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The materials that follow summarize actions related to governance, trusteeship, and internal
management at American University since the last formal communication to the United
States Senate Committee on Finance on December 1, 2005. We will provide additional
information as needed to assist the committee staff in its preparations for the roundtable
discussion on March 3, 2006. We look forward to the opportunity to address at the session
the matters outlined below.

L. Board Governance

To ensure that it conducts itself in accord with best practices of leading university
boards, the American University Board of Trustees initiated a comprehensive examination,
advised by outside experts, of its governance of the university. This major project, actively
underway since November 2005, is scheduled to result in governance reform
recommendations for adoption at the May 2006 board meeting. Although deficiencies in the
board’s past oversight of President Ladner precipitated this effort, the examination is not
limited to such issues and reaches the full range of board governance.

The board appointed a trustee committee ("Board Governance Committee") to oversee the
project and to consult interested and informed persons outside and inside the university. The
committee is meeting often and in depth, and has taken many other steps to date, including
these:

e Martin Michaelson, Esq., a nationally regarded advisor on university board
governance, was engaged as principal consultant to the board on the project. Mr.
Michaelson has worked on this project nearly every day since he was engaged and is
expected to maintain that level of involvement until the project is completed.

e Mr. Richard ("Tom") Ingram, a leading authority on university board practices and
the former President of the Association of Governing Boards of Universities and
Colleges, also was recently engaged to advise the board.



e The committee, following consultation (described below) with university
constituents and others, established a demanding and intensive work-plan that covers
essentially all aspects of university board governance. The main subjects of the plan
are:

(a) The entire board governance framework, that is, specification of the
board's proper role in the life of the university, and review and, where
indicated to achieve best practices, revision of university bylaws;

(b) The structure and operations of the board, its Executive Committee, and
other committees, as well as the board's and board leadership's interaction
with the university president and other university constituents;

(c) The qualifications and characteristics wanted in university trustees;

(d) Specification of standards for ongoing evaluation of, and university
expectations for, trustee performance;

(e) Review and, where indicated to achieve best practices, revision of
pertinent university policies. For example, the board recently adopted a new
written policy with respect to review, authorization, and approval of the
compensation of the president at its February 17 meeting (Attachment 1).
Obviously, this critically needed policy reform is directly related to the
mistakes made with respect to supervision and contracting practices
regarding Dr. Ladner. Similarly, the board recently reviewed the university’s
policies regarding trustee conflicts of interest and whistleblower complaints.

Mindful that extensive consultation of university faculty, staff, students, trustees, alumni, and
donors is essential to the success of this endeavor and because of the university’s tradition of
shared governance, the board committee and Mr. Michaelson have met, in some cases a
number of times already, and are scheduled to meet in coming weeks regarding the
foregoing issues with:

e AU faculty, including the Faculty Senate Ad Hoc Committee on Governance and
former Faculty Senate chairs;

¢ Administrators, including Interim President Kerwin, Interim Provost Broder, the
deans of AU's schools and colleges, university vice presidents, and representatives of
the Staff Council;

e Undergraduate and graduate student leaders;
e Alumni representatives;
e Donors;

e Trustees.

The board governance committee, with support from the consultants, is assembling an array
of data on practices of leading university boards in each of the areas identified above, to
inform the committee's and the board's deliberations in its governance reform initiative.



A threshold question that faced the board governance committee was whether to conduct
the project in haste with the apparent benefit of taking quick corrective actions, but with the
considerable disadvantage of limiting the board’s ability to address the issues in depth; or to
consult carefully with affected constituencies such as faculty, deans, students, alumni, and
staff. The committee concluded that effective reform will happen only if there is a broad,
penetrating understanding of the issues and understanding within and outside of the
university. That takes time, no matter how great is the energy brought to the task. Careful
judgment is needed. For instance:

e What are the pros and cons of a significantly larger board?

e To what extent should potential for gifts and dedicated good work for the university
figure in the selection of new trustees?

e How should work be allocated between the board Executive Committee and the full

board?

e What should be the limits of the boatd chait's authority?

e When are bilateral relations between the board (and board committees) and
university administrators constructive, and when do such relations undermine the
president's authority and effectiveness?

e How is the board to draw a clear line between obtaining necessary input from
university administrators, on the one hand, and micro-managing, on the other?

e Should constituent groups, such as alumni, faculty, and students, be entitled to elect
trustees (or otherwise have mandatory representation on the board)?

e How are geographical, vocational, alumni-status, gender, racial, ethnic, and other
forms of diversity of trustees to be best achieved?

It is important to note that the balance the board is attempting to strike between prompt
action and consultative deliberation has not foreclosed significant actions. The board
significantly expanded the number of its committees that include representatives of the
deans, faculty, students, staff, and alumni as non-voting members. These changes were
implemented at the February meeting. The board has taken action to ensure that
circumstances that led to the termination of the former president are not repeated.
Specifically, the board has adopted policies related to review of presidential performance and
compensation that includes requirements for input from university constituencies. It has
restated its commitment to strong whistleblower policies, including consideration of an over-
arching statement to supplement the many forms of encouragement and protection already
in place. Described below are actions with regard to internal controls and reporting to the
Audit Committee of the board that provide strong checks against inappropriate expenditures
by any university official or employee, including the president.

IL. Board Transparency and Communications

A number of steps have been taken to enable the board to communicate more
effectively with and be more accessible to the AU campus, to establish trust, openness and
dialogue. These have included:



III.

Board Governance Webpage — In early November, a web-page dedicated to board
governance was created. It is a depository for official memos, board actions,
resolutions, and student government actions. This reference site for persons
interested in the governance improvements and board changes is linked to the AU
main page. On the governance site, links are also provided to other relevant sites,
such as the President’s Office, Board of Trustees, Campus Life, Student
Government, Graduate Leadership Council, Student Bar Association, Faculty Senate,
Staff Council, and the Alumni Association. The site provides ongoing updates for
any of the AU constituencies interested in board governance. Since its creation, we
have had close to 14,000 visits to the site.

Board Communications to Campus — In autumn 2005, the board initiated direct
communications, memos, and updates to the campus and constituencies regarding
board actions. All board and board committee communications to campus are
posted on the “Governance site” and are widely distributed to the campus
community. Agendas are posted prior to the full board meeting, and a summary is
provided after the full board meeting.

Board Webpage — A web-page for the board was created to assist the board in
becoming more visible to the various AU constituencies. In addition to listing board
members by name and profession, it includes links to recent board communications;
the Bylaws and Act of Incorporation; and the most recent meeting summary. Future
development of this resource is planned.

Board Contact — A dedicated e-mailbox, AUBoT@american.edu, was created for
those who wish to contact the board. This e-mailbox was particularly valuable during
the height of the fall semester controversy; an estimated 70% to 80% of e-mails sent
to AUBOT were from alumni and parents.

Trusteeship

Actions on board composition and the nomination and selection of trustees are

summarized here. While the governance review will result in a more integrated and holistic
series of governance improvements for the AU board and the university, the Trusteeship
Committee has recognized the desire of the board itself and the campus constituencies to
augment significantly board membership by attracting and adding new trustees with diverse
experience and backgrounds. Consequently, the Trusteeship Committee committed itself in
November to soliciting names of potential trustee candidates from a very broad range of
sources including the deans, faculty, students, staff, and alumni. The following points
summarize the process being followed which we hope will yield at least six new trustees for
the AU board by the May 2006 meeting, to be followed by further action by the Trusteeship
Committee.

Process -- A process for nominating trustee candidates was developed formally and
announced to the AU community on January 26, 2006. That process encourages
anyone to submit names together with a brief statement of credentials or
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qualifications to the secretary of the board. The process provides that those names
will be vetted by the chief financial officer and general counsel for potential conflicts
of interest, or other reasons for possible disqualification, and will also be reviewed
for comment by the development office for indications of past involvement with the
university. Those names will be conveyed to the Trusteeship Committee for
evaluation. The committee will make an initial determination of which individuals to
move forward in its consideration, and review those names in confidence with the
full board and with the representatives of the United Methodist Church, which also
must pass on and approve appointments to the AU board. Following such further
review, which will include direct personal conversations with each candidate, the
committee will make recommendations to the full board and to the General Board
of Higher Education and Ministry of the church.

At its November meeting, the Trusteeship Committee also decided to invite a
representative of the deans and a representative of the faculty to attend and
participate in its meetings as it reviewed potential candidates and their qualifications.
The Trusteeship Committee had previously adopted a set of criteria for assessing
potential trustee candidates, and an "interim" set of substantially similar criteria was
developed early in the governance review process. The committee refers to both
lists of criteria when evaluating candidates. In addition, the committee has had in
place for some time criteria to assess whether incumbent trustees should be
reappointed at the expiration of their three-year terms. Copies of the nominating
process currently in place and of the criteria used are attached.

New Trustee Candidates -- Opening the nominating process to all university
constituencies has proven highly beneficial. The committee heard from a number of
individuals regarding qualities that should be represented on the board as well as
individual candidates who were thought likely to make excellent board members.
The committee heard from various interested individuals and groups that they would
like to see a sizeable number of new trustees brought onto the AU board. There is
interest in adding individuals with high-level experience in higher education;
individuals who increase board diversity not only with respect to gender and race,
but also diversity of experience and background; individuals of national stature,
including persons currently or formerly in high government office; and individuals
who have an international perspective or background.

University by-laws provide that the board should consist of 25 to 50 trustees. The
governance review is considering issues of size and composition as part of its
process. However, with the resignation of several valued trustees last year, and the
decision of one incumbent not to stand for re-election, the board will have 19
trustees as of the May meeting unless new trustees are elected. Consequently, the
Trusteeship Committee with the concurrence of the board intends to identify and
recruit at least six (6) new trustees by the May 2006 meeting and sooner if feasible.

By opening the nominating process to the entire AU community, the Trusteeship
Committee has received approximately 60 suggestions of individuals for
consideration as new trustees. These include several academics of distinction; a



number of women and individuals of color; persons who have served in significant
governmental posts (both elected and appointed); people with a record of
accomplishment in diverse fields including international activities; and many who
have already demonstrated their commitment to AU by volunteering their time and
giving of their resources to support particular university schools and programs. From
this group, the Trusteeship Committee has refined the list to approximately a dozen
individuals whom it intends to advance for consideration and to better ascertain their
interest and qualifications. Behind this group are another dozen individuals of
distinction and merit who also appear likely to be fine trustees if they can be induced
to join the board and help it implement robust governance processes and further
strengthen its governance culture. The committee will enlist the assistance of
university personnel, including deans and faculty, to help recruit such individuals.

Orientation and Attendance -- Another element of trustee service that continues to
be a Trusteeship Committee responsibility is the orientation of new trustees. The
board has had such programs in the past but, they have not been well attended. The
committee intends, subject to the outcome of the governance review process, to
require each new trustee to go through an orientation in order to learn about the
university, its strengths, priorities, and challenges as the trustee comes onto the
board. Similarly, the Trusteeship Committee recognizes the importance of gaining a
commitment from each trustee to make room in his or her schedule to prepare for
and attend not only board meetings, but other functions on campus which will give
the trustee a deeper knowledge of the university, its faculty, students, staff, and other
resources. The Trusteeship Committee and the Governance Committee have
recognized the need for balance on the board so that all individuals are selected not
primarily for their gift-giving potential, but all trustees are selected on the basis of
commitment to the university and trustee service.

Reappointment -- At its February meeting, the Trusteeship Committee considered
reappointment of current trustees whose terms were expiring effective this May.

One trustee decided not to stand for reappointment. The other five trustees eligible
for reappointment were considered against the criteria established for reappointment
and, upon recommendation of the committee, were approved by the board for a new
term. The five trustees had substantial giving records relative to their means, had
excellent attendance at meetings, and had actively participated in or led board

committees. The current criteria for reappointment are also attached (Attachment
2).

Coordination with United Methodist Church -- Under AU's organic documents, the
General Board of Higher Education and Ministry of the United Methodist Church
has a right of approval of individuals nominated to be trustees of the university.
Through the church's representatives on the AU board, Jerome Del Pino and Bishop
John Schol, the Trusteeship Committee is aware of the General Board's intent to be
thoughtful about the qualifications of individuals so nominated and the composition
of the AU board itself. It has been agreed that the Trusteeship Committee will
provide the General Board the names and biographies of individuals who are being
seriously considered for nomination, so that the General Board can have input in the



vetting process, and will coordinate with the General Board with regard to timing of
nominations, so there is no undue delay in approving new trustees. The church's
representatives have made clear that they regard the university to be the primary
agency for identifying and vetting potential trustees, and that the General Board will
respond to requests for consideration or action when made by the Trusteeship
Committee. It should be noted that the United Methodist Church has a long and
distinguished history of supporting colleges and universities that have ties, historical
or current, to the church.

Review of Internal Controls — Sarbanes-Oxley and Audit Committee

The Ladner issues illustrated certain weaknesses in the university’s generally strong

financial controls. Historically, the university has received unqualified audit opinions for
more than 60 years, and no significant financial improprieties have been identified or
reported. The university is striving to ensure the most effective internal audit coverage, being
one of the very first institutions of higher learning to outsource the function to an outside,
professional organization (Protiviti) that could provide the most contemporary and skilled
services.

Internal Audit Plan -- In fall 2004, the Board of Trustees Audit Committee approved
the 2005 Internal Audit Plan, which included using a significant portion of internal
audit’s time to begin a Sarbanes-Oxley type review of the university’s internal
controls of financial processes. Although Sarbanes-Oxley essentially does not apply
to not-for-profit institutions, the Audit Committee concurred with a
recommendation from management that the university should be highly proactive in
applying rigorous internal control standards across the enterprise. This began an 18-
month process during which Protiviti has been reviewing, documenting, and
performing detailed testing of the university’s internal controls. To date, Protiviti
has reviewed and documented the following processes, finding no significant internal
control or material weaknesses: Procurement and Accounts Payable; Payroll and
Benefits; Investments and Cash Management; Auxiliary Services; Registration;
Student Accounts; Financial Aid; and overall Financial Reporting. Testing of these
processes is now underway and should be completed by May 2006. To date, no
material weaknesses have been identified. Protiviti has provided the Audit
Committee regular updates on their review. Significantly, Protiviti, a leader in this
field, has noted they are aware of only a few not-for-profit organizations that have
proactively undertaken such a review. This process, initiated well before any issues
regarding the former president arose, demonstrates that those issues did not reflect
the university’s overall financial control environment.

Audit Committee -- At the November 2005 Audit Committee meeting, two new
procedures, designed to enhance the committee’s oversight of presidential
expenditures, were implemented. First, the committee directed the chief financial
officer to provide the chair of the Board of Trustees and chair of the Audit
Committee a quarterly report of travel and entertainment expenses for the president
and each vice president. Second, the committee authorized a formal, independent



reporting structure to allow the chief financial officer to meet independently with the
committee at regular intervals to facilitate discussion of any unusual financial matters
that may have come to the CFO’s attention.

Conclusion

The forgoing summary of major activities by the American University Board of Trustees and
larger university community conveys the seriousness of purpose and urgency we attach to
governance reform. We are acutely aware and understand the concerns expressed by many
regarding lapses in the board’s conduct of its fiduciary obligations. But, we have learned
much from our mistakes and are determined to move forward. In doing so, we intend to
balance the need for both prompt and comprehensive action with the equally important
need to consult broadly and deeply with university constituencies. We welcome information
and guidance from the Senate Finance Committee and any other source that shares our deep
commitment to the advancement of American University and its important educational
mission. Tens of thousands of alumni, students, faculty, and staff will be affected by the
work that is before us. They and their well being are our primary concerns. We firmly
believe that the future of American University is best left in the hands of our established and
evolving shared governance system.

Submitted by the American University Board of Trustees
March 3, 2006
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