes in very
significant amounts. While this is said to align intesed shareholders and directors, this
alignment is more illusory than real. Shareholgeng for their stock, and in general benefit
only from long term value growth that exceeds risk fetarns rather than from temporary
stock price movements. Stock option recipients arergiheir awards, and may benefit from
relatively short term price movements. Large equityigréo directors may have the effect of
co-opting directors to support equity grants to senioragears, and may weaken resistance to

dilution of existing shareholders through equity compensgtiograms.
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The amount of cash retainer should be large enough waprattractive
compensation for high quality board members, but not bégbcals to impair a director’s
independence or willingness to resign from the board ohatlenge management if
circumstances warrant any such action. The amountdshtao be large enough to fund a

substantial mandatory stock investment program.

Recommendation 3.01. Board Retainer.

Members of the board should be paid a substantial anashlretainer reflecting (i)
the significant required commitment of time, and (ig timitations against serving on other
boards. An annual retainer should reflect the respditisibiof the board, but not be so large
as to impair a board member’s independence or willingnedsaitenge management or to
resign. The retainer level should be set at whatevet is necessary to attract the highest
caliber people to serve. As an initial recommendatioa retainer level should not be less
than $150,000 per year, but the board should be free to adguEwvdi as necessary. No
further board compensation such as meeting fees shoulddhalpaough separate additional

compensation should be paid for committee membership.

3.01 The level of annual board retainer should be sulatamith a recommended
level of not less than $150,000 per year. Additional fees asieneeting fees should not be
paid.
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Recommendation 3.02. Mandatory Stock Investment.

Each director should be required to invest not less2b&h of the cumulative cash
retainers received from the Company in its common stwckugh open market purchaesr
through other devices such as an election to purchasesgshaough the Company under an
automatic purchase program at market prices. As of thefezath year, each director shall
provide information to the chairman of the board demotisgyaggregate purchases in an

amount equal to 25% of cumulative cash fees recéived.

3.02 The Company’s by-laws and qualification standards ffectdirs should require
each director to make purchases of common stock myessr equal to at least 25% of cash
compensation received. Such purchases should be eitlremajpket purchases (subject to
all window requirements) or fixed periodic purchases ftbenCompany at full market price
at the applicable time.

[

Recommendation 3.03. Long Term Stock Retention.

To align director interests with long term shareholdeerests, directors should be
required to hold all stock purchased under mandatory purcb@sgements until at least six

months after they have left the board.

" The Company may wish to arrange for a broker to hafidde@h purchases by the board to control window
issues, restrictions and to facilitate reporting. Toeenpany should be able to pay related brokerage
commissions or other costs for this program.

" The investment and hold requirements should be basedsgmot current value. If stock purchased at a
given cost declines in value, no further purchases woutgbessary. Similarly, stock price appreciation would
not eliminate the need to invest the minimum percenddgash compensation in new stock purchases each
year. Under Recommendation 3.03 all shares purchasedthiede requirements must be held until six months
after a director leaves the board.
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3.03 All stock acquired in satisfaction of the mandatovgstment program should
be held until a date which shall be not less than smthsofollowing the termination of a
directorship other than in the event of death or disapitityhich case resale restrictions
should lapse immediately.

Recommendation 3.04. Equity Grants.

Directors should not be eligible to participate in eguitentive programs of the
Company. Directors should be specifically ineligibledoeive grants of stock options,
restricted stock, phantom equity or any similar typeapfity linked compensation. Rather,
the cash retainer and mandatory equity purchase requiteie intended as the sole

mechanism for equity participation.

3.04 The Company’s Articles of Incorporation should resstfirectors from
participating in any equity-based compensation program dZtimepany. Director
compensation should be exclusively paid in cash, with areegant to purchase equity in the
open market or through the Company and to hold such siaoeghout their tenure.

Recommendation 3.05. Advance Disclosure of Stock Trdomact

The Company should establish and publicly disclose “windmolities covering all
equity purchases and sales by directors or employebs @dmpany. In addition, each
director and senior officer should be required to disgirg#icly to the Company, which
shall issue a press release to such effect, any traamsanbt less than two and not more than
fourteen days in advanod conducting any such transaction. Directors and erapoghould
be restricted from engaging in derivative or other hedgamgstctions relating to the

Company’s securities.
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3.05 All stock sales or other equity transactions byctbrs or senior officers should
be disclosed to the market in advance through a pessse by the Company not less than
two days before any such transaction. Derivative aretitns should be prohibited for
directors or employees. The Company should establistiomi policies for all purchases ar

sales by directors or any employee.
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Part IV: Executive Compensation

The executive compensation practices of the old World@awte a mockery of
shareholder interests and eroded the legitimacy dZtimepany’s governance practices. Both
CEO Ebbers and CFO Sullivan were lavishly compensatedyahdndividuals were
regularly among the most highly paid corporate officerthe U.S. The enormous
compensation paid to these individuals was in part a tigfleof massive distribution of
stock options, along with aggressive use of cash throwg@dimpany’s “retention” program.
Compensation payments were grossly out of proportion teale of the services provided,
even absent any issue of fraud. The aggressive persoitdineent attitudes reflected in the
Company’s compensation practices with regard to Ebbers dinchBuwvere so corrosive of
responsible behavior that they may have implicitly @eat climate conducive to the fraud

that occurred.

The shareholders have a strong interest in avoidiogssive and unnecessary
payments to senior executives, and an even greater intepgsiventing senior executive
compensation that is not directly tied to substantigopeiance requirements. In the old
WorldCom, compensation practices were focused almosigxely on short term top line
revenue growth, without any correlation to short oglterm profitability, or other drivers of
long term value creation. In 2002, the Company paid out thare$238 million to existing
employees (including $10 million each to Ebbers and Sullisad made multimillion dollar
retention grants - essentially gratuities - to Beauraodtother senior officers. Shareholders

should be able to expect the board will attempt to payahd equitable compensation to
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attract a high quality management team, but at the samado avoid paying too much, or

creating damaging incentives.

With compensation in the old WorldCom for the CEO,@énd CFO divorced
completely from meaningful performance standards,psmsation for these individuals
became an exercise in ego gratification and personal.giBais was highly damaging to the
overall culture of the Company, and created distortechties'? for the business as well as
contributing to the perception that there were no limitdbehavior by the most senior

officers.

Good compensation practices link pay and performance sbdtrashareholders and
managers benefit, and so that the rewards to managesana direct relationship to defined
performance hurdles. However, in the old WorldComlthiege of pay and performance
did not exist. For Ebbers and his top associates it'pasfor whatever performance.”
Because of the massive size of option grants to EbbdrSallivan, they had an opportunity
to earn tens of millions in compensation if the stoakegpmoved up over even a very short
term. This created strong incentives to hype the stadk, @lease misleading or outright
false information. These past practices were contaaspareholder interests in long term
value creation and the avoidance of dilution, and thegpse incentives to hype the stock

were contrary to the purposes of the federal seculdties as well.

2 Under the top line growth model, managers would be rewdodettveloping unprofitable lines of business
so long as the activities generated gross revenuglgrow
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The principles of (i) aligning shareholder and executiterests and (ii) providing
pay for performance have been used to justify massivesgpastock options to CEOs.
However, all too often awards pay lip service to thesecyples without being actually
correlated to them. If pay awards genuinely linked sluddeh and executive financial
interests, and if pay awards were substantially cae@to value-creating performance, there
would be far fewer issues with compensation policiesenBwvith such linkage, however,
there are significant issues of how much reward shouldrdoc good performance, and

awards for outstanding performance can vary enormdigsty company to company.

The fact that stock options could be issued without d#egrcompensation expense
plainly led to overuse of options at the old WorldComwall as many other companies.
Treating anything as “free” will engender overuse, andrithgsbeen the experience with stock

options for senior manageméent.

Restricted shares offer a form of equity compensdhianis distinctly superior for
shareholders compared with stock options. A given atrmflsompensation, such as $1
million, can be delivered to an officer through resteiicstock awards fairly precisely using
current market price¥. However, determining how many stock options must betedsto

confer the same $1 million in value to the executivess precise. In general, Black Scholes

73 Stock option programs are often defended as providirepiives to rank and file employees in many
companies. While equity participation by employees is hgadtmployees would benefit even more from
restricted stock grants than from receiving optionsouh an inferior incentive and creating roughly tripke th
potential dilution for shareholders than restricted stopkipn grants are utilized because they don’t have to be
expensed, while grants of restricted stock do. The faituespense options allows some companies like
WorldCom to grant hundreds of millions in compensatioBE®Ds without recording any “cost” on the books.

" Though a good argument can be made for discounting theofsueh shares for tax purposes due to

liquidity restrictions, restricted stock awarded to exeestishould be valued at full market value for purposes of
implementing compensation awards.
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and other option valuation methodologies require thearsse of roughly three times as many
shares to achieve the same dollar value of compensatmpaced with restricted stock.

Thus, assuming that stock options and restricted stodso#ineexpensed for accounting
purposes, use of restricted stock is inherently bettestfareholders as options create roughly
three times greater potential dilution for sharehaderd provide less certain incentives for

employees?

For the future, MCI should focus a greater proportioisabtal compensation in cash
awards through base salaries that are appropriate kviieof job involved and cash bonuses
tied to serious performance targ€tsot less than 50%, and ideally 60-75%, of total
compensation should be paid in the form of cash, irreispent deductibility for tax
purposes. The remainder of compensation should be fortieof restricted stock awards
subject to long term holding requirements. At the boatdsretion, either the award or the
vesting of such restricted stock can be made subjectfarpance targets such as (i)
profitability, (ii) tangible net worth, (iii) strength dfalance sheet ratios, (iv) return on assets
or equity, (v) growth in net income or EBITDA, (vi) aaeductions, (vii) growth in market
share or other hurdles that reflect the creationafeeonomic value. By utilizing cash as the
predominant form of compensation, shareholders and thd ba&know exactly what
compensation is being awarded, and the prior practicedsalted in windfall awards and

substantial shareholder dilution will be eliminated.

> The disadvantage of restricted shares is that they\ae to executives (who receive them for free) éf/en

the share price declines, whereas options expire eskiélthe stock price declines and stays below the st

price for the term of the option — typically 10 year#c8 both restricted stock and cash compensation dre bot
expensed, and since executives can buy stock on the oplest if@ard can be required to do so), there is not a
strong reason for granting restricted stock rather siraply paying cash unless there are performance hurdles to
vesting.

76 Cash payments provide the best transparency of comiEnfor investors. If executives are paid largely in
cash, they can utilize stock purchases to accumulate an pgsitipn.
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While the past WorldCom incentive pay practices wer®ded, it is not uncommon
for stock option incentive plans in the U.S. to bednnected from any meaningful
requirement of superior long term economic performamc&om actual measures of
economic value. Rather, option awards typically neganly two things: (i) continued
employment tenure for a generally short vesting period,(# any upward movement in the
stock price during the typical 10 year term of the optloince inflation alone should
produce a substantial increase in stock price over a 1(pgead, the awards that are
rhetorically justified as representing pay for performaamee a linkage with shareholder
interests frequently become valuable to executives éyanformance of the company is

significantly below general market performance or théoperance of peer companies.

The abuses in executive compensation that charzstettie old WorldCom are not
reflective of current practice at MCI. Indeed, manyhef factors noted as weaknesses in past
practices were directly addressed in the compensatxmis awarded to MCI's new CEO
Michael Capellas (“Capellas”). Among other things, tlag@&llas contract links virtually all
compensation to performance meastfek addition, restricted stock with a long term
holding requirement was used rather than stock opt@psolvide equity compensation. The

Capellas contract was designed to require outstandingdomgperformance in building

" A few companies use escalating strike prices over tinagtempt to limit awards to situations where stock
prices increase at a greater rate than some benchnnfotopace level. Most typically, however, stock option
have fixed strike prices for a ten year period. A betttgcome for shareholders would be for strike priceeto b
increased each year by the risk free rate of returngpieasonable spread, so that executives would not realize
value when stock price appreciation is below market egisikypremiums.

8 The first contract sets forth performance measuresmore general and subjective form rather than specific
numeric measures due to the lack of a business platiaisle benchmarks during the bankruptcy process and
the lack of accurate historic data.
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fundamental economic value, and Mr. Capellas himselstiasgly endorsed the underlying

principles that tie compensation to superior performanee a long term period.

Recommendation 4.01. Greater Reliance on Cash Comjpensat

In the last decade, cash compensation has declineticsigtly as a proportion of
overall compensation awards for senior executiveSompensation “norms” or autopilot
formulas for senior executive contracts often reqaimeual equity grants to be a multiple

such as two or three times the value of combined basy sald cash bonus awards.

This approach to employment contracts can have saeuanahblthy aspects, the first of
which is the absence of any performance requirementielsome such programs, equity
grants are made by autopilot, even if the Company, thaigxeor both had substandard
performance. Even where autopilots aren’'t used, therieeis an overall sense of entitlement
that may lead compensation committees to rationadizetting performance targets to permit
significant equity or bonus grants in years when perfmea was not good. Similar forces
lead some boards to reset option prices directlydirdntly, even though this destroys the

supposed “alignment” of the original grants with sharehalterests.

The linkage between pay and performance is also weakeriad tifficulty of

precisely valuing stock options. There is a noticetdidency in some companies, including

" This is largely due to the counterproductive impact ofegislation passed in 1993 that limited deductions for
more than $1 million per year in compensation other thaoqeaince driven awards. Stock options have been
considered performance-linked (though in most cases iherdy a weak correlation to performance), so since
1993 many companies transferred a large portion of aggregabe erecutive compensation into stock option
grants. Since option grants could be made without rewpiiy expense for compensation, there have not been
meaningful financial constraints on option grants. Thay explain why the total value of executive
compensation has risen sharply since companies shifeetdavier reliance on equity grants rather than cash
payments.
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the old WorldCom, to award stock options by the trucklogobirt due to the risk that options
might expire while underwater. The imprecision of nuemg the value of options

contributed to outsized awards, and to excessive dilution.

4.01 The Company should increase the proportion of edtle base compensatior
or cash bonuses) that is used in overall compensatgbnealuce — though not eliminate — the
proportion of equity used in compensation. The Compearms&ommittee should seek to
develop a compensation program that relies primarilyash evhile delivering competitive
levels of overall compensation to executives. All congagion programs should have
linkages to serious corporate performance measures.

Recommendation 4.02. Bar Against Retention Payments.

Generalized retention plans have been the subjecdetmread abuse, and on the
whole represent an unacceptable compensation practiasyiofy twice for the same
employee services. Except where retention is tieddaisitions, dispositions, facility
closings, or similar discrete situations, the Compsaiby-laws should prohibit the payment of
“retention” bonuses to existing employees at any timflewing the Company’s emergence

from bankruptcy and completion of its current “Key Enygle Retention Plan.”

4.02 The Company’s by-laws should prohibit the use of “tiet€hpayments at any
time following completion of the existing bankruptcy reiem program other than in
situations such as acquisitions, dispositions, faalibging or other events where the boarg
determines that a limited retention program has a sp@tfective warranting its use.

Recommendation 4.03. Severance Programs.

Severance programs are a normal and quite necessaof pay company’s
compensation program. Severance provides essentiatfiwat®r an employee in the event

of loss of employment. Ideally it is a bridge of inato cover an employee until he or she
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can find another job. Severance protection is alsp ingportant to recruits from outside a

company, as they may have a greater risk in enteriegvacarporate environment.

It is not the function of severance programs to contanuexecutive’s lifestyle
forever. Nonetheless, some CEO severance packages piavekeeptionally long payment
obligations as did the package provided to Ebbers. As witllyegrants, autopilots are a

problem in severance as well.

If an executive has an “evergreen” contract (suchtheea year agreement that
automatically extends itself after each year of sertig another year), what is nominally an
agreement for a specific term can become in realitgrpetual agreement because the
agreement always has three years to run. This ntleaing severance payment will alwdyes
due if the board desires to terminate the executive forigfasabry performance. These
types of severance formulas are often enhanced semilycby clauses that will accelerate

the payment obligation if there is a change in contral change in an executive’s role.

As CEO and other senior executives’ total compensatien, rggverance obligations
driven by autopilot formulas rise by a multiple of therease. An executive with a base and
bonus of $500,000 each would get a $3 million severance paynmanifdne or she gets fired
for incompetence under a severance autopilot of “3X basl bonus.” Since “base salary” is
only $0.5 million, in this case the severance payment dldigavould be 600% of base

salary®® If during the executive’s tenure his or her cash compiemsaent from a $500,000

80 Of course severance autopilots often are paired witiyagpant autopilots. A common executive
compensation formula might be a “guaranteed” annual equity gf2X base and bonus, plus a severance
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base and 100% bonus to a $1 million base and 100% bonuseteedisce” obligation on a
3X multiplier would rise from $3 million to $6 millionThus, the company would appear to
be paying $500,000 in additional base salary, yet its seveofigation would automatically
jump by $3 million. If $3 million was an adequate levese¥erance protection for the
executive under his or her salary of $500,000, the additionail@mnequired by the
autopilot would be in the nature of a windfall for theeuxtive, and would not be correlated to
any benefit to shareholders. Typically these autopilovisions do not have absolute dollar
caps to limit awards to any reasonable level, or midtpkhat decline as compensation

rises®!

The result in too many cases is a payment sometiraeking tens of millions of
dollars that a board may be locked into even if thewkee’'s performance might not warrant
such a large payment. With autopilot severance clatismebpard of directors has in effect
given away its power to review the situation and to pratieateholder interests with an
award that it believes is appropriate in all the circamses. If the severance autopilot is part
of an evergreen contract, the board may be lockecam&normous perpetual obligation
before the executive has worked at the company for @@émgle day. Thus, even in the case

of extremely poor performance, the executive who mag haceived millions or tens of

autopilot of 3X base and bonus. Thus, an executive vithraillion base and 100% bonus target would in fact
receive $4 million in minimum equity every year (400%base salary), plus another $6 million (600% of base
salary) if fired for non-performance. The rewardgoor performance that hurts shareholders may be 50%
greater than the reward for good performance that beskéiteholders. Such an outcome is neither logical nor
beneficial for shareholders.

8 In the example above the Company would be better dff avitagreed dollar level of severance such as $1
million (two year’s protection of initial base salatiiat would not rise with future increases in baskaonus.
There is no need for automatic increases of sevenalrbd percent in severance every time someone getea rai
or a larger bonus, yet that is exactly what severamtopiots cause. In lieu of setting fixed dollar amonint
severance, an autopilot such as 2X base salary could bébusedbject to a dollar limit. The Company could
also provide that any such dollar limit would not apply thange in control situation.
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millions in normal compensation may receive milliongess of millions more upon
termination even though shareholders essentially receitreng of value from any such

arrangement.

This analysis does not mean to suggest that severbhgatons are inherently
abusive. Companies trying to recruit executives into § ggkiation, for example, may find
it impossible to convince an executive to join themmdy cannot satisfy the potential recruit
that their downside risk is protected if things don’t wout. Bonuses and equity grants are
uncertain to some degree, even if autopilots are usealded the executive is fired
unvested equity may be Id%t.If there is a change in control, many executive rawts
trigger accelerated vesting of equity grants phesseverance autopilot multiple, which can

produce massive awards with characteristics of a windfal

In the case of WorldCom'’s massive severance grdabbers, the amount awarded
appears to have been far greater than even the mosbgemxecutive contracts. This of
course was merely a continuation of the Compensationnittee’s long track record of

awarding Ebbers money far beyond any apparent ratiorigaton.®®

82 Most contracts will provide for accelerated vestihan executive is fired for bad performance, which is a
“without cause” termination.

8 Since this was an ad haward created by the board once the decision to fiberSthad been taken, it could
not have benefited shareholders in any way. The beeadiad Ebbers, whose “official” base salary at thetim
was only $1 million per year, a severance award thadtldmave cost shareholders more than 250 timebase
salary just to fire him for wrecking the company. Th&ximum Ebbers could have received under WorldCom'’s
Company wide severance plan was $500,000, yet the boarthigageegpayout scheme potentially worth 500
times that amount without any indication that these nusnlvere carefully analyzed by the board or John
Sidgmore, the interim CEO at the time. The Corporabeildr refused to approve payment of aeyerance to
Ebbers. See text earlier in this Report for a discussitimealements of this package.
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Given WorldCom'’s legacy in the severance pay aremglg leaving payments to the
unfettered discretion of the board (even though it issabeard) seems unsatisfactory. Even
prevalent practice in the market of using autopilot forswi#hout restriction as to size is
flatly inconsistent with the principles of performancel avith careful board oversight. At the
same time, limits that are unreasonable could damagéaimpany’s ability to recruit or

retain executive talent, which is essential for angdacompany.

A possible approach to this dilemma is to provide for seergayments subject to
caps that may not be exceeded without a prior sharehadtie Severance in the event of
termination for poor performance should also be cappetbates number. A suggested
middle ground would be that future executive contracts shmuldnited to severance of
three times initial bassalary®® but not to exceed $10 million in the case of the CEO
(typically a far larger contract in most companies)$® million in the case of any other
employee. In the event the board elects to termamaexecutive for “unsatisfactory
performance,” the maximum severance award should beedinto half the amounts suggested
above. The Compensation Committee should consider ag@ppolicy that would provide
higher payments during the first three years of employneeprovide outside recruits with

greater downside protection in their early years with@ompany when risks are highest.

4.03 The Company’s Articles of Incorporation should lithé& maximum severance
that can be paid to any employee absent a shareholder witially this limit should be $10
million in the case of the CEO, and $5 million for arthier employee. If the board
terminates an employee for poor performance, the maxisawerance allowable should be
not more than 50% of the amounts for termination forahgr reason. These amounts
should be adjusted every five years, but only upon prior appby shareholders.

8 Linking severance to a multiple of discretionary cashuses for achieving a single year's performance is
illogical since the bonus presumably fully compensdteskecutive for his or her performance.
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Recommendation 4.04. Shareholder Approval of Mega Awards.

A healthy compensation program must insure that compensatiinked to superior
performance and long term value creation. Howeveaddition to these factors there is the
guestion of how much is enough? Put differently, thisessbue of proportionality and

overall reasonableness.

While governments are uniquely poorly equipped to regulate coat@msthe
shareholders and board of directors of a company togeiingtrdo so. Depending on the size
and nature of the company, there should be a levelpensation that reflects appropriate
compensation even assuming outstanding performance.leVbhain part reflects the market
for executives, but it should also reflect a judgmentieyawners of the business and/or the
board as their representatives of what the parti@aampany can afford or believes is an

appropriate amount.

Some companies might determine to pay whatever it takasract and retain a
particular individual for a given executive position. €#) however, might conclude that at a
particular cost level they would find a second choicelcate. If one prospective executive
requires a $40 million “buyout” of incentives from a cmtremployer and another good
executive does not, some companies would seriously consalésis costly executive even if
he or she might otherwise be seen as a second cHoiber companies might disregard
compensation expense altogether in the selectiont Widsgenerally the approach of the old

WorldCom.
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For publicly held companies, the Compensation Committdgedoard in the first
instance, with oversight from the full board, is rembadth the responsibility for deciding
“how much is enough,” and “how much is too much.” InaleeWorldCom, the
Compensation Committee was dominated by individuals that leagtime associates of the
CEO, and compensation awards were made without meaningiulfrom shareholders. In
the old WorldCom there does not appear to have been siamatdimits, other than Ebbers’
appetite, that would require certain levels of awardseteeferred to the entire board or to

shareholders.

In the United Kingdom, legislation requires the reconulagions of the
Compensation Committee to be put to a nonbinding sharehaltkeeach year. This is one
alternative for making sure the board is not obliviaushareholder concerns. However, it
also means that there is a potentially divisive isgferb shareholders every year, which can
have its own adverse effects. Furthermore, the vate taken is nonbinding, which limits

the effect of the overall process.

It is not an adequate level of control over compemsatolicies to rely solely on the
unlimited discretion of the Compensation Committee.adidress these issues the board
should establish and publish guidelines or limits requirisaeholder vote to authorize any
package that would result in a grant of total compensétion all sources exceeding a
maximum dollar amount for any single year, such as $10 — 1i6milThis amount would

not include appreciation in value of an executive’s gthatidings, but would include all
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compensation granted in any foff.The amount of the limit should be subject to a figary
sunset provision, after which specific limits could be aeépisvith a vote of the shareholders.
A limit in any single year would not restrict higher adsif an affirmative vote of
shareholders within a reasonable period authorized contmnsaexcess of the limit. In
this sense, unlike practice in the U.K., the shareholderwould be binding. Also, unlike
the U.K., a vote would not be required unless the compensaiimmittee proposed to

exceed the reference limit for any year for a partrcedacutive.

4.04 The Articles of Incorporation should establistoegrall limit on compensation
in any single year for any individual without a vote cdisgholders. As an initial level the
board should fix an amount of not more than $15 milltbough the board should be free t
establish a lower limit. The Articles should alsopde a mechanism for adjusting this lim
every five years with a shareholder vote.

— \J

Recommendation 4.05. Limitation of Stock Options.

As noted above, stock options result in approximatedietthe potential dilution to
shareholders to achieve a given dollar level of compimsaompared with restricted stock.
The valuation of options is also less certain thdnat@n of restricted stock. Restricted
stock is also a superior incentive for employees dits i@lue even if share prices decline.
Therefore, for at least the five years following emaogefrom bankruptcy, the Company
should be barred from issuing stock options or othergarhequity instruments to any
employee. An affirmative vote of shareholders shouldebeired to authorize stock options
once the five year prohibition expires. During this blackmariod the Company should be

limited to grants of restricted stock for equity incees. The board should determine what

8 Equity components would be valued in full in the year ofigrathe executive. A grant to an executive of $4
million of restricted stock with four year vesting wouldvadued for these purposes at $4 million. This amount
should include sign on bonuses, “buyouts” and every othner 6f payment.
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performance conditions, if any, should apply to eithergrant or the vesting of restricted
stock. The minimum vesting period for any restrictedlstgranted after the Company’s

emergence from bankruptcy should be four years.

4.05 The Articles of Incorporation should prohibit thengirg of stock options for a
minimum of five years following emergence from bankruptoy thereafter until such time
as the shareholders affirmatively vote in advancedtwre their use. Equity incentives
during this period should be limited to restricted stocki) wie Compensation Committee
determining both the amount of individual awards and apptegpirformance conditions far
grants or vesting. Restricted stock awarded after theofl@imergence from bankruptcy
should not have a vesting period shorter than four years.

Recommendation 4.06. Long Term Equity Retention.

As with the recommended long term hold requirementsnfambers of the board and
the CEO, senior executives who receive restricted slarether equity instruments as part of
compensation should be required to hold at least 75% okthafter tax value of such equity
awards until a date which shall be at least six moietlving termination of employment.
The board should determine whether to prescribe a higtention percentage, and how it
wishes to define senior executives subject to this requirefbenin no event less than all tier
one executives or those who report directly to the GEQQ, CFO or the board). The board
should also require each senior manager to acquire antamadwnership of a specified
dollar amount of securities (such as, for example, 200-3GG#rmal base compensation) of
the Company. This amount should reflect the individda¥gl in the organization and

overall compensation, and it should be phased in operiad of up to five years.
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4.06 The by-laws should require retention of not leas 75% of the net after tax
value of all equity awards to employees until a dateastt six months following the
termination of their employment, other than in hardshiymtons approved by the board.
The board should also set mandatory levels of stoclemship for different levels of
management to be reached over a gradual period of time eneaftier to be maintained.

Recommendation 4.07. Retention of Compensation Camssil

When compensation consultants are hired by managemedoimmend levels of
management compensation, there is a direct and subabtamiflict of interest. Therefore,
compensation consultants should generally be retaimectlgi by the Compensation
Committee. Compensation consulting services should al&r be provided by the
Company’s independent auditors, or by any firm being compenisased on a percentage of

the executive’s compensation such as an executivehsian.

Excessive compensation often results from “benchimgitlexercises by
compensation consultants seeking to identify certairepéite levels of pay, such as thé"75
percentile. If numerous companies seek to pay salar@g%itpercentile level, for example,
this process will result in a steady spiral of compBoisas each company’s award drives up
the percentile level without correlation to the demaofdse position. Typically consultants
do not offer boards information on the"28ercentile level (perhaps a more logical starting
point), and these comparisons lack rigor. Selectianfefv companies with extremely high
equity awards for inclusion in the reference baseexample, may skew a 75th percentile
number upwards by millions of dollars. That is partidylabjectionable if the outlier awards
are in companies that are not really competitors foséime executive (due to industry

experience, for example). If one or two “comparabfesa given position have much
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higher compensation but also have performance hurdleher unique characteristics, and if
those particular companies are not competitors to tetreisame individual, their inclusion
in a “percentile” base would simply inflate the proposechgensation award level
unjustifiably. This consultant-driven spiral in compensatioes not serve shareholder

interests.

4.07 Where used, compensation consultants should be inéepamd should be
retained directly by the Compensation Committee wheaystg pay levels for management.
Percentile benchmarking should not ever be practicegpei@@rovide broad market
reference points, and any such consultants shouldehenandate to identify for the
Committee’s reference the lowest reasonable levedrimposed awards.

Recommendation 4.08. Mandatory Expensing of Options.

So long as it is a permissible option under generaig@ed accounting principles
("GAAP”) in the United States, the Company should be regutio record an expense on its
financial statements in an amount not less than #&ehvalue for any form of equity

instrument issued to officers, directors or employedisomut exception.

4.08 The Articles of Incorporation should provide thhstalck options, if granted,
and all other forms of equity-based compensation, beatixpensed on the Company’s prof
and loss statement unless expressly prohibited by GAAP.

it

Recommendation 4.09. Evergreen Contracts Prohibited.

Another unhealthy compensation practice is the granfifgvergreen”, or
perpetually renewing employment contracts. This tends togiethe use of “autopilot”
compensation formulas due to the long term applicabilithefcontract, thereby largely
preventing the use of performance hurdles. Also, assigd elsewhere in this Report such

agreements tend to include enhanced severance arrangeinesntsevergreen contract these
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enhanced severance obligations never expire, even ifajhy@iopriateness may change. Most
importantly, evergreen contracts are a means for thierdusoard to take discretion away
from the board in the future, which is generally unhealthige Company’s interests are
served by making sure that it has opportunities at periogiovals, such as the end of a
contract term, to evaluate the contract in lighthef individual’'s performance and market

conditions.

For these and other reasons (including the relatokedamutuality in such agreement
due to the difficulty for the Company to enforce servibkgations), any employment
contract entered into by the Company should have a tecingding automatic renewals, of

not more than three years.

4.09 The Company’s by-laws should not permit it to emter ‘evergreen”
employment contracts or any employment agreement watahduration of more than three
years.
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Part V: The Audit Committee

Recommendation 5.01. Committee Membership.

The Audit Committee shall consist of not less tharg¢members, each of whom
should possess substantial experience with finangaltiag issues associated with large and
complex companies. In addition to meeting all minimaamdards of the SEC, NYSE or
NASDAQ, each member should have individual financial exgeesuch as would be gained
as (i) a senior lending or investment officer of atitial institution, (ii) a supervisor of
financial or accounting operations as a corporate treasimef financial officer or CEO (if
directly and materially involved in overseeing financiperations), (iii) service as a senior
regulator in a federal or state supervisory agency involugdfinancial reporting or
solvency issues, (iv) service as a senior audit pamrepublic accounting firm, (v)
employment as an investment or portfolio manager elgtmanaging assets of more than

$500 million for not less than three years, or (vi) comiplarinancial experience.

—

5.01 The Articles of Incorporation should require an preshelent Audit Committee of ng
less than three independent members, each of whontdsheat one of the qualifications
suggested above as an initial requirement.

Recommendation 5.02. Experience Standards.

Each member of the Audit Committee should have iragggegate not less than three
years prior experience serving on audit committees ofg@ublnpanies, or experience
deemed comparable by the board from service at a regulaidyy standard-setting body, or

as a senior audit partner of an independent audit firm.
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5.02 The by-laws should set standards for the numberas$ of minimum
experience serving as a member of public company audit cteesidr comparable
experience as approved by the board.

Recommendation 5.03. Meeting Reguirements.

At the old WorldCom the Audit Committee devoted litif@e to its work, which may
have contributed to the fraud going undetected. In additienAudit Committee did not
discover or correct the enormous weaknesses in thg@&uwy’s internal controls. With
limited time devoted to the work, the Committee cowtlap more than scratch the surface in
reviewing hundreds of control systems. Give the sizeeoCompany and the fact that
essentially all its systems are being overhauled,tfteast the next few years the Audit
Committee should meet at least eight times per yeaddition to attending refresher
training. The by-laws should require a minimum of sirial meetings of the Committee,

though it should strive to attain the recommended leveffoft.

The chairman of the Audit Committee should generallgxygected to devote
substantial time on the work of the Committee, includiregtimgs or discussions with
internal financial personnel, external audit personmellyats or shareholders, experts for the

Committee or others.

In an oversight capacity, the Committee should rewa#arts by management and
outside auditors to enhance the Company’s internatasrand the quality of risk
management programs at least twice each year. Timen@tee should also meet not less

than twice each year with the General Counsel toweigsues arising out of compliance
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activities and the Company’s Ethics Office, as weli$sess contingent legal and regulatory
risks to the Company. In addition, the Committee shoeddlarly meet with the external
auditors of the Company to review the annual audit planatimual testing of internal
controls by outside auditors, management letters issusddbyauditors, accounting policy
issues (including review of all technical accounting issuesmudidcussion between the audit
engagement team and such firm’s national or other teahama quality control offices). The
Committee should also review all invoices submitted byGbmpany’s external auditors

before payment thereof.

5.03 The by-laws should set specific minimum requiremtamtthe number of
meetings and level of activity of the Audit Committeeracommended above as an initial set
of requirements.

Recommendation 5.04. Leadership Rotation.

The chairman of the Audit Committee bears enormogorgsibility for the
Company’s financial reporting, internal controls andpgegormance of both internal and
external audit programs. It is in the Company’s irdete have an experienced audit
committee chair who is “up to speed” on the issues. Wewyé¢here is also a risk to the
Company if an individual serves too long as chairman, andtias effective as might be
desirable. The chairmanship of the committee should ratatsg its members not less than
every three year®. The chairman of the Audit Committee should be etk by the board

annually.

8 A member of the audit committee should be eligiblestove more than one non-consecutive term.
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5.04 The by-laws should provide that the chairmanshipeoAtidit Committee
should rotate not less than every three years. A¢nbdeof such rotation the former chairman
may remain as a member of the Audit Committee, andseaie a non-consecutive term as
chairman again in the future.

Recommendation 5.05. Audit Committee Compensation.

In most U.S. companies there is additional compenséiioservice on audit
committees, though the amount is typically relatively.l The low levels of retainers are a
problem in light of the work increasingly expected of aadinmittees generally, and the
special risks and responsibilities of serving on the Cdatami With tens of billions of dollars
in enterprise value that will be affected by the Auditr@attee’s oversight, the low level of
Audit Committee compensation seems penny wise and pounghifodlow compensation
will ultimately mean that members of this vital coniedt may not devote enough time to the
role, or that high quality members cannot be convincedri@ sd-or the future, the Company
should make a substantial investment in an active amdvied Audit Committee through a

meaningful Committee retainer.

5.05 Members of the Audit Committee should receivetainmer to be set by the
board, from time to time, but which should not be leas 450,000 annually for members ¢
the Committee, and not less than $75,000 for the chairifridne €ommittee.

—

Recommendation 5.06. Limits/Independence.

As with board members generally, there should betoégtance for conflicts or
related party transactions between Audit Committee meesnand the Company. In addition,
Audit Committee membership raises concerns with tiesraémber to large shareholders as

well. As a result, there should not be any form ahgensation, remuneration or other direct
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or indirect payments to a member of the Audit Commifiten the Company, any affiliate of

the Company, or from any 1% or greater shareholder.

5.06 No member of the Audit Committee should have any cosafien, direct or
indirect, from the Company or any of its affiliates ottlen board and committee retainer
fees. Each member of the Audit Committee should bedependent director within the
meaning of the Company’s independence standards. In additidit Committee members
should not be permitted to receive any fees or other reration from or through
shareholders holding more than a 1% interest in thep@own

Recommendation 5.07. Use of Corporate Aircraft an@iC8lorporate Assets.

The old WorldCom experienced substantial costs and abugssise of corporate
aircraft. This is an area of common problems among reampanies. While corporate
aircraft are a legitimate expense for business usg atteeextremely costly, and they are a
persistent temptation for abuse through personal usewiill personal use of corporate
aircraft by executives may promote operating a larget tites necessary, as well as
representing a very expensive and inappropriate lifestigidyifrom shareholdefé. The
current ban on personal use of corporate aircraftrusalecircumstances should be
maintained, and added to the Articles of Incorporatione Aidit Committee should receive
a report on flight logs and certifications of business psegpai least once each year. In
addition, directors and employees should be barred &mnpersonal use of corporate
property except where the Company may expressly allolvtiwit concurrence of the Audit

and Governance Committees.

8" The reimbursement level calculated by IRS standamdisised by many companies is typically far below the
real cost of operating such aircraft.
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5.07 The Articles of Incorporation should prohibit any peed use of corporate
aircraft or other corporate property noted. Not less thace each year the Audit Committee
should review the usage of corporate aircraft, incly@meview of flight logs and compliance
with usage policy.

Recommendation 5.08. Review of Related Party Transasctio

The Audit Committee should review a report from th&d®fof General Counsel at
least twice each year as to compliance with the Cagipgrohibitions against any related
party transactions between directors or employeeshandfamilies and the Company or any
of its affiliates. The Committee should also reca&gpies of reports of all transactions in the
Company’s stock by members of the board of directors emdrsexecutives, and it should
review such transactions for compliance with bothllegd corporate standards, including

advance public notice of all transactions.

5.08 The charter of the Audit Committee should requiee meet with the General
Counsel at least semi-annually to review policies agamstam of related party
transactions, as well as to review compliance with advaggorting requirements relating t
officer or director security transactions.

[®)

Recommendation 5.09. Annual Review of CFO.

The CFO occupies a uniquely sensitive role in finanejabrting, disclosure and
governance. As the principal “keeper of the numbehg absolute integrity and loyalty of
the CFO to the Company is essential. Both Enron andlthWorldCom involved cases in
which failure by the CFO to provide accurate financial datais participation in outright
fraud may have been a major reason that problems wernetected at a much earlier stage.
In any company the audit committee, the external awgdénd the system of internal controls

depend to a significant degree on the integrity and competdénice CFO. Therefore, not
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less than once each year the Audit Committee shauwduct a thorough review of the
performance of the Company’s CFO. This should includendiube limited to, all
transactions or payments of any kind between the CF@Ghandompany or any of its
affiliates, suppliers, vendors, customers, investors tittemnaffiliated with any such person,
any employee or director or spouses or family membeasysuch persons. This annual
review should include all business and investing activitfebe CFO, which should be

disclosed to the Committee in connection with any saclew.

The Committee’s annual CFO evaluation should verifyatbeence of related party
transactions of any kind between the CFO and the Compamygliance by the CFO with the
Company’s Code of Conduct and Ethics Pledge and the absestyg iof/olvement in profit
making activities outside the Company other than invedsnierbona fide instruments or
situations available to the public and wholly unrelated tcCiwapany. In addition, such
review should assess the CFO'’s record in the aremshagving transparency in financial
reports, establishment and enhancement of internalot®réind overall competence and
expertise. Such review should also review the CFO’s pesgeach year in the recruiting and

training of a high quality finance department staff.

5.09 The CFO'’s performance, the absence of any candliiatelated party
transactions and his or her business and investment triansaghould be reviewed by the
Audit Committee annually. The CFO should provide a confidéfinancial report and
guestionnaire to the Audit Committee annually. The Aricleould prohibit the CFO from
any profit making business activities outside the Companigssribed.
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Recommendation 5.10. Required Resources for Audit Coeanitt

In light of the enormous responsibilities of the Audommittee, it should identify and

retain professional advisors to provide necessary amalypport to its work.

5.10 The Committee should identify and retain an indepéna@rfirm, as well as
any independent analytic resources deemed beneficial tothenlftee. While such
professionals need only be consulted as deemed usefié Bothmittee, these relationship
should be established in advance so that advice can egai&ly when situations warrant.

4

Recommendation 5.11. Training for Audit Committee Members

Each new member of the Audit Committee should attexiditig in a program
approved by the chairman of the Audit Committee (inclg@iny of the Company’s financial
training program sessions). These training refresherscshouér the requirements and
obligations of audit committees, or cover issues of @ating principles, auditing standards,
risk management or ethical compliance. Each membimechudit Committee should attend

refresher training annually.

5.11 The board should establish and disclose annual trag@gongements for
members of the Audit Committee as a qualification tmtmued Audit Committee
membership.

Recommendation 5.12. External Audit Oversight.

The Audit Committee needs to review continuously theoperdnce of the
Company’s external auditors in carrying out the annuat slei and the annual assessment
and testing of internal controls. In addition, the @uttee must regularly review the

independence of the external auditors.
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In recent years there have been many instances anwkiremely large volumes of
consulting business have been performed by accounting fimasidit clients. This creates
risks that the audit team will be unduly influenced by eons not to jeopardize these fees.
While Congress prohibited much of this activity, it did nothlo@ consulting by audit firms
to their audit clients. However, in view of the uniansrofusion of consulting firms, there is
not any reason to risk shareholder protection for any suafficts. Therefore, consulting
services that are not directly and intrinsically tied@¢aonpletion of the audit should not be
performed by the Company’s external auditors. The ordg@dion to this principle is tax
work solely on behalf of the Company if specificaliytlaorized and monitored by the Audit
Committee® Tax work should not ever be performed by the extemditors for officers or
employees of the Company, or for the Company on argency basis. Every affirmative
effort should be made to limit tax and other audit-relatedaudit services from the

independent auditors as much as possible.

5.12 The Audit Committee should actively review the grenbince and independence
of the Company'’s external auditors. Consulting acésishould not be permitted by the
external auditors at any time except in the most compgethases.

Recommendation 5.13. Internal Audit.
The Audit Committee should provide continuous oversigtramiew of the internal

accounting and finance functions, and the Company’s @texrdit program. This should

8 Tax work can of course be done by law firms or accogrfifims other the independent auditor, and nothing
in this Report should be read as suggesting that independiutra should always handle the Company's tax
work. However, since tax balances are part of the fiahstatements being audited, and financial results are
intrinsically tied to tax obligations, this is an amdaere the efficiencies and benefits of servicemfeosingle

firm may outweigh the risks.
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include regular review of the long range plan of work asklassessments prepared by the
internal audit department. The Audit Committee sholdd eeview with senior management
the staffing levels of the internal audit department@retall competence of such personnel.
The internal audit department should report for admietise purposes to the CFO, including
matters such as budget, staffing levels, promotions and agimant, training activities and
location of resources. The Audit Committee shouldédw@x provide review and oversight
and should be responsible for insuring the independence, temopeand experience of the
department. The CFO should be able to request speajects, but approval of internal

audit’s work plan should come from the Audit Committee.

In the old WorldCom, the internal audit department waagentrated physically in the
Mississippi headquarters of the Company. Since that timértance functions in the
Mississippi offices of the Company have been discontinaed most senior accounting and
finance staff are now based at the Company’s headquartessthern Virginia. One reason
that the fraud at the old WorldCom advanced as longdid was persistent physical
dispersion of finance and accounting personnel acrosoth@ry at various operating
locations. This makes regular consulting and involveraékey personnel difficult due to
physical separation, and resulted in undue isolation oégmrsonnel. Informal interaction
among internal audit personnel and their colleagues indeand treasury can be very

important in raising issues.

For the future, senior management should require tadtahd of the internal audit

department must be located physically at the Companytgoeaters along with the CFO
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and the senior finance team. The preponderance oftdre@ahaudit senior staff should be
based in the Company’s Ashburn, Virginia offices to prantect involvement in issues

such as risk assessment, and to facilitate interaatitbnfinance department personnel.

5.13 The Audit Committee should provide oversight ofatequacy and performance
of the internal audit department. However, for adstiative purposes internal audit should
report to the CFO subject to Audit Committee oversigtite head of internal audit and
senior internal audit staff should be required to be phijgicesident at the Company’s
headquarters in Ashburn, Virginia to insure close cootidinavith the CFO and senior
management.

Recommendation 5.14. Disclosure Review.

The quality of disclosure programs often suffers finattention by audit committees.
However, disclosure programs are a vital adjunct to acc@uand auditing programs. Good
disclosure can also significantly improve chancesithastated earnings or overvalued
balance sheets will be discovered earlier than wolldratise be the case. The Company’s
objective should be to provide maximum transparencynfggstors, not simply to meet the
minimum legal requirements. This helps prevent frauduise the large numbers of outside
financial managers who will be able to do a better amakar exceed the resources of any

audit committee.

Among the best persons to evaluate a company’s disclqaatigy are those outside
users of financial reports. The Audit Committee shawdebt with shareholders, portfolio
managers and analysts at least annually to solicit enpdisuggestions on means to improve

the quality of the Company'’s disclosure. It should atseduct at least one meeting annually
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with management and advisors to the Audit Committee spealtyfito review avenues for

improving transparency in public disclosures.

5.14 The Audit Committee should invite input and commergangerning the
quality of the Company’s disclosure program, the levdihaincial transparency and risk
assessments from major shareholders. The Audit Caesnshould meet with interested
shareholders, analysts and outside observers nohfessnce per year. At least one meetjng
of the Audit Committee each year should be dedicateeMiewing opportunities for
enhancing public disclosures.

Recommendation 5.15. Mandatory Auditor Rotation.

There are costs and benefits from prolonged tenureebndependent auditors. In light
of risks born out of excessive deference to manageataatmplacency, the Articles of
Incorporation should establish a maximum term of eary for the engagement of
independent auditors. However, notwithstanding this limitAinéit Committee should

solicit audit proposals from competing firms not ldsmtevery five years.

5.15 The Company'’s Articles of Incorporation should esthbiiandatory auditor
rotation after ten years. The Audit Committee sha@oldduct a reproposal at least every five
years.
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Part VI: The Governance Committee

Recommendation 6.01. Committee Membership.

The Governance Committee should consist of a minimiihnree independent
directors. The chairman of the Governance Commdteeild be elected by the entire board.
Members of the Governance Committee would ideally hmyrefeant experience in

governance issues either in the corporate field goiernment or academia.

6.01 The Governance Committee should consist of asttl&n three members, each
of whom should possess domain expertise in governaswesi®r have substantial leadership
experience.

Recommendation 6.02. Charter/Duties.

The Governance Committee should be responsiblelfopalinations to serve as a
member of the board of directors, and nominationsrettbrs to serve on committees of the
board or to serve as chairmen of board committeés. Governance Committee should
recommend the levels of compensation for servicedaeetor, and as a member or chairman
of various board committees, subject to limitations eAlticles or by-laws. The
Governance Committee should also recommend candidatesn-executive chairman of the
board at each annual election or upon the occurrereneyofacancy. In general the
Governance Committee should be responsible for defihmgesponsibilities of the various
board committees, overseeing charter and membership chamgehandling in the first

instance issues of corporate governance.
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The Governance Committee should consider and appro@apgsed amendments
to the Company’s Articles or by-laws, and should reviesv@ompany’s compliance with all
disclosure requirements, including federal proxy rfle¥he Governance Committee should
also assist the non-executive chairman of the boazdrinection with annual evaluations of
members of the board, as well as of the CEO and GR@ddition, the Governance
Committee should evaluate the non-executive chairnger®rmance annually. In
discharging its responsibilities, the Governance Catamshould consult from time to time

with major shareholders.

6.02 The Articles should set forth the Governance i@ittee’s role and
responsibilities, which should incorporate functions dbsd herein including (i) making
nominations to serve on the board or its committeeag@ committee chairman); (ii)
recommending to shareholders compensation levels fddhed or changes in
responsibilities of committees; and (iii) overseeifigp@posed amendments to the Articles,
by-laws, governance guidelines or committee charteng bbard should establish a formal
charter for the Committee.

Recommendation 6.03. Number of Meetings.

The Committee should determine the necessary frequémgetings, but it should

meet not less than four times each year.

6.03 The by-laws should require the Governance Coneniteneet not less than
four times per year.

8 While the Audit Committee should also devote time tienging and improving the quality of disclosure, the
Governance Committee should play the leading role initoromg the Company’s disclosure programs. Due to
the focus of the Audit Committee on accounting issues anithsiaccounting problems, the broader issues of
disclosure adequacy are likely to be better handled in andtee that is less oriented to accounting and that ca
bring a broader focus, and one that is not primardwing issues from technical accounting perspective.
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Recommendation 6.04. Shareholder Resolution Process.

The Governance Committee should establish a websitenll offer shareholders a
“town meeting” forum for discussion of issues of canceOne or more shareholders
representing at least 1% of the voting power of the Casnphould be entitled to place
resolutions on the website for consideration ofladireholders, irrespective of whether such
resolutions would be deemed appropriate for the Companyxy gtatement (based on
considerations of whether such resolutions involve nsatktordinary business or otherwise).
The Governance Committee should establish criterighiotimes of submission of such
resolutions, and the time and manner of recording vdteisaseholders regarding any such
proposals. Any such proposal that receives a mininot@to be set by the Governance
Committee (such as 20%) should be placed by the Compaits/reext proxy statement. It
should be the general policy of the Company to solieitviews of shareholders on issues of

concern to them on an active basis.

6.04 The Governance Committee should develop an electtonin meeting” forum
that permits advisory voting by shareholders on resokitivaespective of whether such
resolutions would be required to be included in the proxgstamt. The Governance
Committee should be able to exclude proposals from tl&refec town hall only if they are
unrelated to the Company’s business, or in the Comnstjedgment are not bona fide
concerns but rather are intended to damage the Company.

Recommendation 6.05. Disclosure Committee Oversight.

The Governance Committee, working in consultation WithAudit Committee,
should establish and oversee a Disclosure Committepas®d of relevant senior
management, external advisors and directors. ThdoBige Committee should review

disclosure documents prior to their release to insurartfeatnation distributed is both clear
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and scrupulously accurate. Working with the Disclosure Cittexenthe Governance
Committee should also regularly consider the overallityuaf the Company’s disclosure
program, and seek to identify all reasonable ways to p@uoandid, comprehensive, timely

and understandable disclosure documents.

6.05 The Governance Committee should establish andeevarBisclosure
Committee, and should seek out all feasible alterrafmeimproving transparency and for
verifying compliance with the Company’s Ethics Pledge.

Recommendation 6.06. Remuneratidviembers of the Governance Committee
should receive retainer fees set by the board commensuitateheir work load and the risk

they undertake.

The by-laws should set compensation payments for merahdrthe chairman of the
Governance Committee. Initially such provisions shouddvidie for a retainer of not less

than $35,000 for members and $50,000 for the chairman of theramee Committee.

6.06 The Governance Committee members should reaaivmbfees not less than
those suggested above.
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Part VII: The Compensation Committee

Recommendation 7.01. Committee Membership.

The Compensation Committee shall consist of nottleas three members, each of
whom should be an independent director who possessaseexgewith compensation and

human resources issuts.

7.01 The Articles of Incorporation or by-laws shoulguiee a Compensation
Committee of not less than three independent meméaek, of whom should have
experience with compensation and human resources.issues

Recommendation 7.02. Meeting Reguirements.

(a). The by-laws of the Company should require the gmsation Committee to
meet not less than four times per year, and to attdéresher training annually. However, the
board or the Committee itself may wish to exceed th@senum standards.

(b). The chairman of the Compensation Commitherilsl generally be expected to
devote substantial time on the work of the Committeguding meetings or discussions with
internal human resources personnel, external compensatvisors, analysts, shareholders,
advisors to the Committee or others. All compensatimswitants advising on management
compensation issues should be retained by the Compensationif@@amnot by
management. However, any such consultants should b fremk with management as

well as with Compensation Committee members.

% Members need not be compensation or HR experts. Incmadjon sense and general business and financial
skills may be quite helpful. However, the members ottdmmittee should ideally have a modicum of
experience in working with these issues in one capaceyather.

116



7.02 The by-laws should set specific minimum requiremtamtthe number of
meetings and level of activity of the Compensation Cdtemias recommended above as an
initial set of requirements. All compensation coreni advising on management
compensation should be retained by the Compensation Carditectly.

Recommendation 7.03. Leadership Rotation.

The chairman of the Compensation Committee bearsrens responsibility for the
Company’s compensation programs generally. In the oldd@om, compensation abuses
led to broad and deep governance and integrity issues withidompany. While active
experience with the Company’s recruiting and compensptiograms will benefit a
chairman, there is also a serious risk to the stocki®ltlan individual serves too long as
chairman, and is not as effective as might be desirabherefore, the chairmanship of the
Compensation Committee should rotate at least everg jle@s. The chairman of the

Compensation Committee should be elected by the boauglinn

7.03 The by-laws should provide that the chairman o€dmmpensation Committee
should have a term limit of three years as chairftiaygh such individual may remain as a
member of the Compensation Committee beyond such time.

Recommendation 7.04. Compensation Committee Fees.

The compensation for service on compensation commiiagpically very low, and
in some companies is purely nominal. While the riskeofiag on this committee may be
perceived as lower than that of the Audit Committeeyise on the Compensation Committee
is likely to require substantial work, and significant puess Low compensation is likely to

lead to insufficient time commitments by members. Thenpany should make a substantial
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investment in careful oversight of its human resoudsgsartment and compensation

programs.

7.04 Members of the Compensation Committee should reae®tiner to be
established by the board, but which should not be leash,000 for members of the
Committee, and not less than $50,000 for the chairmaredCbommittee.

Recommendation 7.05. Review of Related Party Transactio

At least twice each year the Compensation Commstteeld meet with the Director
of Human Resources and the General Counsel to reviear(ipliance with the Company’s
prohibitions against any related party transactions betdieectors or employees and their
families and the Company or any of its affiliates; ¢@mpliance with SEC proxy disclosure
standards, and (iii) all employee complaints, disputéssoies regarding human resources

compensation issues.

or

7.05 The charter of the Compensation Committee sheglare it to meet with the
Director of Human Resources and the General Coungdsitsemi-annually to review

policies against any form of related party transactiand,to review other human resources

and compensation complaints, disputes or issues.

D

Recommendation 7.06. Annual Review of Director of HumasoRrces.

The Director of Human Resources occupies a crucialinaihe Company’s

governance due to the size of the Company’s workfordelansensitivity of compensation

and other human resource issues. The old WorldCom erped substantial failures by the

human resources department to provide adequate disciplinevenpwidespread

compensation issues, such as lack of linkage between pay réowhaace, and poorly

designed incentive programs. Not less than once eactihgee Committee should review the

118



performance of the Company’s Director of Human ResourSesh review should include
consideration of the human resources department’s recoirty the year, particularly

adhering to standards for compensation set forth in thisrRepo

7.06 The Director of Human Resources’ performance dhmiformally reviewed by
the Compensation Committee not less than once a yiéwr Director of Human Resources
should provide a confidential questionnaire to the Compems@oanmittee annually
regarding all major compensation issues and awards.

Recommendation 7.07. Required Resources for Compensatnmiiee.

In light of the responsibilities of the Compensatiamn@nittee, it should identify and
retain professional advisors to provide necessary analypport to its work. Compensation
experts should routinely be asked to provide input to the Gieson the full range of
reasonable levels of compensation for senior exeaugjiveen market conditions, skills, etc.

as a baseline for consideration.

7.07 The Compensation Committee should identify anthrptafessional advisors to
provide analytic support to the Committee. Compensatiasudtants should always be
asked to identify the full range of reasonable levelsoofipensation for senior executive
positions as an analytic baseline.

Recommendation 7.08. Training for Compensation Comnhezabers.

Each new member of the Compensation Committee sladteldd training in a
program approved by the chairman of the Committee (inodudny of the Company’s
financial training program sessions). These trainingsk&es should cover the requirements
and obligations of compensation committees, or significampensation and benefits issues

and topics. Each member of the Committee should atefresher training annually.
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7.08 The board should establish and disclose annual trag@gongements for
members of the Compensation Committee as a qualific&iocontinued Committee
membership.

Recommendation 7.09. External Compensation Oversight.

The Compensation Committee needs to review cardhalyerformance of any

external compensation advisors, as well as their indispee.

7.09 The Compensation Committee should actively revievpéerformance and
independence of the Company’s compensation advisors.
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Part VIlI: The Risk Management Committee

Recommendation 8.01. Risk Management Committee.

The Board should establish and oversee a Risk Manag€oemhittee. The Risk
Management Committee should seek to identify the magks involved in the Company’s
business operations and review the quality of the Compantiens to mitigate and manage
risks. This Committee should help the board assessvahghée major risks faced by the

Company on a regular basis.

8.01 The Board should establish and oversee a Risk Marmag Committee.

Recommendation 8.02. Committee Membership.

The Risk Management Committee should consist of anmim of three independent
directors. The chairman of the Risk Management Coteenghould be elected by the entire
board. Members of the Risk Management Committee gdhdehlly have significant
experience in the identification, evaluation or colnbiarisk. At least one member of the

Committee should have significant telecom operatingdmriology experience.

8.02 The Risk Management Committee should consisttdéss than three members
with experience in risk and telecom issues.

Recommendation 8.03. Charter/Duties.

The Risk Management Committee should review the CompaisK disclosures in all

disclosure documents such as the Form 10-K Annual Reydtking with such outside
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experts as it may retain, the Committee should chyefview management’s identification
of all major risks to the business and their relativggite These should include risks in
technology and network operations, finance and accouréigagl, environmental, personnel,
treasury, capital budgeting or any other issues that coegdecsignificant risks to the
Company’s results, reputation or capacity to serve cwstnilhe Committee should
regularly assess the adequacy of management’s risk mssesgs plans for risk control or
mitigation, and disclosure. In discharging its resporisés| the Risk Management

Committee should consult from time to time with nmegbareholders.

8.03 The Articles should set forth the Risk Manager@amhmittee’s role and
responsibilities, as described herein, and the boanddkstablish a charter for the
Committee.

Recommendation 8.04. Number of Meetings.

The Committee should determine the necessary frequémgetings, but it should

meet not less than six times each year.

8.04 The by-laws should require the Risk Management Cie&id meet not less
than six times per year.

Recommendation 8.05. Remuneration
As with other committees, members of the Risk Managgr@ommittee should

receive retainer fees commensurate with their waall lnd the risk they undertake.
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The by-laws should set compensation payments for merahdrthe chairman of the
Risk Management Committee. Initially such provisions &hprovide for a retainer of not

less than $35,000 for members and $50,000 for the chairman Gbthmittee.

8.05 The Risk Management Committee members should rexe@tainer as
suggested above.
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Part IX: General Corporate Issues

Cash Flow Reporting

Since the late 1990s, there has been a particularlppnoed tendency for many
American companies to rely on very aggressive accountiagpiretations to increase their
reported GAAP net income (and occasionally to spreaeicuprofits into future earnings to
facilitate earnings smoothing). While Enron was perhlapsriost notable example of this
problem, there are many other examples of a lessmeatnature. Indeed, since the middle
1990s there seems to have been an acceleration of thismproHyping of GAAP income
can be seen in the usemd formaincome reporting (often an immediate sign of a
management that is unwilling to be candid with theinaktesults), in various aspects of
acquisition accounting (including particularly the use amslise of goodwill accounting), in
accruals by formula rather than actual results foniegs on pension assets, in “gain on sale”
accounting for the disposition of financial assetsnmark to model” accruals of earnings on

long-dated derivatives or other contracts for future permcé'and in various other areas.

One of the common denominators of problematic accayigithe use of various
GAAP techniques to roll forward accrual earnings or losses though real cash flows may
not yet have occurred. These rather formulisticsacd&AAP allow theoretical models to be

used to report profits in the present that simply mageneccur. Investors have a difficult

°1 The “modeled” earnings of Enron’s Broadband businesgi®d example. According to press reports, Enron
appears to have projected massive earnings up to teniykeattse future from a joint venture project that had
never generated either meaningful cash flow or earniRg#its were recorded for GAAP purposes based solely
on hypothetical future earnings, without waiting for seemings to materialize.
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time determining or evaluating the assumptions thatwteifito such models, or in

determining how rigorous the company and its auditors weunélizing such techniques.

By contrast to the theoretical elements in GAARBhc#ow reporting is directly tied to
reality. Cash flows either happen or they don't, agiacke they are much harder to distort in
public reporting. Unfortunately in recent years the fofroash flow statements has not been
given adequate attention by the SEC or the FASB, andmmadsh flow statements are not as
easy for the average investor to follow as they shbeldTo the degree reported earnings
under GAAP do not result in actual cash flows, investorsldhae very cautious and on alert
to determine how likely it is that the “accrued” profitatthave not yet resulted in cash are in
fact realistic. As with Enron’s results, greaterifs on cash flow statements might have led
to earlier detection of the accounting fraud at WorldCibve problems at Tyco and many

similar situations.

Recommendation 9.01. Cash Flow Reporting

The Company should seek to develop enhanced cash flowingpsw that investors
can more easily track the sources and uses of castagsmher its business. Areas where
earnings have been accrued but have not yet resultechpacable cash flows should be
identified by the Company in its public reports, and suppleahsnhedules beyond the
requirements of GAAP or the SEC should be considerebeopudit Committee and the
Disclosure Committee. The Company should strive to prasd@uch transparency as

reasonably possible concerning the nature of its cagls fland areas where earnings have
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been impacted by accruals of gains or losses that couldimedfect of spreading or

enhancing earnings.

9.01 The Company should develop and publish enhanced focastoflow
reporting to facilitate the ability of investors to undengtany areas where GAAP reported
earnings are not reflected in actual cash flows, or whexfts have been deferred
notwithstanding the completion of significant portimiselated cash flows.

Dividend Policy

Recommendation 9.02. Dividend Policies

Another problem area for the old WorldCom and otherpaomes is the area of
dividend policies. Dividends are another method of gaugingetiéy of reported earnings.
The ability to pay dividends is dependent on the avaitglficash, and significant
differences between the levels of reported earningscash available for dividends would

eventually be a red flag of potential problems.

Many companies in recent years have turned away fromgayidends, and there
may be many reasons for that trend. Retaining earnings tétim paying dividends typically
results in growth of a stock price over time (notessarily by as much as the foregone
dividends, however), which makes stock options for semecutives more valuable than
would be the case if the company paid out its cash idels. In addition, retaining cash
enables management to make acquisitions and other strat@ggs in larger sizes without
having to go to the market to raise financing. This reduceteuscrutiny and discipline on
management decision making, particularly in the aregifisitions. If the old WorldCom

had needed to go to the market to finance its $6 billiongalgsisition of Intermedia, for
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example, it is possible that the lack of due diligenceabas gross valuation difficulties
might have come to light sooner. Indeed, with a cagitdide review transactions like the
Intermedia purchase might not have been feasible, entalirdy would have been more

difficult.

Of course until enactment of President Bush'’s taxgsals, the U.S. tax code created
enormous disincentives to the payment of dividends thrdogble taxation of dividends.
Debt financing was considerably more tax efficient thguity financing due to the
deductibility of interest on debt but lack of deductibilitydifidends on equity (by either the
payer or the recipient). Given this fact, many comgapreferred to utilize excess cash for
stock buybacks rather than dividends. This result@avestors who elected to sell being able
to liquidate all or a portion of their investments @pital gain tax rates, while non-selling

shareholders received nothiffg.

Of course companies vary in their demands for cashntb dapital expenditures, for
debt service, and for other purposes. Boards need tdlbaNslity to plan for major future
expenditures as well. However, the shareholders @ghaally own the earnings) should have

an enhanced say in the formulation of dividend policy.

It seems reasonable for the Company to establish a dd/joi@icy, and to disclose
that policy to investors. While management and the bsfawdld have considerable

flexibility in this area, that flexibility should not henlimited. Therefore, in the future the

92 Non-selling shareholders receive the benefit of angemmse in earnings per share due to a reduced number of
outstanding shares.
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Company should publish its intentions regarding dividen@slirance, and shareholder
consent should be sought to change any such policy. sAdggested initial level, the
Company should establish a target of paying dividendsesarhin an amount that is at least
25% of its net incom& While this will limit the Company’s ability to createnighly
leveraged capital structure, this will not prevent@wampany from pursuing any goals
through financings in the capital markets to raise nevtalaphere necessary. The Company
should consider other measures of cash availability lamald develop a dividend policy that
requires annual dividend payments within the constrainssadé law, but leaves the level of

such payments to reasonably predictable discretion dyottuel.

9.02 The Company should establish and publish a policysopayment of
dividends. As an initial matter, the Company should satget of paying annual dividends
of at least 25% of the Company’s net income.

Recommendation 9.03. Transparency Policies

The Company’s historic record in providing transparengyuiblic reporting was
terrible. Even before the accounting fraud itself,Gloenpany appeared to engage in efforts

to hype results, and there is some indication in grecial Committee Repothat efforts to

smooth earnings may have been a practice even beforadketdok place. Like others in
the telecom industry, the Company carried enormouss@fejoodwill on its balance sheets
without realistic efforts to determine if such goodwidisvimpaired in value. Similarly, it
engaged in “pro forma” reporting, in which companies segksadctual results by
supposedly “one-time events”, even though those evesydmof a type that occur with

reasonable frequency. EBITDA was routinely trumpetethasneasure of earnings for

% For many reasons the board must have discretion tonietethe appropriate dividend level in light of both
actual results and reasonably expected future needs. Howlearsholders should have the benefit of knowing
what the board'’s target level of payouts is at anyrgtirae.
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investors to consider, even though cash flow reports disterted and inaccurate. In
addition, since EBITDA is a measure of earnings befasgnent of interest, it tends to
obscure risks of a highly levered company such as the oitd@fm by excluding interest
payments that must be made to avoid bankruptcy. The frselfivitas probably easier to
accomplish because of the relative obscurity of tom@any’s public reports and the
difficulty of detecting deliberate distortions or inddeddetermine with accuracy the course

of the Company’s business.

Throughout the time since the initial announcementeflbmpany’s fraud, there has
been an intense focus on the accounting policies antga=of the Company. However, the
quality of disclosure practices is easily as importara@ounting practices. Good disclosure
can eliminate many accounting issues, such as wherpaditer policies could arguably be
used to book something in a particular fashion. If inveshoe able to understand the issue
and the impact of treating it one way or another tla@yroake adjustments to published

figures as they deem appropriate.

In the future the Company should commit itself tohigdest standards of
transparency in financial reporting so that future investoll be best able to make informed
judgments. The standard for disclosure should be whalE@ CFO or outside auditor
would want to know if they personally were investing i@ @ompany, not merely what the
SEC requires as a legal minimum. No law restricteaedisclosure, and improving the

quality of information given to investors can have damal benefit in preventing future
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problems. This area should be the subject of focusediattdayt the finance group, investor

relations professionals, and the Company’s financial adsyis

While legal counsel should insure minimum requirememsatisfied, legal counsel
is not generally capable of developing the best disclasierequires a grasp of financial
drivers in the business that counsel will not geneplgsess. Thus, the Company and its
finance department should have an equal role with intéggal counsel and other managers
in developing the best disclosure content. Outside @dvian also be helpful, particularly in

comparisons with other companies and in formatting faitgla

9.03 For the future, the Company should develop standatdmeparency in
financial reporting that exceed minimum legal requiremesatd that avoid entirely attempts
to hype or manage reported balance sheets or incotoag #ith enhanced cash flow
reporting, the Company should develop new disclosure prad¢ticenhance the ability of
investors to understand the Company’s business and its impcotastituent parts. The
historic practices of many companies of projecting egeghould be avoided, and disclosure
practices should be an area of major effort to créatdest possible clarity and objectivity.

Recommendation 9.04. Finance Department Staffing.

The Company has been permanently enjoined from anyiviolat the federal
securities laws. In addition, the Company’s Ethics Pledgeires senior officers to develop
disclosure practices that result in transparencyekateds minimum SEC standards. The
stakes are therefore high in operating the financialaisee programs of the Company, as
inaccurate or misleading disclosures in the future coald e severe sanctions. Few if any
would have sympathy for the Company if it does not reporégslts accurately in the future
irrespective of the reason. The Company must orgamdestaff itself to get its financial

results and reports right. Disclosure must be congmstie, timely and accurate.
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Historically the Company’s accounting department wasmely weak. This led the
Company following the fraud to close its entire finaned accounting department in its
former Mississippi headquarters, and to commence rebuildatglepartment in its new
headquarters in Ashburn, Virginia. That effort is ongplout to date it has not had the level

of success that is needed.

In too many instances, critical vacancies or maniestknesses in the finance
department have persisted. For example, the Compamphaad a permanent Controller or
a senior finance professional in charge of SEC repoirtingore than a year. While there
have been efforts at recruitment, these positiongairemmfilled. In part this reflects the
difficulty of recruiting in an environment such as thakruptcy. However, in part this

failure to fill key financial vacancies reflects an inadegquaiority to the effort.

In addition, many new recruits in the finance and anting area have been former
employees of MCI. While many of these individuals haxeellent industry experience, too
heavy a reliance on ex-MCI staff can lead to an unheaigufarity of the finance staff. In
addition, some new recruits and some internally prochf@nce personnel do not have the
level of skill or experience that is really necegsarhe finance department remains stretched
beyond reasonable limits of its number, experience gpergse of staff. This creates

unacceptable risks as to its ability to produce required puwgirts in the future, to say

% Indeed, the telecom industry generally has suffered ftooni weaknesses in the quality of its financial
reporting for years. Therefore a strong finance depanrt should include persons with top level experience in
financial reporting and disclosure from major companigsidethe telecom sector.
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nothing of developing disclosure programs that go beyondmaimi requirements and

establish the highest levels of transparency.

The effort to recruit finance and accounting personnil iigh levels of skill and
experience needs to be intensified. While it shoultebegnized that the Company’s
personnel have worked extraordinarily hard to track dawdrastate improper historic
financial results, restating the financial stateméntshe years of the fraud is an effort that is
ultimately of little relevance to current creditorstoifuture investors. What is absolutely
critical is the establishment of financial reportingteyns and controls around those systems
that will insure that the current and future balance she®d results of operations are reported
accurately and in a timely manner. Perhaps even muygrertant is the development of new
disclosure practices to enhance the ability of investoumderstand the context of reported

results and to evaluate them in light of the most cetfmamnsive possible disclosure.

The effort to provide enhanced transparency to the meggaires a strong corporate
commitment at the board level. However, it equalbuiees a strong internal finance
department that can get the job done. That departmestreit yet exist, and efforts to
continue building the strength and capability of intefimancial personnel should be
redoubled. There is time to continue enhancing the inténaadcial resources before the

Company emerges from bankruptcy, but there is no time tewast
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9.04 The Company needs to accelerate and intensifyatsseb recruit senior level
finance, accounting, disclosure and internal audit peesorWeaknesses in existing staff
have existed for too long, and every effort must be madddmew permanent personnel
with high levels of experience and skill. The CEO badrd of directors need to focus on
this effort as a matter of the highest priority.

Recommendatioft.05. Change in Control Issues.

Traditionally many companies have adopted sometimes extiéasive anti-takeover
provisions, or “shark repellants.” The early formshase devices first appeared in the late
1970s and early 1980’s. As takeover tactics changed, so diefineses. Over time such
devices became sufficiently potent that, when used aggesshey can entrench incumbent
management and give it the power — combined with a coopetaiard — to reject offers that

might be highly attractive to shareholders.

Shareholders have an obvious interest in maintainirgpan market for potential sale
of a control stake in the company. Where a substgmgaium is offered by a buyer that
believes it can create greater value out of the Comieyincumbent management,
shareholders may benefit very significantly. Any &hapellant that deters offers from being
made because management’s powers are too great would besddw@rareholder interests.
So too would any set of requirements that prevented shHdeztdrom having an opportunity
to decide for themselves whether or not to accept an offethe same time, if it is too easy
for a bidder to seize control, all shareholders mightize a price lower than might otherwise

be obtained.
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Two of the most common anti-takeover protections aigopills and staggered
boards. Large shareholders have argued about the usesarse wf these tools for many
years. Some studies have supported use of poisonngiils, a greater body of shareholders

in recent years tend to oppose them as inherently iainucshareholder interests.

The “poison pill” is a form of contractual sharehaldghts plan. Typically if any
person purchases more than a trigger level of stockstwekholder other than the acquirer
becomes entitled to buy more stock at prices shaoplgil than market values. This allows a
flood of dilution that destroys the value of the acqtsrehares — thereby precluding a hostile

bid.

Pills come in many forms, including “dead hand” pilloae extreme (a pill that
purports to be unchangeable by future boards) to “chewabls’gpiinother. A “chewable”
pill is one that ceases to operate where certainigons are met. The terms of a chewable
plan take the right to block an offer away from the mbent board if conditions set in
advance are satisfied. For example, a relatively befoign of chewable pill would exempt a
fully financed cash offer to any and all shareholdeesratnimum premium of 25% or 30%

over the average trading price of the stock over a nadd® period, such as six months.

Staggered boards make it much harder for anyone who hasapad a control block
of stock to replace the board quickly. Staggered boardshldsby making it more difficult
for someone who purchases a control block to actuadlycese control rights and to replace

the incumbent board.
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Given the historic problems at WorldCom and its desirigeta role model for good
governance, MCI should not adopt anti-takeover devltasare designed to entrench
management. Thus, this Report recommends one yea termiirectors, thereby preventing
a staggered board. It also recommends the mandasatyoel of at least one new director
every year, and allows shareholders to nominate direatalidates under certain defined

procedures. These and other provisions in this Reporteylgrevent entrenchment.

While many anti-takeover devices harm shareholder sitene most circumstances, it
is too simplistic to say that shareholders would befiea by the Company not having any
protections at all. In fact, there are certain idetile risks to shareholders that may make

modest protections beneficial.

When MCI emerges from bankruptcy, it will have seves shareholders with very
large stakes, and there may be significant trading Btaisk as soon as this is permissible by
former shareholders seeking to cash out. This in tugpngne rise to technical downward
pressure on the stock price, which could make MCI an ewae attractive target for an
acquisition. MCI’s board of directors and its stodikleos have strong interests in making
sure that if control is to be acquired in the future,ghrty or parties acquiring it should pay a

control premium, and that premium should be availab#l tstockholders.

Gradual devices such as a “creeping” tender have in thegsasted in two tier

pricing through an initial series of transactions thaieae control at one price, with a
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subsequent “back end” merger at a lower price. Though lapgeWented in recent years by
the prevalence of poison pills, such coercive tramsactire not impossible. There is a risk
in this case that in the absence of any change inala®vices, the goal of having any offer

for control be open to all shareholders equally migittbe realized.

Finally, this Company is in a somewhat unique situatioenms of the behavior of its
competitors. It appears increasingly clear that séwagr competitors may be working in a
coordinated fashion in what may be attempts to destablle€ompany, perhaps with the
goal of preventing its emergence from bankruptcifhese efforts have included some

unusual tactics. For example the Washington Rastreported that one major competitor

may have indirectly funded ostensibly independent grougsasithe Grey Panthers to picket
courthouses and to make other public protests againstMIEls therefore a reasonable

concern, particularly in the years immediately foliogvemergence, that one or more outside
entities might attempt to depress the Company’s stock prito create internal chaos as part

of an attempt to buy control (or an influential posiji@t an artificially low price.

All shareholders have an interest in making sure fhiheiCompany is sold in the
future, that it should be sold at a fully valued pricenc8iunder the SEC’s Monetary
Settlement the victims of the old WorldCom'’s fraudlwilvn approximately 3% of the new
equity, protecting share value is important to the vicoirthie old WorldCom as well as to

all new equity holders. In such relatively unique circamses, it is more understandable for

% Of course the efforts of such companies may alseatgflerfectly legitimate concerns.
% See Christopher Stern, “WorldCom Opponents In Sync; Biréh Helps Organize Protest”, The Washington
Post June 20, 2003, Page Al.
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there to be devices for a limited period of time thatldgrovide the board with the power to

influence the outcome of a sudden bid and to demand equahérgsfor all shareholders.

9.05 The board will need to consider possible destabiliziegterom any source.
Given the considerations set forth above, if therdaletermines to adopt a shareholder rights
plan or other devices, any such provisions should meeticeriteria. These are:

* Any devices that are adopted should have an automatict suns®re than five years
after the date of emergence from bankruptcy unless atfively reauthorized by a vote of
shareholders.

* Plans that have “dead hand” provisions that purportriib future board or shareholder
action should not be adopted.

» If a shareholder rights plan is adopted by the boartpitld be a “chewable” plan that
can be avoided by an acquirer without board acquiescsuack as if a minimum level
premium offer is made to all shareholders, or if aimirm percentage of acceptance is
reached. A chewable shareholder plan should insurshbatholders cannot be blocked
from considering a bona fide offer that meets reasoraijéetive criteria.

» Devices that create time to review a proposal carefaiig that insure that all
shareholders have an equal opportunity to benefit, arptadtxde in the current
circumstances. Devices that create an ability faratiims or management to prevent
shareholders from ever acting on a proposal, or tbatdahave the likely effect of
deterring any purchase offers, are not acceptable.
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Part X: Legal and Ethics Programs

An important part of the structure of any company shoelthb adoption and
communication of a statement of values and principieshacal conduct. Compliance with
law is part of an overall framework of ethical condiett complying with the strict letter of
the law is not a sufficient goal. Ideally a companyudtt not wish to approach too closely to
the point of committing illegal conduct, and its ethigahciples and code of conduct can

help eliminate conduct that is too close to the linelegdlity.

It is worth noting that persons engaged in wrongdoing maynafidulge in frequent
prayer, and expressions of dedication to integrity, dhout meaning. Flowery words
expressing adherence to the highest standards of integritglatively easy to write, but it is
deeds, not words, that count. As New Yorkers mightiséypne thing to “talk the talk”, but
what is really important is to “walk the walk” whercitmes to ethics. Employees must

understand that the Company’s Code of Conduct will be ezdorc

This issue is quite important for every company. A aofdethics is an opportunity
for a company to express important values, and in this endameflect both the norms of
society generally, and the standards of behavior teatdmpany wishes to set for itself.
Codes of ethical conduct are an important element dtoine at the top” that the board and
senior management should together communicate to the@gsesl That tone is critical in

developing and maintaining a broader framework of intezoatrols against inappropriate
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conduct. However, the very first step in making a cddstocs workable is for the senior

management team to exhibit such values in their managteohthe company.

In any industry or type of business, there is a roleaf@rdnd regulation to define
conduct that will be unlawful. Beyond that companies aadbtbader community also define
conduct that is unethical or inappropriate. Legitimalessaresentations or advertising may
at some point cross a line into unethical attempts steanl, and at another point they may
cross a further line into fraud. A well-governed compamughavoid conduct that is too
sharp, or too close to the line of illegality. Thatvisere internal codes of conduct come into
play to create a healthy margin of safety. Emplsys®uld be able to be proud of the
company they work for, and its standards of conduct anmportant part of making such
pride justifiable. Conversely companies that espowsdtare of pushing everything to the
limit may find that these attitudes can quickly lead ty\&erious behavior issues. Set forth
as Figure 1 are the new “Guiding Principles” of MCI, dem@tisig new management’s
determination to apply its standards of conduct in pracfldeese Guiding Principles have
been distributed to all employees as part of CEO MitGapellas’ efforts to set a strong and

positive “tone at the top”.
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Figure 1

MCI GUIDING PRINCIPLES
The Way We Work
1. Build Trust and Credibility
2. Respect for the Individual
3. Create a Culture of Open and Honest Communications
4. Set Tone at the Top

5. Uphold the Law

6. Avoid Conflicts of Interest

7. Set Metrics and Report Results Accurately
8. Promote Substance Over Form

9. Be Loyal

10. Do the Right Thing

The old WorldCom had a very weak control and compliataecture, coupled with a
highly competitive business culture. The Office of Gah€ounsel was fragmented and
dispersed, and the CEO appears to have done everything @dssibidermine the stature and
authority of the legal department. There was no fbEtisics Office, and under Ebbers the
Company did not communicate values such as truthfulndsansparency to its employee

base, and it did not live by them as a company either.ethdmth the Special Committee

Reportand_Thornburgh Ispecifically noted the weakness of the legal departaeat

contributing factor in both the accounting and governaboses that ultimately occurred.
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For the future, the Company needs to place a vastly higioettyoon legal
compliance, internal supervision, and reporting practiéeaong other things these steps can
help insure that every employee understands the Compaalyiss, and the standards they
are expected to follow. Employees who believe thabsenanagement will not control
inappropriate conduct if it hurts business will not hazaedt thwn positions by reporting
concerns. This can lead to silence in the face opbactices. Therefore, employees who
witness inappropriate conduct need to have opportunities tmoaiate concerns to higher
levels of management, and most importantly they hakedw that such concerns will be

responded to in a positive manner.

The new MCI has already taken several important $tejpsprove its culture, and to
strengthen legal compliance resources. Along with adopfids “Guiding Principles,” the
most important step was instituting a formal “EthicdB& that specifically requires strong
efforts to achieve both ethical conduct and high levetsamsparency. The Ethics Pledge,
attached as Annex A, sets forth specific obligationbénareas of compliance, ethics, and
transparency. The Ethics Pledge was drafted by the Gaepdlonitor as a condition to the
CEO’s employment agreement with the full concurrevicklr. Capellas. While failure to
comply with the Ethics Pledge is grounds for terminatibthe CEO for cause, this is not its
full significance. Beyond the CEO’s personal obligatiothe Ethics Pledge, he has
subsequently included the Pledge in all new contracts involenigismanagers. All existing
direct reports to the CEO have also been requiredjtotse Pledge. Eventually the Pledge

should be extended to all employees, as the CEO &i@sldte plans to do.
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In one sense, the Ethics Pledge is another obligatiozafth employee, as it becomes
a part of their Code of Conduct. In another sense, henywthe Ethics Pledge represents
empowerment of employees, since it is an obligationathaenior managers and officers
above any particular employee are subject to themsel’as.employee is asked to do
something that he or she believes may violate the Plgalgemployee has the ability to go
directly to the General Counsel, the CEO and ultigatethe board of directors to determine
whether the conduct would or would not be appropriate.e&oln employee the Pledge is in
effect a guarantee from the board of directors thabsenanagers will be held to the same

high standards of conduct that are asked of anyone.

A second important step was recruiting a new Generalsebwith substantial
experience in a variety of settings, including private figactice and serving as general
counsel in two other large public companies. Given the Congpaisfory of weakness in its
legal regime, the General Counsel of the Company mustderstood to have the full
confidence of the CEO and the board of directors, andradate directly from the board to
protect the Company against violations of law or intepodities. In turn the senior members
of the General Counsel’s staff, including but not limitedhe senior ethics officer, should be
persons who have sufficient experience and maturiyotd with all operating divisions to
identify and resolve legal problems swiftly, and to guaranhat the Company’s actions in

fact match its words.

Another important step was the Company’s decisiorstabésh a formal Ethics

Office. However, the staffing levels of this officedathe experience and perceived stature of
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its first director have been questioned externallye @ief ethics officer should be a person
who has unquestioned stature and authority, and thisasea in which the Company should
invest further resources to be better able to fulfilldbgctives of that program. The Chief
Ethics Officer needs to be a very senior legal offafethe Company, and someone who has
the unquestioned ability to bring problems involving any pevatmn the Company to the

attention of the CEO and, if necessary, the board.

The Ethics Office of the Company should be part of tlie®of General Counsel to
insure it has the institutional strength and clout of tlegartment. At the same time, the
ethics program needs to be part of the management rdspoes of each senior manager in
their own area of the Company. Compliance is evergojob, both when it comes to
obeying the law and also to being sure that the Compangtepen a fully transparent and

ethical manner.

Recommendation 10.01. Ethics Programs

The board of directors needs to be directly involveestablishing the mandate of the
Company’s Ethics Office, and in reviewing its activiti&§hile the CEO and General
Counsel should provide direct oversight for this progréwaboard should review the
program regularly to insure that it is in touch with issaad concerns, and that there is an

adequate level of resources and leadership.
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10.01 There should be a formal Ethics Office within tbenBany, under the overall
leadership of the CEO and General Counsel. As withriatéudit, however, the board
should itself periodically review the program to insurat tit has the resources and leadership
to fulfill its objectives. The board should receive dagwritten reports and briefings
regarding the ethics program and major issues that meey ari

Recommendation 10.02. Ethics Pledge
The Company should continue to broaden the usage &thires Pledge, and it should
be extended to all employees. The Ethics Pledge aneé#ring should be part of all

education and training programs for managers and staff.

10.02 The formal Ethics Pledge should be a conditiompie@yment of all new
employees, should be extended eventually to all existaify ahd should be part of the
Company’s regular education and training programs.

Recommendation 10.03. Legal Department

The Company’s obligations under the Permanent Injumctiee Monetary Settlement,
Orders of the Court, SEC and other governmental regafatnd its own internal policies are
matters of the most serious importance and consequéno®jor obligation of the CEO
should be to insure that the legal department withirCitn@pany is a strong and essential part
of the Company’s control structure, and that it has higapable senior leadership.
Periodically, and not less than once each yearuthbdard should meet independently of
any other officer or employee with the General Colttsezview the resources and
leadership of the department, the strength of the Compaagipliance programs and major

contingent legal risks.
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10.03 The legal department of the Company must be aystrahessential part of th
Company’s control structure, with both the leadership aadurces to insure that the
compliance programs are strong and effective. Thé@ald should meet periodically, and
not less than annually, with the General Counsel withwe presence of any other employee
or officer to review the resources and leadership of tparti®ent, the adequacy of
compliance and ethics programs, and contingent legaltaske Company.

D

10.04. Ethics Programs

The Company should continue to invest substantial agtemticreating a culture
within the Company that involves a complete dedicatooperating in accordance with high
standards of integrity and transparency as mandated IBthlus Pledge. In this regard the
Company should continue its objective to become a rotteimwithin the telecom industry
and beyond for excellence in ethical standards and prectideis is an ongoing challenge,
and one that requires regular attention from senioragwment and the efforts of a strong and

well-led Ethics Office.

Not less than annually the full board of directorsudthoeview the adequacy of the
Company’s ethics programs, including both formal standarddexvels of adherence. The
director of the Ethics Office should have a levelxgerience and skill comparable with the
senior leadership of any division of the Company. As argégaideline, the senior ethics
officer within the Company should ideally possess at £a20 years of legal experience, a
portion of which should have included service in a requyabr law enforcement agency of

government.
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10.04 The Company should commit to the highest standarasedfesce in its ethics
programs generally, and to the operation of a strong #&ctigé Ethics Office within the
management structure. The leadership of the Ethicse3dfiould be someone with a very
substantial level of legal experience, ideally includingadiregulatory or law enforcement
experience. The board should review all ethics prograomsughly not less than annually,
and should receive regular updates on the nature of issatasnay arise.

Recommendation 10.05. Diversity Issues

One of the Company’s major legal and ethical obligatists adhere to all legal
standards relating to employment practices. Beyond tddiglations, however, the
importance of diversity in the workplace and in the @emanagement of the Company is
difficult to understate. While not thought of as a ifiedal concern of “corporate
governance”, the issues relating to diversity are dashat should be considered “good
governance”. A company cannot be thought to be well-gedeifnits internal practices for

recruitment, training, promotion and opportunity do not me=stme standards of

excellence and priority that are set for other areg®wérnance. Indeed, since diversity is an

essential part of who is being governed, it should not éxe a8 something that can be

overlooked when creating a structure of excellence ieig@nce.

A specific review of the employment policies and pcast of the Company in the

diversity area is beyond the scope of this Reportwai¥er, as part of establishing a system of

balance, respect and accountability within the Compameysubject of diversity policies is
terribly important. Historically the Ebbers culture gaWert shrift to respect for individuals,
as it focused on the ability of Ebbers and his lieutentanssue commands and to obtain

immediate obedience. This was not a culture of respethe individual and his or her role
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within the organization that a healthy company shouldeesefat every opportunity. Senior
management and the board should undertake a thorough ancanggiley review of the
Company’s track record in the area of diversity issaed,should determine if changes
should be made to establish similar standards of exceliartbis area as part of the broad

commitment to excellence in governance.

10.05 The Company should undertake a thorough and wide-ranygieg & its
diversity practices at the first opportunity to insuratitme legacy of the Ebbers era is
replaced by the finest standards of excellence in regpeal individuals. This review
should consider the Company’s track record in diversitgmamms, including recruitment,
training and advancement of women and minorities.
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Annex A

Corporate Monitor
WorldCom, Inc.

December 16, 2002

Mr. Michael D. Capellas
WorldCom, Inc.

22001 Loudon County Parkway
Ashburn, VA. 20147

RE: Undertaking and Pledge

Dear Mr. Capellas:

By signing in the space provided below, you hereby represdntammit to me, as the
Corporate Monitor of WorldCom, Inc., as an integral péstour obligations as CEO, as
follows:

You have personally read the Orders and the Permananttiagn, and you
understand that it is your express personal responsilaléyercise your full authority
to insure that the Company scrupulously complies witthalbrovisions of the Orders
and the Permanent Injunction unless or until the Coadifes any such
requirements.

Throughout your tenure as CEO you will make it your higpestity to see to it that
the Company complies with all legal requirements appleto the Company, and
that the Company creates an environment of transparedcytegrity in all that it
does. As part of this commitment, you understand thaEEf@ is uniquely
responsible for devoting serious and sustained effortsvelajesystems, processes
and personnel to prevent any violations of law or bredehhical trust by the
Company.

Throughout your tenure as CEO you will seek continuousiytaree the Company’s
Code of Ethics and provide direct leadership in establishengighest standards of
ethics and integrity at all levels of the Company.

Throughout your tenure as CEO you will provide strong petsmmamitment to
candor and absolute truthfulness in the Company’s operatiwhs its
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communications to the marketplace, including developing asmuations and
disclosure policies that provide comprehensive informat@ncerning the Company’s
operations, its financial results, its record of coanpde with law and its own ethical
policies, in addition to all legally required disclosutéou commit to the goal of
providing shareholders and the marketplace with a strosh@®ective disclosure
program exceeding minimum legal requirements and thatwibseek consistently
high levels of transparency.

Throughout your tenure as CEO you will endeavor to implgmeliable and effective
internal controls capable of detecting meaningful failtioesomply with requirements
of law (including the Permanent Injunction) applicablen® €ompany or the
Company’s internal ethical and governance requirementst r&present that you will
support robust levels of capital investment in interoatiols, including management
information systems and internal audit resourceswiiebe capable of insuring the
accuracy and completeness of publicly reported finamd@imation of the Company
to the most reliable degree practicable.

Throughout your tenure as CEO you will cooperate withotherd of directors and the
Corporate Monitor in developing new corporate governameehanisms that will
seek to establish the highest and best practices of healthgrate governance to
advance the best interests of shareholders, creditdrghe public at large. As part of
this obligation you will work actively with the CorpoeaMonitor in developing the
best possible recommendations to strengthen corparegergince and compliance
processes as part of the Permanent Injunction.

Throughout your tenure as CEO you will use all reasoreffidets to insure that the
Company’s board has a membership that represents sharahtddests (and
stakeholder interests broadly prior to emergence from bam)ugnd in addition to
yourself is composed entirely of members who are fatlgpendent of yourself and
the Company, and who are individuals of extraordinary akd accomplishment.
You recognize that a strong board of directors and mgéarichecks and balances
against excessive power are important elements of hegdtfgrnance practices.

Throughout your tenure as CEO you will cooperate fully @without reservation with
all SEC, law enforcement and other official inquiried avestigations into wrongful
activities that may have taken place in the past, andwll provide assurance to
customers and the public that the Company is fully comthitieperating at the
highest levels of integrity with personnel who are peaig committed to the
Company’s goals and values.
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* You understand that you will ultimately be judged on the ee¢pw which the
Company under your leadership achieves these goals, in additiusiness and
financial goals that may be set from time to time bytibard of directors. You agree
to use every effort to lead the Company in its growth andldpment in a manner
that will achieve successful financial performance wadaering to the highest
standards of ethics and compliance with law.

Very truly yours,

Richard C. Breeden
Corporate Monitor

Agreed and Accepted:

Michael D. Capellas
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