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What used to. be nobo’dy s| business — an executive’s heaIth

religion, politics and sex

shareholder S busmess

Ol:% the corporate exec-
utive have the same right
10 personal privacy as any
other private citizen?

.That question may
sound strange. especially
at a time when the courts
increasingly are protect-
ing. individual righj_;s. to
privacy. But the afswer
to the question may
sound even stranger, Recent legal devel-
opments .suggest that top-level execu-
tives may be losing some of the rights to
privacy that most people cohsider to be
virtually inalienable.

- More and more. managgment is being .

viewed as employees of the xh.rrchnld—
ers who own their corporations. Tech-
nically. they always have~heen - but
stockholders traditionally hav aved
as distant investors. not as the ultimate
bosses. However, several public interest

+ groups and the Securities and Exchange
Commission. as well as some sharehold-
ers. are now pressing to broaden the
scope of information that executives are

" required to disclose 1o the shareholders
who “employ”” them.

_~—Historically, disclosure to investors
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was for the most part limited to infor-

mation that was of present i‘li’.pﬂlt‘ﬂli.l]
financial importance to the® company, al-
though there were also some required
items of disclosure about top manage-
ment’s experience and the inchme of the
highest paid executives. Except.for that
limited information about directors and
officers. a company had 1o disclose pub-
licly only items that would. or did. affect
its financial results or - possibly — the
price for its ‘-QCLI!‘IIIL\

But there are indications’ that finan-
cigl materiality mayv no longer be the
s:hlle-s[amdurd of judgment. SEC Chair-
man  Harold Williams  said _recently,
“there are some issues that are so im-
portant that quantitative testd are irrel-
evant.” /He was referring then to the iy-
sue of disclosure of even minor South

(African investments. but the general -

rule is beginning to apply also to person-

¢l matters in the lives of execurives that
‘may affect the corporation,

Consider these questions:
I Are \h;lll;.hlﬂdt,l\ entitled to know
that-a mrpor\\.\preudnm has failed to
file personal tax returns?
I Are shareholders :.nnl!Ld to know
that a corporate executive is carr ving on
an adulterous love affair?

L Are shareholders entitled to know of

i corporate executive's preferences or
prejudices in the areas of race. religion.
orsex’

Certainly. one would be astonished d
find such information published by any
corporation. But it is not hard to imagine

ual preferences — may soon be levery
By Slmon M. Lorne-

circumstancesthat w uuld mdLL such in-
formation useful to shareholdérs,
Ironically, this pressure tolgo beyond
“quantitative tests™ and o disregard the
finuncial standards of materiality in re-
quiring broader disclosures fl'lnm corpo-
rale managers comes at a azme when
Amunc:m sociely as a whole i is growing
increasingly concerned with | pml:.;lm;_
the individual's right to personal priva-
cy. Thus. a conflict between sharehold-
ers’ interest in information I.md man-
agers’ interest in personal. privacy is
clearly established. What are the limits

—if any — o what shareholders are enti- 5

tled to-know about. their man: wgement” 5"

When is management entitled — if at il -

1o some degree of privacy? |

In the summer of 1976, RCA’ 'I-\.ds in
the middle of an Q..\_(.L”Ln[ vear. Just as
the company was preparing to muke a
securities  offering.. newspaper  stories
revealed that for several vears RCA's
plt\ldgnl had failed to file personal in-

- come lax returns (although he had actu-

ally paid the taxes involved). Apparent-
ly because of the unfavorable puhllut)

the underwriting was cancelled and the-£*

president was forced to resign.

In retrospect, were RCA's sharehold-
ers entitled to be informed in advance
about the president’s tax situation, or

was he entitled to keep his personal tax

problems private? (And. of course,
there was no way RCA could have in-
formed its shareholders without precip-
itating the very scandal it might have

tried to avert by advance disclosure.)
Management perquisites also  are
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coming under scrutiny in the new pres-
sure for disclpsure. Recently proposed
SEC standards for disclosure of per-
quisites could require an executive 1o re-
veal an extramarital love affair— at least
if the paramour were on the company
payroll, or if she (or he) were “kept™ in
an apartment paid for by the corpora-
tion. Such an arrangement not only
draws on corporate funds. but it may
also affect the way a manager manages
—or at least when he manages. Accord-
ing 1o one former SEC staff - member,
such arrgpg@ments were uncovered in at
leasl one recent perquisite case investi-
gated by the SEC. but were overlooked
iin‘the face of more flagrant non-disclo-
sures. A

In a similar fashion. personal preju-
‘dices. preferences, or convictions about
jrace. sex or religion may affect the way
W manager manages — or, if publicized.
ithey may generate a controversy that

could harm the corporation. One day in .

"the fall of 1978. for example. the news-
papers carried two illustriative stories.
"Calvin Griffiths, owner of the Minneso-
L Twins. had been quoted as making
anti-black+émarks in public: he gener-
ated considerable unrest among some of
his players. including star hitter Rod
[ Carew, as a result. Had Griffiths been a
| corporate executive rathgr than an own-
er land if the quotitions accurately re-
flected his views. which Mr. Griffiths
subsequently denied). his shareholders
might reasonably have expected to know
somet hing about his views on race - be-
fore they read about them in the papers.

N the same day it was re-

poried that the president
of, Holiday Inns had re-
‘signed because the board
of directors™ decision to
build & gaming casino
went against his religious
“convictions: The share-
holders may have won-
dered whether his religi-
; " ous views had prevented
- Holiday Inns from taking advantage
of legalized'gambling sooner.
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Should shareholders know :
that an executive ha§ ;
. an adulterous love affair?

. :
This emerging conflict over executive
privacy is disturbing because it seems to
run agiinst the grain of established be-
liefs and practices. It is considered legit-
imate for a private employer to discuss
with a potential employee most personal
views That” would be likely 10 have an
effect on his job performance — although -
there is mounting pressure to avoid ask-
ing some such questions. where they
have a bearing on particularly private -
concerns. But a conversation between
an employer-and an employee can re-
main private in a way that public reports
“cannot. Even though shareholders may
have some legitimate interest in a man-
ager’s personal views, there is in most
of us a1 fundamental belief that such mat-
ters are private: there should not be any
requirement to hang them out for all the
world to see: No matter how much we
may accept the logic of disclosure. to
jany of us it seems wrong.
The conflict is apparent. However, its
.resolution’is something else again.

This conflict between shareholder
claims to information and managerial
claims to privacy came to be an issue
through a process in which well-meun-
ing liberal views were carried to anti-lib-
ertarian- conclusions. Three distinct
.developments were involved:

The first was the “ethicai investor™’
movement, which grew out of opposi-
tion to the Vietnam War and was sym-
bolized by actions against companies
such as those that manufactured napalm
and defoliants. Later its focus was
transferred 1o environmental issues.
This movement planted the seeds for
obligatory disclosure of non-economic
information and saw the first real devel-
opment of concern for specific classes
-of shareholders. with their individual
concerns, rather than for investors in
general.

Second. the “sensitive payments™ is-
sue, associated with illegal political con-
tributions in the 1972 presidential elec-
tion and with bribery in international
“deals, established a precedent for: re-
quising disclosure of managers™ actions




that were neither material nor in some
cases illegal (until the Foreign'Corrupt
Practices Act of 1978). ' :
Finally, the SEC’s recent energetic
enforcement of existing disclosure reg-
‘ulations regarding executive perquis-
ites. and its even stiffer proposals, seem
to be setting the stage for required dis-
*closure of more personal information
about executives.

In the ethical investors movement.’
public interest groups used” corporate
annual meetings as a forum for public -
and publicized - debate on such issues
as Dow Chemical’s manufacture of na-
palm and the effect of General Motors
automobiles. on environmental quality, -
They also sought to bring shareholder
pressure from certain ethical| investors
"10 bear on the target corporations. To
achieve these goals., public interest
groups worked to have shareholder pro-
" posals (e.g. Dow Chemical Corporation
should discontinue the manufacture of
napalm) included in the matters to be
voted upon in annual meetings.

They also sought corporate disclosure
on issues with ethical implications: e.g.,
How solid was GM’s commitment 1o re-
ducing exhaust emissions? How much
of an investment had ‘Citibank made in .
South Africa? At the same time, they
worked on certain large institutional
investors with particular ethical obliga-
tions such as church and university en-
dowment funds. to recognize a respon-
sibility not to support or profit from
investments in corporations which en-
gaged in anti-social activities.

The pressure on institutional inves-
tors to divest themselves of shares in
some corporations and the pressure on
. corporations for disclosure on current
issues were critical in the development
of the current disclosure trend. Once in-
stitutional investors were convinced that
their moral obligations extended to the
activities of corporations in which they
held shares. it could be argued that such
ethical investors were entitled to all in-
formation for making informed deci-
sions as_ 1o which corporations were
suit;ibleﬁor their portfolios.
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1‘;'his strategy has continued in use.
embracing issues such as employment
discrimination, thelboycott of Isracli
compunies demanded by Arab business-
men and corporate investment in the
Union of South Africa. Initially, some
sense of materiality - the extent to which
{the offensive behavior might have a fi-
nancial impact on the corporation — was

¢onsidered a necessity for disclosure., -

Recently, though. the SEC has moved
further toward acceptance of the more
general views urged by public interest
groups. When Chairman Williams was
‘quoted as saying that issues such as
South African investment were so im-
portant that quantitative *tests became
“irrelevimt.” Richard Rowe. director.of
the SEC’s Division of Corporation Fi-
nance. was quoted as saying 1 think we
can't shy away from political issues.™
It is true that the focus of the ethical
investor movement was-on the ‘ethical
content of corporate activities: it did not
seek disclosures about the ‘personal mo-
rality of executives. But it prepared the
way for the present conflict over execu-
tive privacy rights. It represented the
first extension of the disclosure obliga-
tion 1o include more than financially-ori-
ented information. It-also was the first
assertion of the legitimacy of the indi-
vidual concerns of particular classes of
ishareholders - as distinct from the finan-
‘cial concerns of investors in general.

RANTING legitimacy to
the non-financial
cerns of ethical investors
raises the- thorny ques-

‘proach can be carried.
For example. at least one
investor is known to avoid
investing in any COrpora-
tion whose chief execu-

- tive is obese, on the the-

ory that fat m.m.lgers can’t be expected

to keep their companies in trim. Is his
interest in information on executive

‘obesity legitimate? Should a flattering

‘head-and-shoulders . ‘photograph of a

‘paunchy CEO published in an annual re-
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con-

tio of how far this ap-

port hf considered a cover-up? These
questions may seem silly, perhaps be-
cause the investment banker's concern
for obesity likely is shared by so few
investors: But if a significant body of

investors distrust the managerial capac-

ity of particular ethnic ‘minorities or
women. should managerial ethnic back-
ground and gender be matters of obliga-
tory disclosure? Once we .grant legiti-
macy to the non-financial concerns of
investors, it is hard to Hraw the line. *
The “sensitive payments T issue
brought about a further extension of dis-
closure obligations. Initially, it arose out
of Watergate and the discovery of iHegal
corporate payments to the Committee

10 Re-elect the President. From there, it

rapidly expanded to embrace a_ variety

_of illegal or otherwise questionable pay-

ments made both within the United
States and abroad that had not been
publicly disclosed. With the memory of
Watergate so fresh, and the currency of
the term “cover-up.” it wasn’t surpris-
ing that a great deal of SEC attention
was devoted 1o, these issues.

- Some of the payments. the' SEC un-
covered were arguably “material” — they
led 10 sales contracts that were a mate-
rial part of revenués or that generated a
material part of profits. But many such
payments could not be so easily catego-

rized-e.g.. a'bribe p.lid to a government’

official to “grease™ the system in a for-
eign coumr\ where corporate bribery
was not illegal, but which failed to gen-
erate any substantial income. The SEC
—or, at least, some of its staff members

—argued that disclosure was required in’

such cases simply because shareholders
and investors were entitled 1o know that
the people running the corpor: ation were
willing to engage in these 1 unsavory ac-
tivities.

Indeed, that view has some historical
basis. . The notion of sensitive payment
disclosure is really not very far removed
from some traditional disclosure obliga-
tions-e.g. disclosure of bankruptcies or
convictions of felonies involving corpo-
rate officers. But a bankruptcy or a fe-
lony conviction involves either an impli-

common  now #h England,

‘those cases,

o

cation of  financial incompetence or
clearly established (beyond a reasonable
doubt) criminal behavior: both result in-
Jjudicial records and a specific determi-
nation of relevant information by due
process. .

Sensitive payments disclosures
moved considerably beyond that rela-

“tively restricted sort of information.

They include information that “had not.
been established by thé courts, that
might not have any implication of finan-
_cial incompetence ‘on the part of man-
"agers or any material effect on the cor-
poration's financial situation, and that
might not even have been illegal. The
Justification for some of these sensitive”
payments disclosures went bevond even

. the ethical investor movement's focus

on the right to information about the
ethical content of corporate activity:
disclosure was justified by the investor’s

* right to be informed about the moral .fi-

ber of individual corporate managers.

The most recent “advance™ in the
drea of non-financial disclosure has been
the SEC’s concern with the perquisites
corporiitions allow their executives . Be-
ginning in 1976, the SEC begari 1o bri
enforcement cases in sifuations wtiel:g\
relatively egregious perquisites had not
been disclosed as remuneration to man-
agement. The cases actually brought by
the SEC invelved such matters_as cor- ;
porate payments for tuition L’i?::xec'u—
tives™ children (a practice growing quite
where
“perks™ are much more routinely given
and expected, in part because of the
British tax structure) and corporate
payments for residential upkeep. But
even_though extremie.
servéd a’ warning 1o all corporations —
which was one of the motives for bring-
+ing the cases. The SEC made that clear
recently, when it proposed new reg.ula-
tions that would require disclosure of °
the cost of® allsperquisites granted to
high-ranking officers and directors plus
a detailed description of any. perquisites
costing more than éither $25,000 or 10
percent of 4 manager’s dlt‘&Clpd)

The concern wllh perqumtea raises

¥




- Onei mvestor S theory
S - fat managers can’t keep -

. their companies in trim e

-

* Iwo questions: one of definition, .and the
other involving privacy. It is easy to as-
sert that a corporation’s payments 1o ex-

ecutives — in all their forms — should be

disclosed. But what is-a “payment™?
And how “personal” does the benefit
“have to be? In the. relatively mundane
case of country club dues, Business
Week recently quoted one executive who
said, ~“1'm always_ working when 1 play
golf.”

It seems ]II\:.‘|} that thg concern with
perquisites will accelerate the discla-
sure trend and continue the erosion of
managerial privacy rights in a general
way. As shareholders ‘become more ac-

customed to learning what personal ben-.

efits executives are Teceiving (e.g. that a
CEO drives a BMW Bavaria owned h\
the corporation when he goes 1o play
golf at the Coumr\ Club. where his dues
are paid by the cmpomnom will they
not also expect to learn more about ex-
ecutives’ personal lives generally? When
the' difficult distinctions between “per-

sonal™ and “*business™ expenses also in-

Volve questions of personal privacy they -

become | incredibly difficult 1o make
without' thoroughly ‘compromising the
individual manager’s right 10 privacy.

Consider some of: the questions raised i
between the IRS and Playboy Enterpris-

.es. dnc. over the company’s expendi-
tures to maintain its founder’s publie
image by supporting his well-known
lifestyle. both in and out of the man-
sions in‘Beverly Hills and Chicago.

What Are An Tnvestor's R fohis?

Legally. it is true that the investors in
a corporation own it. As owners, they
can logically take the view that they are
entitled to substantial information about
who they employ to run their enterprise.

But "how rigorously should the con-
cept of ownership be applied 10 share-
holders? In the real world. shareholders
seldom act as owners. They. seldom in-
vest with the interest of being—or acting
as — owners. Their functional relation-
ship to the enterprise in which they hold
shares —as distinct from the:r legal rela-

tionship —is much more that of a lender-
investor than that of an owner. In the

-large modern corporation, share own-

ership®is so far removed from corporale,
oWnership that shareholders rarely - (if
ever) get the chance 10 make ownership
decisions beyond thé decision 1o sell
their shares. Furthermore, any confi-
dential commumuduon of managers
with such “owners™ is impossible. _
Ironically. in the midst of this new
trend. a congressionally-mandated re-
port appeared last year (by the Privacy
Protection Study Commission) which
urged greater restrictions on emplovers’
rights 1o obtain information from em-
ployees and to make such information
public. To what extent do-the concerns
of the Privacy Protection Study Com-
mission limit the investor's Gright to
Know™? At present, not at all. The 654.
page Commission Réport does no\ even

‘mentionsthe question.

A
OWEVER, the existence
of the Commission. along
with other developments
in privacy law, are evi-'
“dence of a growing socie-
tal interest in protecting
personal | privacy. The
l-cdeml Privacy Act of
1974 limits the disclosure
~of personal: information
gathered by public agen-
cies., Over the past’ several years, the-

.}

Roderick M. Hi[ls left the Commissiﬁn.

its Staff revealed (without apparent rea- :
son) that it had investigated a reimburse- -
ment Hills had made to the corporation

‘he had served aschairman of the board

* before j Joining the SEC. The amount in

s

question was rcianve]y small - some
$2100: Mr. Hills had made the reim-

. bursement after receiving ‘an audit that

3

b

courts have facted to allow recovery-f :

damages for Jhe tort.of ¢ “invasion of pri-

vacy.” which includes giving unwarrant-
ed puhin.:t; to personal matters. The
Supreme Couft has decided that a con-

stitutionally protécted right of privacy

exists and that it is violated by some gov-.
ernmental intrusions into personal af-
fairs (this was the basis of the Court’s
action in 'striking down law’s preventing
access to contraceptives and dhorllon)

While* this evolving concern with per-
sonal privacy has so far not been used
directly as a defense in the securities
cases, the .issue 'ﬁ,ts been raised in a
somewhat indirect way. For exa 1ple.
shortly dtter former - 'SEC Chairman

he himSelf had requested. Hl's response
to the SEC staff's diSL]t}\l{rc rcrmuzmg
their “failure to show sensitivity.” was
clcarly b.ueq on per'-on.l“prl\'df.‘}" con-
cerns; | i o !

Snlu.rmm 1o n’n Conflict

Al present. thére is no (lb\fl{JUH way of
.lt.i.t)mml)ddllﬂ}, the conﬂmm;, interests

_.of management privacy and shareholder
Knowledge. But it seems likely that fu-

ture law on thn issue will probably de-
velop in one of three ways. *

One possibility — a somewhat frustrat-
ing one to contéemplate —is that the pres-

‘ent system will.continue, with additional

disclosure cases eStablishing a few more
ground rules, but with mdwldual cidses
continuing to ' require substantial Judg-
ment. One problent with thas approach
is that the counter \fdl[tni. jconcern for
privacy is likely to get short shrift. Anf-r
other problem is that it is .nha ays h.trd to
dLlLI‘mll‘!L whether an item|is or is net
material. The definition of materiality’
adopted two years ago by the Supreme:

‘Court - that an item of information is

material if there is, a substjunual ikeli-
hood that reasonable 1sha|rch der
would consider it important in-déciding
how to vote - is not much help without a
definition of * rcd-\on.lble shareholder.™
Is concern with South ‘African operg-
tions that are financially !nwgmﬁcam
reasonable? Is concern mm' managerial -
obesity lE.l‘sOﬂdh!t’: Is conceérn with the
personal ethics “of mdmduil managers
redasonable? There is no clear .m;wer to
these quesnons

It is never easy to figure but - in a_d-
vance - what facts may later: be seen as
material.. Consider the unfied tax re-
turns of RCA's president mentioned ear-

i
f;
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. |maintain a file on the ‘details

. required.

lier. The publicity they generated caused
‘the president ta resign. and, apparently,
"caiised the underwriters to cancel a
‘pending offering of RCA securities. Giv-
len those results, and the advantages of

'hindsight; the failure to file tax returns

iwould seem to be a “material” event.
‘ Most likely, eyen the other torporate, of-
ficers were as much in the dark 4bout
,this event as the compuny’s sharehold-

‘ers. What obligations does a corporation

‘have to seek out such information? 7

' In general, what kinds of personal in-
formation should a corporation have
‘about its executives? Are corporations

-

-entitled o rely on what their executives |

“tell them. or do they have an Obllbd[lon

1o search further? To avoid any chance

(of failing 16 disclose information" about
_executives- that might later be deemed
m.uenal cqrpor':uuns ‘would have to
of their
managers’ personal lives so thorough as

to seem Kafkaesque. Conversely. when °

‘can a corporation respect the ]J!'Wd{.‘\
-rights of its executives? ;

. Finally. where the operative princi-
p]es are as vague as they are bound to be
Lif they are developed on 4 case- by-case

 basis, there is always a-substantial risk

 that lawyers will be-overly conservative

“(as is their bent) with respect to what

disclosure is required. or that the en-|

* forcement division of the SEC will dis-

Lagree with counsel whenever counsel
- does not insist on disclosure., For exam-

i ple, assume that a corporate executive'

"mnsi%temly spends more money than
“his personal income would Jjustify. - If
Lcorporate. counsel focuses on that pro~
Lclivity, he might consider that the poten-
- tial risks are such that disclosure s
If he does not, and if the
“executive subsequently is found to have

i embezzled, or files in bankrupicy. the

| SEC might_conclude that there should

s have been earlier disclosure, and might -

- commence proceedings. In either case.
the executive's
| nancial state

 disclosed is pot Tikely to be considered

"1 very sériously. Thus, in such cases, the
{interest of privacy may not be given the
1 46
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ight not to have his fi-
ts and credit hlhlol'y:

“I'm always working

when I play golf”

/ % oo
protection that society as a whole might
desire if the issues were confronted di-
rectly. .-

A second.’and somewhat alarming,
possibility is that the scope of informa-
tion required to be disclosed will expand
even more* rapidly thaniit has been doing.
quite possibly-through new SEC disclo-

sure rules. We' may come to accept. with
the

respect- 10 corporate executives,
view that .the courts and society have
already, accepted with respect to politi-
cians: when occupying such 4 public po-
sition. individuals waive all rights of
personal privacy. Although at least one
court has rejected that argument in an
invasion of privacy suit brought by dn
executive (the suit was unrelated to cor-
porate disclosure), such a possibility
cannot be disregarded. it
Under this argument. a person who
accepls an executive position assumes
the risk that his or her personal affairs
may have to be gired publicly if they
have any potential bearing on the cor-
poration. Obviously, this approach “ac-
comodates™ the different interests only

in. the sense that it implicitly assumes.

that corporate managers are not enmled
Lo any privacy. This would be a curious
development in a society that professes

10 value privacy so highly. But it would .

not be the first time that normal individ-
ual rights were considered to be unavail-

‘able to corporations and the people who

run them. ;
A third possibility — the alternative 1
would favor over these two unsatisfic-

tory approaches —is law-making or rule-

making that specifically addresses the
privacy issue and seeks to accommo-
date it 'in< realistic fashion. Such an ap-
proach would have to recognize that
while all information may be useful to
investors, there are some types of infor-
mation that no individual should be re-

quired to disclose. As a society, we have .

agreed that employers should restrict
their gathering of some types of person-
al information about potential employ-
ees, even though the employer may
consider the information important to
a hiring decision. In the same way, we

might agree that the right of corporate
managers to privacy sometjimes out-
weighs the rights of investors to infor-
mation.

For example. we might well conclude
that personal health information or- fi-
nancial information is never required to
be disclosed. Certainly it may be impor- -
tant to investors that a key executive has .
had a heart attack within the past year,
or is heavily in debt, but the interest in
the individual's privacy could properh
be recognized as being moré important.
While it would require a deeper-analysis
than this to determine what personal in-
formation \hould be so protected. po-
tential loptu of consideration would
include information pertaining to an
individual's personal health. finances,
religious and moral beliefs, ruce. sex.
sexual preferences and -activities.

Unfortunately, no such law: or rule is
likely to be adopted in the near future.
since there is no cyrrent crisis that is -
likely to generate any broad sympathet-
ic response. But, surely. the trend to-
ward demands for disclosure is ‘devel-

oping and it is time to think about the

price we should ask pecple’ to pay for
the privilege of running publicly-held

corporations. After all, society at large .
still stands to benefit from having its cof
porate machinery managed by the ablest .
of its citizens, all of whom are as con-

‘cerned with their privacy as stockhold-

ers are with their own. 14
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