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One year ago taday, I appeared on this poadium and
outlined my vierws on corporate aceonuntability -- 2 phrase
which I defined as "the process by which corparate managers
are held responsglble for the results of their stewardship.”
As part of that address, which has become knhawn as my
"San Dlego talk," I described my "ideal™ bnard. Although
the propesal was a most serious one, thoee who heard
or have read the talk understand, I belleve, that the idea)
board was not the baslc message. Rather, my theme was
that it is vital that carporate structure and governance
remaln a private sector responsibility. I was -- and stil]
am —- most apprehensive of the conseguences that would follow
from legislation which endeavored to deal directly with
how carinrations are managed and with the composition and
functioning of boards., And yek, I had then and have now 2
high level of cenfidence that board structure will be one
of the central points of attack when next a federal
salution is proponsed to remedy perceived corporate
failures.

In the past year, nothing has happened to persvade

me that the need has diminished for businessmen and
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the ir counsel tn be aggressive in developing and

maincalining effective accountability mechanlams. On the
contrary, the acaff of the Senate Subcommittes on

Citlizens and Sharehnlder Rights and Responsibititise

has engaged during the past months in drafting legisjation
which would address directly the eomposition and structure of
corporate boards. Previsusly, this issue was seriausly
addressed, at least at the committee Tevel, during the

time of the 1376 inguiry inte the corporate payments proablema
which produced the Forelgn Corrupt Practices Act. I expect
it will again he considered «- more forcefully and more
tenacinusly == with the next flurey of events which fit

in the same bhroad cétegnry af "breakdowna af corporate
accountability.” Those events, and they are almost inevitable,
will Ffurther tesgt the trust and credibililty of the american
peaple in the American corporation and its management. They
w11l renew the dehate which has waxed and waned throughout
this century about corporate power. The next hreakdown,

l1ike the last, will be cited as evidence by thonse who

claim that corporatinns are concerned only about thelr

own profitabitity, will dn anything to maximize it, and
respond only to the force of federal leglslation and

reskriction,



In my view, the burden which the corporate community
waould need to carry in order to avoid a legislative nutcome
might prove unsustainable in polltical terms. bDrspite the
wave of public reactlon againet government, the polls
atill show that public resistance to more government inter-
vention does not apply to regulation of business.

For theee reasons, I would 1ike to puraue with you
again today the subject of corpnrate accountabllity,

My reason for revisiting the topic of last year's
address can, I think, best be illustrated by a guotation

from John W. Gardmer's bnok, Self Renewal, which Bryan

smith recently quoted in similar circumstsnces:

nphe Paul Revere story is a very
inadequate guide to actien in a complex
snciety. It was all too wonderfully
slmple. He saw danger, he sounded the
alarm, and the people really did wake
up. In a big, busy sonciety the modern
raul Revere is not even heard iIn the
wub=bub of volces. When he sounds the
alarm no one answers. If he persistd,
peaple put him down ag a eontroverslial
character. Then some day an incident
accurs that confirms hls warnings. The
cltizen who had refused ko 1isten to his
warnings now rushes to the window, outs
hig head out, nightcap and all, and criers,
' Why daesn't somebody tell me these thinga® *



Strengthening Accountability

The warning which I am sounding -- hopefully with
more success thanm Sardner's despairing vignette suggests --
centers on the consequences which will follow 1f we, as
businessmen, directors, lawyers, and private citizens,
fail to appreciate and act upen the need for meaningful
accountabil ity in cur corporate system. My ideal board
proposal was Intended -- not to be followed in logkstep
and not as an arbitrary purge of some groups which have
traditionally served as directors —-- but as a reszponse
to bokth the environment in which corporations must operate
today and to the sociology of the boardroom. Before turning
te the dynamics of kthe board, 1 want briefly to review
the environment, My conclusion has not changed during
the past year: While nur society is increasingly demanding
that those who exercise power —-- corporate or atherwlse
-- be subject te some accombPanying mechanism ko insure
that the resulting sociletal impacts are considered,
it cannot depend upon either sharehnlders or managements
acting alone Lo discharge that accounktability rele in
the modern public corporation. The focus must be on the
enrporate board.

Opinion Research Corpnration’s recently-published

“Shareholder Attitude Survey,” conducted for the Business
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Roundtable, summarizes the attitude of the individual
gharehoider. ORC stated two of its principal findings
in this way:

"It i5 the rare shareowner indeed -- about

ene In twenty -- who 1s holding onte nis

shares in order to vote on management

decisinns and otherwise take a direct and

active role in the company's affaire,

Overwhelmingly, the decision to hald antn
stock is the expectation of economic gain.”

* * *

“When they do vote thelr shares in the

proxy, about three in four [shareholders]

say they either 'always' or 'most of the

time' tend te follow management's recom-

mendatinons."
There 15, of course, undoubtediy a fair ampunt of self-
selection at work in this process; those sharehnlders who
were dissatisfied with management may have sold their shares
and sought out a more compatible management with which to
cast their 1ot or left the market and the ranks of
shareholders altogether -- indeed, ORC's survey reguired
11,509 screening interviews te locate 1,508 sharehalder
households. In any event, the stedy concludes that most
individual shareholders are not substantlvely interested
in who the directors are or in how the company is run,
but only in dividends and their ability to profit from

share ownership. 1In fact, the interests of many such

shareholders may well be inconsistent with the long-term



econamic viability of the corporation and with the overall
viabiiity of the corporate eector., For that reason, same
other body needs to asgsume the reaponsibllity for the
accountabllity of the corporatinon in pther than ahort~term
economie growth terms. And if the board of dlrectors cannot
or will not play that role, the politieal process will
likely at some point in time create and substitute anather
body or structure for the board as we know it.

At least one other group haa a responsibility to
bear which I suggest is different than presently perceived
by many -- the institutional shareholder, . But we will
leave that 1Isape far another day.

It can, of course, be argued that management, rather
than the board, should have primary responsibility for
the accountabllity of corperate power. In fact, I have
ennemous regard for the Integrity and competence of
Amer lcan buslness execytlves, and my emphasils on the board
1s not meant to impugn management or sugaest that 1t camnot
be trusted.

That having been sald, however, I think it would

be unfalr and uncealistic to expect management to bear
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the full responalbilicy for the public accountability of

the corporation, I acknowledge the substantial progress
that many managemenks and beards are making. I recognize
that executives themselves are Increasingly concerned

with their apparent public disfavor, and thaet the problems
they face are not necessarily unique to business. The

ORC study of shareholders reinforces the subtle dilemma

in which management finds itself. The shareholderg' interest
is primarily in economic growth and the profits they can
derive from their investment. This is understandable

for those wearlng the investor hat, although views may
change when the shareholder dons his hat as a citizen.
While, for example, ORC found that a two-thirds majocity

of shareholders oppose any federal regulation that would
reqgquire special groups to be represented on company beards,
such a requirement. And that percentage increases as

the size aof the Investment portfelle decreases, as education
declines, and as the economic level -- at least as reflected
by membership in the "blue collar”® category -- declines,
Thus, it is net unreasonable to be concerned that nonshare-

holders and the so-called mass of the people would vate



mere heavily in favor of federally mandated conatituency
directors -=- a concept which I totally appose -- and
perhaps for other federally mandated reqg -irements.

In any event, however, if the factors which please
shareholders are those which will make the price of their
atock gn up =-- earnings, dividends, &nd increased marketplace
demand for shares -—— they alse provide Incenkive and pressure
for management to focus on short-term economle results,

If there 1s te be an institutionalized counter-poige within

the exlsting process, as I believe there must be, it must,

of necessity, come from a broader perspectlve than management’' s.
This dilemma is not dissimilar from the conflict in

which some political leaders privately admit to feeling

themselves ensnared. The men and women who hold elected

pubklic office in this country are typically individuals

with a strong personal commitment to fostering the

contineed skrength of our soclety. Yet, the political

process and the impact of a powerful news medila increasingly

seem to compel politicians to chense between dolng what is

prpular with their constituencies -=- and thus conducive to

their re-election =-- and doing what they believe will enhance

the long-term health of our ration, In fact, that very

phenomencn may, if the chipas are ever actually down,

geneérakte far more votes in favor of federal control of the

corporate skructure then most businessmen suspect., Thus,
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my point is net to distinguish business alane: on the
contrary, the dilemma it faces mirrers one which runs
throughout our society. Nonetheless, that will be cold
comfort If business falls to appreciate the uggency with
which 1t must address 1ts own structure and devise
ways to instituticnalize an abllity to look at the larger
and broader implications of running, building, and managing
the American corporatlon in the late 20th Century. Supreme
Court Justice Lewls Powell put it this way,

"®Ho thoughtful person can guestion that the

amer ican economic system Is under broad attack.

*+ + + The overrlding first need 1s for business-

men to recagnize that the ultimate issue might

be survival -- survival of what we call

the free enterprise system, and all that this

meane for the strength and prosperity of
Aamerica and the freedom of cur people.”

Accountability and the
Dynamice of the Board Reom

If it is sccepted that streng and vigorous
gorporate brards are central to defending against the
attack Justice Powell perceives, a second guestion arises.
How can the corporate board beet structure and operate
itself in order to serve as the effective accountabllity
mechanism which, in my view, {8 the only realistlic prophylactic

against federal intrusion? The answer to that guestion
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lies, I think, in understanding the dynamics which are
at work in a given corperation between management and
board and between director and director. We must understand
the tensions and pressures which particular board structures
and particular principles of beard composition place on
the individuals involved and then seek to minimize thosge
which are counterproductive and harness these which
premote the gaal of accountakility. That task 1s not one
which can be accompl igshed from Washington, D.L. and
imposed across the country. It 1s rather one which must
be addressed with insight, sensitivity, and continuous
scrutliny in each cerporation.

Let me restate this point somewhat differently
because 1t 18 central to the balance of my remarks.
The ultimate determinant of board effectiveness 1s the
guality of the individual directors -- their character,
integrity, intelligence, and the time, effort and energy
which they are able and willing te bring to the board's
work and the board room environment. With the right
individuals, the board may well be effective despite

its structure. With directors who do not perceive thelr
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role in the accnuntability process and who do nat recognize
the impact of their actions on the larger future of our
corperate system, no structural alterations can transfarm
them -=- a fact illustrated, for exampile, in the Commission's
reports on the functioning of the National Telephone Company's
beard of directors and the nonmanagement directnrs of khe Stirling
Homex Corporation. WNonetheless, structure dnes influence
behavior, and structual reforms can remove impediments
to the effective operation eof the board.

The impact of those Impediments should not be
underestimated. Many forces are at work in the typical
board room to foster a soncially compatible environment
in which directors will feel uncomfortable posing
guestions which are difficult ot embarrassing.
The process, similtar to that at work in any smail group
aover time, is one of subtle initiation into the praoper
atmosphere -- a soclalizing process which encourages the
director tn adhere to the norms of acceptability. As Sister
Scuily of the Gulf Boaxd put it, "they all eat at the
Duguegne Club." Milrvon C, rauenstein, a former board chalrman,

insightfully illustrated the same process with his satirical
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advice to the chief executive who wishes to insure the
impotence of his board. Lauenstein counsels the would-be
corporate autoecrat to

"make every effort to emphasize that the
the board is an elite group. The setting
of the meetings, the gquality of food and
drink provided, and the format of material
presented should all help promote the
feeling that the body is abave indulging
in controversy or dealing with grubby
commerclal issues.

"No eppoertunity should be missed to
reinforce the directeors' belief that

they are the statesmen of the business
community dealing with global issues

and broad philosophical guestions, Above
all, the unwritten law that directers
should not criticlize each ather or the
company should be clearly recognized and
enforced.” */

It is crucial for beards ko seck pub ways to
neutralize the soclalizing process that would mold its
members inte that kind of club~like mini-society.

The goal is not ¢contention or obstreperoueness., Rather,
it is to assure an atmosphere in which openness,
forthright discussion, and freedom of ingulry are the norm

rather than the aberratian.

. e o e e e e kL L . — ———————— i ok —— - - .-

*/ M. Lauensteln, Preserving the Impotence of the Board,
Harvard Business Review 36, 37 (July-August, 1977).
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From that perspective, I want to consider specifically
some of the structural fFactors which, in my judgment, are
maost likely to promote the vigorous functioning of Ehe
corpoarate board. This is not to say that, whenever any of
these factors exist, it will assure that the board functions
effectively. Neither is It te say that the absence nf
any of these factors will prove fatal. What it does say
is that their absence represents a potential weakness
in board Function and increase the board's burden in proving
its effeckiveness.

A. Independence

The single factor most destruckive af the effective-
ness of the board and of its ability to discharge the
accountability function is its members' lack of independence.
Far that reason, I recommended at this cenference Jast
year, and several times since, that, in order to avoid
jenpardizing the accountability process, the board should
consist exciusively of directars who have na other gignificant
relationship to the corporation; that the enrporate chief
executive be the only exception to this rule; but that
the CEQ not serve as the chairman of the board. "Independence"
as applied to directors is, of course, a word which is

not casily defined in objective terms -- as the Commission's
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recent corporate governance procceding pointed out, I

want therefore tn repeat, in very general terms, the

meaning I attach to it. In my judgment, the board service

of members of management, major customers and suppliers

of goods and services -~ including commercial bankers, outside
counsel , and Investment bankers -- and any other individual
who has a stake in the corporakion which has the potential

ta divide his judgment -- or the perception af his judgment

-~ raises legitimate guestinns of independence.

This is nnk, of course, te say that Indlviduals who
have sope economic relationship to the corpnration separate
from board service would necessarily be unable to function
as valuable directors. The extent to which a board’s independence
and effectiveness are {n fact compromised by the service
of a director who is, for example, 2 major supplier of
goongs of sorvices, depends -- at least In part =-- an the
extent to which the the Individual permits himself to
be compremlsed. I have, for example, served wikh akttorneys
who were totally independent desplte major fee arrangements
with the corporatien. [ have alsn warked with attarneys

wh appeaced ta be motivated by the client relationship.



The issue is not ane of conflict of interest in the
legal sense of that term, but in a more fundamenta?
behaviaral sense.  Justice Jackson once commented that
men are more often bribed by their lovalties and ambitians
than by maney, end it is that principle which needs to
be considered in structuring an effective and independent
board. If one focuses exclusively an what the law considers
a conflict nf interest, he may derive considerable comfark
cohcerning the independence, in the legal sense, of most
boards. At the same time, however, he may have shut his
eyes to the kinds of pressures which actually influence
a director's behavior.

I doubt that any of this is particulariy novel or
surprising to those here who have actually served as directors.
The underlying principle is fairly obvious; it is hard
to guestion serinusly that those who have an economic
stake in the corporatinn may fird {t difficult to ignore
that stake when they assume directorships. The issue is
whether we choase to recognize and deal with that fact
squarely or to pretend it does not exist. Basically, how

a director deals with a conflict of this sort is obvious
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to his fellow directors; over a perind of time how individual
directnrs handle conflicting relationships becomes quite
apparent to thnse who serve wikh them. The real guestion

is whether the board will face up to the jssue when it
appears or compromlse the integrity aof the hoard by

acting as if It does not exist, And a board that cannot

face this Kind nf issue ¢can be counted on ko sidestep

nthers as well. That is what leads ko proscriptive
solutions.

B. Management Directors

The problem is more extreme when members of management
serve on the board. There {s an essential conflict betwesn
a directar's responsibility, as a member of the board,
tn oversee the stewardship of management, and the responsibillity
nf the members of that same management, To put it conversely,
members of management ¢annot be expected, as a general
rule, to assess abjectively the performance of the management
of which they are a part, the adequacy of the perfarmance
of their superior, the chief executive, and similar issues
which entall an evaluation of their own fitness., They
cannot realistically be expected to measure and reward

thelr own performance, ask themselves embarrassing guestions,



or fire themselves or the president who hired them, Mareoaver,
the issue is not srlely one of gelf-inkerest; managers
may well find it difficult te evaluate objectively thelr
closest professional associates and friends.

The presence on the board of management members ralses
igsues of conflict of interest -~ not enly in the legal
sense -- but also in the sense that none of us are fully
capable of passing judgment on our own careers. To the
extent that we permit individuals to be placed in that
posicion, sharehclders, cerporate critics, paliticians,
and the general public can legitimately ralse substantial
issues of the credibility of the corporation's aceountability
process and its board of directors.

The arquments presented in defense of management
directors take several forms. They focus generally on
the vezlue of management representatives as a source of
information and the need to have regular expesure te
patential successors to the chief executive. These necds
are compelilng. The solution af bnard membership, however,
is based an the convenlence of present practice rather

than on necessity or overwhelming jogic.
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First, some nonmanagement directors -- or those apeaking
on their behalf -- have pointed out that they are not
comfortable having anly the chief executlve's version of
the corporate c¢ondition and of management's recommendations
presented at board meetings —— that since, either inadvertently
or intentionally, he can color the presentatien, additional
points of view may provide both necessary fagtual background
and a check on the chlef executive. Others have put their
criticism in terms of the lack of adequate knowledge of
the business which they attribute to most nonmanagement
directors.

Whether or not these criticisms are valld factually,

Ehe solutions may lie in changes in board practice rather
than membership. I agree that, if the board receives

its perspeckive of the company and its affalcrs only from
the chief executive offlcer, 1t 1s taking an unnecessary
and undesirable risk. In my vlew, members of management
should, as a matter nf beard policy, be peesent for large
pacrts of the discusalon at board meetings, perhaps most
of it. They should be involved in factual presentations

and even in board deliberations up te the point at which
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thelr presence interferes with candor. They should not,
however, be part of the decision process of the board,
This procedure has worked well in many companies.

. Infarmation Flow

Those who stress the lmportance of board access to
information have, however, hit upon another key point,
Mechaniams ko assure that the board has adequate information
is in iteelf vital to board effectiveness and the discharge
of 1lts accountabllity role, A number of recent corporate
failures included inadequate flow to directora of
information avallable withln the company., Only with regylar
communications and access to corporate management for
information ~- without interfering with the management
process -~ can the board egquip itself properly tn discharge
its role, Not anly should the formal process of information
flow satisfy board needs, but board members should be
free -- and indeed be encouraged -~ to discuss, informally,
with senior management matters of Interest or cancern
within the province of board responsibility. This kind
of informal dialog can produce a very valusble intarchange

between beard and management.
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Access to information entails costs, however, and
both management and bnard members must recognize those
cogts. Adeguacy of director compensation, committee
structure, time avallabk{lity, and personal energy and
resources will all bear upen a directorts and board's
abllity and willingness to request and assimilate the
necesgary Informatlon. Yet, at the same time, structure
hag its impact also. For example, I have apoken 1in other
contexts about the benefite of a corporate structure in
which the internal auvdit staff has a reporting relationship
ko the board's audit committee. 1Indeed, viewed in that
1ight, proper Information flow to sustain the accountability
process may be a component of compliance with the Foreign
Corrupt Practlces act.

The pnint, however, Is that -- In whatever manner
it is accomplished -~ better disclosure and more complete
information brings better critical thinking into boarg
decision-making. It 1s all but impossible to prove that
fewer mistakes occur because of better informed thought

processes; 1t is, however, not difficult te elicit examples
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of errorg in judgment -~ and resulting injury to the corpara-
tion and legal liability -- which have resulted Ffrom bnazd
action caken without sufficient information.

The problems of inadequacy of information, and its
correlative lack of confidence Iin management, led Arthur Goldhers
t make his oft—guoted request for a separate board staff
-- a concept I reject. Unfortunately, the specific proposal
obacured the problems which concerned him.

D. The Chief Exective's Role

The final element of my ideal board propnsal was the
principle that the chief executive nfficer, while pro-
perly a board member, should not serve as chalrman., Tt
is far easier for someone other than the CED, who is both
burdened with important cperating responsibilities and
necessarily interested in preserving his own freedom of
action, to focus on the effective funetioning of the
boacd. Some have argued that the separation of these
twor roles 1s impractical and uncealistic. But it is
working successfully in a number af prominent corpnrations
today. And, in my judgment, it can work in any cnrporation

if the parties involved want it to work, The lssue is
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much more one of the willingness and commitment of the
CEC than ane of any problem inheérent in the idea of a
separate chalrman not a member of management.

Perhaps the aingle mopat compelling reason for
selecting someone other Ehan the CEd as the board's
chairman ls the importance of the chairman's abllity to
control the agenda as a tool to promote board effectiveness,
Authority over the agenda is a powerful mechanism for
the chalrman to exert dominance over the beard; lndeed,
its importance to the beard's processes 1s analagous to
the internal conkrol system's pilvoatal role in management's
exercise of authority over the affalrs of the corporation
itself. When directors are able to focus board deliberations
on the issues they consider crucial and the enviroament
is one of openness to Inguiry, the likeliheod that the
board will play a meaningful role in corporate decisionmaking
is magnified, Dlviding the roles also enablee the chalrman
to focus on the board's effectiveness and leaves the CEC
freer to advocate the management positien on matters before
the boargd.

Accountability and Committee Structure

I have g¢oncentrated thus Far chiefly on the

structure of the board from the standpoint primarily
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of the tralts and roles of the individuals who make up
the board. I want now to turn to a second important
facet of the board -- 1ts committees. &n effective
committee structure can be a vital component of an
accountability system in which the board of directors
brings te bear the breoad gerspective on corporate affairs
which i3 essgential in teday's environment,

A. ¥ominating Committee

A cornllary to the importance of the Indevendencs
and character of individval directors is that the functioning
of a nominating committee, by which patential directors
are salected, ila in itself a key element of accnuncability.
In my view, this committee could beceme the single most
effective farce in improving corparate governance because
of its impact, over time, on the compesition of the board
and on the succession of management. Tom Murphy of General
Mntars put it this way,

"our experiencge at General Motors {s that the

nominating committee has a distinet and entirely

helpful rale to play in corporate govecnance

and that companies need not wait teo establish
such a committee until they are forced to do so.”
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The nominating committee can best sarve 1lts function if it

is comprised entirely of nonmanagemenk directors, as the

if they are independent. The chief executive officer
should not be a member of the nominating committee, Boet,
the committee should consult with him on the formulation
of its recommendatlions., Indeed, absent more fundamental
problems, I cannot imagine nomimation of an indlvidual
with whom the chalrman and the chilef executive do not
have at least a basic compatability.

In selecting nominees, the committee's focus must
be on independence, an acquiring mind, the ability to
work with others, and a frame of reference and experience
which brings tangible strengths to the bnard and corporate
deliberations. The board should be measured by its collective
talents and strengths and not by stereo-typing individual
bnard members., Each brard member need not have met payrall.
The committee should recognize the desirability of including
among the board's membership directnrs from outside the
husiness communikty who can bring & different gset of exberiences

and perapectives to the board. Token or constituency directors
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are net, however, a constructive response; directors selected
solely for the names they bear or the constituency which
their nomination placates may well make liktle or no
contribution other than to pontificate occasieonally when
discussion turns to thelr area of interest.

In looking for nominees, I would not spagest that
the nominating committee ignere potential independent
directors because they are known to present board members,
are graduates of the same universgities ar members of the
same clubs, or live in the same neighberhonds, The search
far directors should not, hawever, be contained within
these perimeters. A significant source of independent
outside directors can be found among senior management
of ather companies. Historically, only the top nfficers
af coxporations were invited to become board members of
other corporationsz; perhaps we need now to look somewhat
more braadly for individuwals with experlence and knowledge
wha can make a cantribution to the board. Accounting and
law firms =-— other than those retained by the corparation
-— universitles, other not=-for-profit organizations, and

the ranks of former members of government are also fertile

5NuUrces.
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The nominating committee's role in directer selectinn
should extend beyond the recruitment of potaential
director candidates. The point af my ideal bnard is
not to devise a set of inflexible rules «~- with respect to
director independence or any other aspect of board
membership -- which should be imposed on every corporation.
In a particular carperatioen, the beneflts to be derlved
from lncluding a member of management or a supplier
may outweligh the costs. The crux of the proeblem s te
assure that decisions concerning board compasition reflect
a reasoned and thoughtful balancing of these c¢onsts against
the beneflts expected from a given directors' board service.
In my judgment, the nominating committee is the bady which
should measure the costs and determine whether the henefits
nutwe igh them.

The nominating committee shotld also'take an the

responsibility fer reviewing the performance of the

board, both individual board members and callectively, and

of recommending to the board changes in its responsibilities,

composition, size, committee structure, and compensaticn,



The nominating committee shnuld aleo review the composition
and membership of each of the standing committees, the board
and committee fee atructure, director retirement policy,
management personnel serving on other boardas, and the
membership of the proxy committee charged with voting
management' s solicited proxies at the shareholder meetings.
It should also review all proxy comments received from
ghareholdera which relate directly or Indirectly to the
noard and its compesition and duties. The nominating
committee should conslder reducing the elze of the board
below what may have been the tradition. Too large a board
can interfere with its effectiveness and make it Iimpoasible
for any membezr to contribute meaningfully to hoard
deliberations. Good decisjon making requires a size amall
enough that each director can interact and share ideas

with his fellows.

B, Compensation Committees

Another committea which has an important contrlbution
to make to strengthening aceountability is the compensation
committee. This committee should be Ehe focal point far
issues such as the level of executive compangation, the
form in which that compensatien is to be pald, the nancash

perequisites executlves are to recelve, and the manner
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and extent to which compensation should be geared to
performance. In that laktter regard, the compensation
commitftee has a more subtle role in corporate accountability
than is typically recognized. When compensation kturns

on short term econemic performance, for example, it provides
added incentive for executlves to perform against that
measure, perhaps at the expense of longer term viability

or broader issues of soclal responsibility. Corporate
compensation systems need to assure that what Ie being
measured and what 1is being rewarded conform to what the
board actually expects of the corperation and its
executives, The compensation commlttee can be the wvehicle
for incorporating those expectations Into the compensation

structure.

C. rAudit Cnmmitteeg

"

I have reserved audit committees for final rln.e-r'tlzi.n:'u'nr
net because I believe they are less significant, but because
their importance has already become fairly well recognized,
Although the American Institute of Certifled Public Aceountants
recently concluded that It should mot compel public companies
te establish audit committees as a pre~condition to cbtaining
an Independent audltor's certification, it reiterated its

support for the audit commiktee concept. In addition,
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the Forelgn Corrupt Practices Act, and the importance
which it places on establishing mechanisms to insure that
the company has a functloning system of internal accounting
controls, has given added Impetus to the avudit committee
movement.

Thus, at this point, the central task iz to define
the audit committee's responsibillities and enhance the
quality of the commlttee's wnrk. Ralph Ferrara, the

Commission' s General Counsel, pet It this way in an address
ta the Socuthwestern Legal Foundatlon last May:

"when the Commission calls for audit commiktteeas,
the call 1s for effective, responsible audit
commlttees, and not merely non-functioning, albeit
decorative, shells. Regrettably, a survey published
in the {oopers & Lybrand Auvdit Committee Guide
states that among responding corporations enly

60% of audlt committees choose the cutside
accountant and only 40% review the yearly audit
before its release, The most common audit
committee function -- reviewing the auditor's
management letter -- was performed only In
two-thirds of the corporations, Frankly, I do

not know what the other so-called audit committees
are doilng, but the Cooopers & Lybrand study dnes
not suggest that the effort underway in the
private sector Is anywhere near the guality
necessary to insure against preemptive federal
action.”®

I would only add that, while a large part of the
problem is undoubtedly that some audit committees are

the decorative shells to which Mr., Ferrara referred, equal



danger lies in overloading the committee with responsibilities
tangential or unrelated te their primary one. wWhile the
nominating committee, as 1 have suggested, may be the

proper vehicle for broad examination of the brnard's structure
and comprsition, the awvdit committes shrnuld be permitted

to concentrate on working with the eoarpoaration's accountants,
both internal and external. The importance and uniguencss

nf that function militate strengly against reguiring audit
commlttes members to direct their attentinns to other

duties.

Conclusion

My comments about particular pntential! improvements
in board structure could be continued at some length.
As I said at the oautsek, however, it is important that
consgideration of those comments not detract from the nbjective
they serve =-- to provide a framewnrk within which to tailor
cnrporate structure which promotes meaningful accountability.
The bnard and management must be sensitive ko the burden

upon the orivate sector to demonstrate that the Fxercise
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of corporate power both is and appears to be accountable
ta some organ with a broader perspective than aither
shareholders or management can typically be expected tn
bring kn bear.

Both management and directors also share another,
closely related, gnal -- to develop & bonard which can bring
the best, moat informed, and most ohjectlve advice avallable
tc bear in seclving the complex problems which confront
the entlty. If directors are timid or feel compelled
ko compromiee rather than advocate thelr views forthrightly
-- whether because of their perscnalities, their friendships,
or their pocketbooks == then, in the long run, the caorpnration
is the loger. And the offlcers and @irectors may be the
losers ae well since they may not be ablie to polnt to
the kind of disinterested declsion-making which underlles
the business judgment rule.

Mo accountability system, no boeard st:ucturé, ne group
of directors can insure that the board and management
will be able to avoid errors 1n judgment, or worse, If,

however, shareholders and the public generally underatand



the good faith and care with which the brard nversees the
exarcise of corporate power, they are far less 1ikely

to turn to government for a prescription for "zero-defects”
in ¢corpnrate decision-making.

I hope that these comments will help to place in
perspective some of the potential responses to the demand
for more meaningful accounkability which I and others
have sounded. There 18 ground for optimism. It is clear
ta me that many thoughtful, concerned business executives
are struggling to evalve a new philosophy within which
to percelve their jobs, the conditions of their companies,
and their wvalues in order to better reconcile private
objectives and public geals. The success nf that evaluation
and its tangible manifestations are essential, Business
Teadership, particularly its most politically and socially
astute members, must recognize that if we are to safeguard

the relative autonomy of American private business and

preserve the system, we must assure that {t works aeffectively --

more effectively than it does now. We cannnt afford the

pnlarization that tends to pit these {dentified as supporters
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of the "public interest™ against backers of "private interests.
If that polarization is permitted to occur, the economic
order which prevails in our ceountry today will not survive,
The survival of the corporate system as we now
know it is of vital Interest and concern to all Americans,
not only those in the business world. There are political
as well as economic and social aspects to the {ssue, As
we go about the task of assuring & responsive corporate
structure, we must remember that political freedom and
economic freedom are Inexcrably intertwlned, and only 1f
the corporatien survives as an economically free vehlicle,
will we be able to malintain ocur individual 1iberty.

Thank you.



