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In an gssay only recently dlscovergd, Albert Einstein describes what he
chraracierized as “the happiest thought of my life." That idea was basically the
recognition that cut of seeming contradiction, inspiration and creativity often
flow. Einstefn derived Lhis proposition from his struggle to rationalize Newtan's
theory of gravitation and his own ¢ancept of relativity. He was able to re-
tancile both theories as a result of an abvious, if siartling and farseaching,
insight — that a person falling from the roof of 4 house is bath simultanecusly
in motion and at rest. He wrote:

"For an observer, in foee fall from the roof of a house, there
exists, during his fzll, no pravitational field * * * in his
immediate vicimity. T the observer releases any objects,
they will remain, relative to him, in 2 stake of rest. The
observer is therefore justified in considering his state a8

one of 'rest’.

Althgugh this hypothesis is superficially unreasonable and contradictory, it
has in it the seed of a supcrior and powerful lagic which can accommaodate
both Wewton's view and Einstein's in the same overall conceptoal scheme,

This notion that the reconcilation of contradictions may be the impetus to
creativity is one which, | believe, is also relevani to the topic of this afternoon’s
lectures = the struggle to rationzlize Lhe various views towards corporate
aeeguntabifity and corporate prefitability. At minimum, if contradiction is
the stuff of creativity, then there is certainly abundant reason to hope for
intzllestual progress in this aree. Moregver, as in Elnstein’s hypothesis, differ-
ent conclusions may simply reflect differences in the observer's own position.
The debate over the relative merits and abilities of inside and puside directars,
differing views of the balance between the private and quasi-public responsibi-
livies of corporations, and disputes concerning the proper role of the
shareholder in corporate accoumtability all suggest that the subject is
swiiciently complex and multifaceted that a wide range of contradictory
theories, each with its own grain of truth, can be distilled from the experiences
and preconceplions of different observars.

Perhaps the most basic contradiction is the high level of interest, on the
one hand, in greater government-diclated control over what our large
corporations do, and on the other hand, the sitong current of public sentiment
for less government invalvement in all facets of private activity. | am not
aptimislic that this particular contradiction will necessarily resolve itself in
business' favor. Present cconomic problems -- particularly inflation, unemploy-
ment, and ensrgy - may damage American business much mare than the
regulatory reform movement whi aid it The American people cannol ex-
perience disappointment in their econgmic goals ang aspiralions without



reacting negatively against American Business. The tendency i3 to assume
if cconomic expectations are not met, the cause is that busingss - the vehie
of pur economic progress — has somehow chanpelled its power to serve s own
ends rather than the public's. I this seems implausible, consider the recurming
suspicion and hostility toward the oil companies and the way it clowds and
canfuses the ability or willingress of the public and the politicians to concdude
that the energy problemn Is real and to perceive the role of the il and pu
campanies in the solution.

I would, thercfore, like 10 take as my theme today the way in which this
contradiction can be tesoived Cansistently with both public expectation
concerning the accountability of corporate power and with the health and
stability of our private cconamic system. While the scarch for such a rose
lution will mot be an easy one, in my view, the only hope for an answe
consistent with private enterprise lies in the ability and commitment of the
private sector to take the initiative in structuring ¢ffective mechaniams of
carporate accountability. During the past decade, the ability of busines o
shape 1he issues and to limit the governmental response wo that which is logicl
and consistent with the cantinuation al 2 healthy and vital private sector b
been limited, at best. And, at the same time, there has come to be a growing
public sens¢ that business no longer atlempts 1o balance its interest znd the
public's, but rather Focuses entirely on its own narrow shjectives,

The findings of ane firm which has done extensive work cancerning putlz
attitudes roward bussness illustrates this skepticism,.  In 1968, Yankelovich,
Skelly and White found that 70 percent of the respondents in 2 natlanal surey
agreed that business tries to strike a fair balance between profits and the putlic
interest. Only two years later, in 1970, that figure had dropped to one-third.
It peached a low point of 15 percent in 1976 ~ an 80 percent lgss of suppert
over eight years. And, it has not recovered signifleantly in Lhe years sinte
1976, with readings of 15 percent again for 1977, 17 percent in 1378, and 19
PercENt in the most recent survey. Similarly, in 1978, anly 15 percent of the
public rezarded corporate exccutives as “'very credible™; 36 percent considered
them “not credible.” On the other hand, one of business' best-known critics,
Ralph Mader, received a 44 percent "very credibie™ rating - the highest of any
persgn or group in the various catcgories surveyed, Television commentaiars,
at 40 percent, wore close behind. *

If these survey results, and others ke them, are an accurate reflection of
confidence in opur private econoemic systemn, then £t is not difficult to wundeor
stzngd why the political process frequently seems insensitive to measures wheeh

* Yankelgwvach, Skcﬂ}f and W"lite, Report to Leqdﬁship Pﬂﬂi'ﬂ:p#rtu
on 1978 Findings of Corporate Priorities (1 979).



would improve the health of the private seclor.  And, correspondingly, it is
these kinds of perceptions of buysiness and its leaders which business needs to
¢hange.

i. The Issue -- The Accountability of Power

Al the qutset, it is useful 1o explore why the accountability of corporate
power i an issue in our society today. Quite clearly, the American economic
sstem has propelled ws, in less thap 100 years, from an underdeveloped,
primarily agriculiura! country, to a society af mass wealih and mass con-
sumption. In the process, we have raised the standard of living in much of the
rest of the world along with our own. This unprecedented phenomenen is a
dircel result of our private entepprise system. Moreover, whercever countrics
of comparable resources are compared, the economy with a significant private
seciof has ¢learly done mere in fulfilling the aspirations of its people han its
nonprivale counterpart Compare, for example, West and East Germany,
Sguth angd Morth Korea, or Austria and Czechoslovakia,  fn the face of this
tramendous suecess, why shauld any guestion arise as to the “accountabilivy”
of corporate power? A more nawral reaction would seem to be, in the words
of a farmer Office of Management and Budget Director, "If it ain't broke,
den’t fix iL"

A.The Demand for Accountabifity

tn oy vicw, the answer Lo this particular contradiction lies in the fact that
we have a deepseated conviction that anyone who exercises power necds to
be accountable to somegne else for his stewardship, Most people would, |
think, regard it as selfevident thal anyone who is not accountable, whase
word is final and who is nat subject to review and risk of remaval Tor failure
o achicve acceptable results, may, over time, Become avtocratic, arbilrary and
ariogant.  History teaches that the unfettered exercise of power will often tend
1o result in a boss of contact with reality, insulation from unpleasant news 2nd
increacingly insensitive and irresponsible judgments. The institution becomes
an ¢nd unty jself, out of touch with its relztionships and fts responsibilities
1o the rest of society, Such a sitvation is destructive of the instituiion invalved
and those it impacts and is morally unacceptable.

There is a concern on the part of too many to ignore that 1his syndrome
can and is ocourring in aspeets of American business. The gquestion then s
whether the structure of actountahility in which modern corporate manage-
ment pperates is adeguate, in both theary and practice, to mect that concern,
And, to a degree, the issue is not whelher corporate power is, i fact,
fequently abused lo the detriment of the public, Rather, the crux of the
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problem is whether the public can rgasonable perceive that o be the fag
Business would be well-zdvised to bear in mind this distinction between reality
and public perception a5 the debate over corporate ascountability procesds
Over vime, no activity ¢an flourish if “the public' takes 2 dim view of it Cver
a langer term, no activity can continue unaltered if public apathy or disves
brocome active antaganism,

B. The Withering of Traditional Checks

| do not belicve there was ever & golden age when busingss was admired ar
accepted -« ar pven welbunderstood - by the majarity of any society. in the
minds of many moraliy-sensitive people, markets Fave always bzen regardas
as inhumane and unjust, and often even capricious. Effoarts 1o improve oney
position have been reparded zs socially disroptive, and trade as less honarzble
than other occupations. Traditionally, however, two answers have senved 1o
alleviate concern over the question of whether economic power Is zecountable

The first prong of the respanse has beer that the discipline of the marke:
place checks, angd ultimately destrays, those who are irrational in the excrens
of cotporate power. Whatever force it may once have had. however, thi
hypothesis has bost most of its vitality - at |cast for the large<t corporation:
The difficulty is that the theory presupposes an open CCanaenic universe whith
is no longer the reality.  We hayve substituted for that gpen vniverse of fie
competitipn 4 business environment designed to insulate against the hazards of
a 19th Century ecanomy. In fact, eved what is left of 1he arpument that the
discipdinc of Wall Street will ultimately result in an inadequate managemenrs
repiacement is being rapidly impaired by ccrporate defensive charter ament
ments and other similar measures which, in many cases, effectively elimirate
the disgip'ine imposed by the possibility of an unfriendly takeover. Whis .
spme have guestioned their efficacy, chaner amendments reguiring super
majaoritics to alter corporate by-laws, the staggering of dircctor terms of affice,
and similar devices serve to insulate management from the possibility of ouster
by an ouisider - regardless of the performance of management ar the price the
outsider is willing to pay,

Gverall, this pew economy is 2 combined private and public ane with 2
myriad of risk-minimizing devices, This developmeni may well be inevitable,
given the social disreption which the collapse of a Lockheed or a Chrysler
would spawn. The point, however, is that in such an chvironment, an appeal
1o frec enterprise as 2 justificadign for the lack of formal checks an corporae
power is largely rhetoric used to preserve the avtonomy of management rathe
than a significant comment on fssues of public policy. Too often businessmen
have been willing both to use that rhetoric when it serves Lheir purpeses and @
saek protection from the perils of the marketplace when it does ROt
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The second argument most commonly Wsed to challenge the fead for
mechanisms of corporate accountability rests on the theory that the board of
directors, as the shareholders' surrogate, acts as the watchdog of management
power. Again, however, the facts do not adequately support the theory. While
the record af board performance 3% difficult 1o isolate and study, 11 shows that
drrectors seldom turn ineffective management out &nd react exceedingly slowly
T corporate deterioration. Boards have occasionally asserted themselves, but
ereh godivism is rare, thoegh increasing significantly. In his estimony before
. the 5EC on Seprember 30, 1977, KMyles Mace pointed out thar, for example,
when bodrds have fired a chief executive:

“the leadership of the [incumbent] was so unsatisfactary
that even his mother thought he ought |10 go] for the good
of the company * * * before the board reluctantly moved.

Coreespondingly, stockholder discontent is more frequenty reflecied in the
' sale of the company's stock rather than the rejection of its diregtors at the
anrual meeting,

Mg oa resulr, it is possible in many companies for managgement to limp alosp
until either econamic setbacks are so severs  Lhat change is compelled ar
until & karge investor or company, recognizing thet the corparate assets can
produce berter profits, wrests away control, En the former case -- when repori-
ed prafits decline to such an extent as to threaten the seourity of their position
- $DME managements are tempted to change the accounting practices, earnings
figures, or morals of the company in order 1o delay the inevitable by presenting
a more acgeptable profit picture. And, in the later case, by making a bid for
contral more difficult, we newtralize one of the remaining disciplings on
Corporate management,

What is missing fram this environment 5 & Torce that has the practical
Capacity to cflactively oversée management, and if necessany, make timely
thanges, To the extent that the public percoives this accountability gap -- and
conclirdes that it has suffered serious Consequences beeause of it -- the pressure
mounis for government to be called. | have little confidence, however, in
government’s ability to ba preseriptive concerning corporale mechanisms with-
U4 alsa being S0 oppressive as to destroy them. Thus, in looking for solutions,
wi need 10 concentrate on improving the overall effectiveness with which the
present system functions, rathgr than experiment with a tatally new $ystem
of accountability. The issue is how (0 preserve the advaniapes of a strong
ranagement-based corporale system and sil be assured of effective instiw-
banal disgipline, n my view, the answer 15 1o be found in the corporale board
TRdm.



Il. The Role of the Board of Diractars

A strong and effective board Is a valuable comporate asset, Enbancing the
perception of corporate accountability and thus reducing the pressure fw;
government role in corporate decision-making Is 2 vital goal. However, bak
management and directors also share another, more fundamentd), poal - 1
develop a board which can  bring the best, most informed and mast chjscliv
advice available to bear in solving the complex problems which confront the
company and Amercan business today. I directors are timid or feel com
pelled to compromise rather than advocate their views forthrightly = whethe
because of their personalites, their Trendships, or thelr pockethoaks = then, i
the lonz run, the corporation is the loser. And the offfcers and directors my
be the losers as walf, singe they may not bt able to polnt to the kind of
disinterested decislon-making whkh underlies the business judgment mk.
Viewed in this light, the benefits in terms of public credibility which would
flow from more effective accountability are secondary to the value which it
corporation can derive I practical, day-to-day terms from a vigorous i
thouvghtful boird.

In suggesting that an independent source of discipllne s mlssing from
many corporate environments, | do not mean to fgnore the very real pragrs
which many boards kave made. Indeed, some boards alrezdy function mist
effectively. and many others are exploring ways to strenghthen their rofe
The changes that the board ks undergoing, or has undergone, have served o
protect the basic system and %o demenstrate its ability to evolve. As | will
outling in a moment, | believe the basic sociology of the board room dictans
that those companizs which are not alrezdy engaged in a searchlng examination
of the role their boards could play should do so, and that further changs
should occur. Thesa changes are, however, within ~ nat destructive of - te
basic board framework,

It is important 1o recogrize that board reformn proposals - which somt in
the business community regard as rrdleal ~ appear in a differsnt light to many
cutside. For example, Professor Lewis D. Solomon, in his March 1978
Michigan Law Review artlcle concludes:

' * ¥ [ T]he prablem of corporate reform is too complex and
intractable to respand to s¢ smple a soluticn is the reform of
corporate boards. Our efforts to revive the hoard of directors
are simply anachronistic; new methods must be devised if we
are to make carporate management genuinely accountable, "™

* Solomon, Restructuring the Corporate Board of Directors:
Ford Hope — Faint Promise?, 76 Michigan Law Review 581
583 (1978).



And, Peter Dvucker, an academic, but certainly not an antibusiness ideologue,
characterized the board of directors as an "impotent ceremonial and lega!
fiction," *

[ do not personally share In the mope cynical implications of these observa-
fions. On the cootrary, | believe that the board of directors s the key
mechanism within the corporate structure which can render unnecessary any
efforts to Impose accouniability from without. But, a5 the comments of
Professars Solomon and Brucker iliuserale, it & by no means a foregone
conclusion that boards will be able 10 reverse the trend of public skepticism
tyward the exerclse of corporate power. Nor can | say that their skeptirism
about the way many boards function is misplaced. | do disagree, however,
with the premise $hat the board, as an Insttution, cannct be made to work
effectvely, and disagree vigorously with the varfous proposed solutions which,
in my judgment, propose a new disease worse than that to be cured. In my
vlew, the board can serve to institutionalize effective accountability without
bringing the band of government down upon the corporate structure,

A.The Sociology of the Board Room

In arder to fill its role, the board needs to focus on the sociology of the
bioard room ard 1o re-examing the rote of the board and the individual direcior.
Each bozrd and board room |s a minksaciety. In some of these societles, the
board is strong and effective, In others, {t is passive and reactive. When a
person becomes a member of the board, he must decide what his refationship
will be to that society. |f the mood - the soclal ethlc - Is one of disinclination
lo eriticize, if directors are expscted to eatify maragement decisions, and if
Inqulsitiveness is interpreted as distrust of the chief executive and a viofation of
good corporat® manners or protocol, the system breeds a tendency to rubber-
stamp mangement, make comfortable decisions, and aveid confraniing signifi-
cant fssues as long as possible.

When Jt opours, this socTological climate derives not necessarily or alone
fram a quest for power or 2 management desite 1o be free of the discipline of
oversight, but rather from two yery normal, benign human traits.  First,
management tends 1o invite on the board prople who are compatible, if not
indebted, to the corporate chief executive officer and the mangement. Inside
directors are the most extreme case of this phenomenon. Corporate employees
cum directors depend on the chief executive, not only for their tenure gn the
board, but for their promotions and salardes, and are therefore disinclined to
thallenge him or management recommendations. Insiders can, of course,
perform useful service on comorate boards. They can furnish Informaticn

* Drucker, The Boved Board, 1 Whartan Magazine 19 (19761,



and perspeciive to outside directors, afford outsiders a fint-hand opportuniy
to appraise management, prevent a chlef executive from painting an unarealists
cally favorable picture of corporate performance, and make board decision;
more palatable to their fellow corporate executives. But inslders cannet, by
definition, perform the functfon of hu[dlng management’s exercise of campe
rate power accountable.

Outside directors - that is, directors rot simultaneously employess of the
corporation - may suffer From simllar Dmitations. Outside directors also often
depend on the chief exadutiva for their position on the board and fregienty
have personal and business reasons far agreelng with him. Qutside directon
are often friends and social acqualntances of the chisf executive or from the
upper ecohelans of companies and professional firms patronized by, or other
wise economically concerned with, the corporation. The soclal and professiona
connections may overfag. They cften do business together and are invalued
in the same community, charitable and soclal organizatians.

A second factor which works agalnst board effectiveness is the tendency
of people who wark together over a period of thme to seek to create 2 tension
free, harmonious environment This tendency pervades human soclety, and,
indecd, makes society possible, But in the context of the board room, ane of
its contequences ¢zn be that, over time, the management’s accountability to
the board declines.  Accountability, and the discipline it entails, threaten to
upset the comfartable, hannomuus relationships which we all tend to mow
toward,

We cannat Tgnore the conseguences of these two factors — the tendency Io
select compatible directors and the avoldance of tension or discomfort. They
represent a constant pressure to make the aomosphere in the board room cor
genial and “to transform directors into sympathetic Yisteners rather than
independent inquirers. Accordingly, we need 1o search for ways to instfw
tionalize other pressures which will keep compatability and accountability in
equilibrium.  The goa! is not to transform managements znd directors inte
adversaries, but rather to make sure that the bpard's effectiveness does nol
pradualiy erode in response to the pressures under which it operates,

B. Creating the “'ldeal Board™

-

In speeches during the past several years, | have made 2 number of pro
posals cancernlng board campositlon, chairmanship, and commitiee struchur
which would, | belleve, help to counteract these tendencles. The board
carstruction | haye proposed addresses what | consider o be the mod
common and objectively identifiable aspects of board structure and compositiod
which can impede the effectlve functioning of the board. It obvigusly cannst
deal directly with the matiers that ultimately determine board effectiveness -
the socinlogy of the board reom directly and the personal qualities of individud



directors, whatever' they may be. Yet, ultimawly, the effectiveness of the
board is determined by the those very fattors - the attributes and ethics which
pervade e board room.

Feor that reason, rather than repeat my board strircture proposals, 1 want
to putline the concerns which undsrdiz them. My chjective i to encourage
beards to explore the fisues and their implications and relevance 1o them,

First, it is important 1o consider the role and humber of irsiders on the
board. By this 1 mean individuals who are either employees of the corporation
of otherwise dependent upon it economically. That definition requires boards
o focus on many raditiona directors in addition to employess, such as
corporate covnscl, underwriters, bankers, major custamers and major suppliess.
| am not supgesting that these Individuals are necessarily ineffective as directaes
of that sedfinterest usually clouds their judgment As 1 pointed out above,
howeeer, the soclological and psychological factors which petvade the baard
room limit the abillty of management members to perform the accountability
function. Similady, the “second hat" which corperate counsel and other
"wppllers” wear with -respect to the corporation raises an issue of whether
their abllity to contribute to both the reatity and the perception of accounta-
bility is dimlnished. Stated differently, directors who have busines links to
the corporation impose a cost on, the accountzbility process, and we need to
comsider carefully. in cach situation whether that cost is a necessary one (o
incur, and whether the benefits can be achicved in other ways.

Second, boards need to examine the role of the corporate CEO x5
chaimman of the board. The ties which board members will fee! to the CED
and their basic deslre to be suppartive are compelling  The comsequences of
adding 1o that power the pawer of the chair- and of the 2genda process must be
welghed cautiously. The point is not that chief executives are untrustworthy
when they held the office of board chairman; in fact, the capability and
integrity of the chief executive officer vitimately determines the success of the
company. I the board or individuzl board members reach a point where they
do aod gust the CED, they should elther reptace him or resign. Nonetheless,
the intimidating power of the chalr, especially when occupled by a chief
execytive to whom many on the board owe their directorships and pechaps
thelr livelihood, Is a factor which deserves seriols consideration. Maoneover,
it the board enwironment, the rale of the chairman's role is to create the kind
of open, contributing and questioning environment which | have described.
The CEQ's role Is to speak for management These roles are not the same and
can conflic .

The final broad issue which boards must consider is the specific respons-
bilitles which the board needs ta discharge and how best to approach these
tsks, Bopard committees comprised of outside directors may have an
important fole to ptay In that process, especially when there are a significant
tumber of insiders on the board as a whaole.  Audit, nominating and compen-
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saition commlitees are particulardy grucial.  Audlt committeess are criticy
because of the fundamental role which the indespendent auditer plays in
corporate actountability and the special trust which the public places in tw
auditor’s work. With the wids accepmnce of the concept of the audi
committss, the next questian which must be faced is the definition of the
commitiess responsibilities, At present, many audit commhtess -are, un
daubtedly, not yet working fully effectivety, and some may serve more to
provide windowdressing rather than to add substance to the accountzbitity
process. The devefopment of a better consensus as to the minlmum respony:
bilities of audit commitioes should be an important priority. -

- A second important mechanbm ~ one less widely recopnized - is the
independent nominating commitee. For such a commitiee tn be effestive, it
must concemn iself with board composition and organization.  Et can thus be
the vehicle $0 deal more objectvely with the tradecffs between the henefin
of, for example, management represtntatives on the boand and the costs of
‘those representatives. As long as such declsions are in the hands of know
ledgeable, concemed Independent outslders, | bedieve that the environment for
thie kind of accountability which | have been describing will be substantially
enhamed - '

More broadly, however, the most important responsibiities of the no
minating commitiee should be to develop a process to assess how well te
board is funcdoning to evaluate the board and its members, and to sdel
criteriz for board candidates which mesh with the board's needs. For example,
the nominating committes may fegitimately fook to othsr companicss 32
source of addittorg board alent. CEQs, becatse of their background, bring o
boards the kind of perspective and experienie which I desirable Tn assessing
what the company is daoing and vwhene management proposes to tzke it CEDx,
and some other Individuals with experience as memnbers of a comporame senlor
management team, can 2lso appraciate the concerns and the petspective of the
cormpany’s CEQ and the Inherent separation between management and the
board, At the same time, however, nominating committees shoald not con
clude that only Individuals with corporate experience ~ those who have mata
payroll ~ qualify for board membership, Rescarchers, sclentists, academics
and many others may alsp have a valuable confribution to make toward
achleving the company's oblectives.

An effective compensation committee will also strengthen accountability.
In addition to considering the ppropristencss of the compensation packags
for senior managment, such a committes should, for example, examine key
management compensation policles to assure consistency with the long-term
interests of the company and o asess whather compensation practices
eNCouUrage mMmanagement to maximize shori-term profit at the expense of long
term interests.  Another aspect of this commlttee™s mandate shoeuld be 1o cor
sider the level of director remuneraton. Compensatlon for directors s growing



- and properly so. The ronmaonetary rewards of these posts, such as the
prestige and the desire o do the board or it chalrman a “avor,” ate Aot now
a5 compelling - particularly when weighed against the increasing time demands
and the. risks of liability, and  other legal entanglements, Directorship 15 a
responsibllity pather than an horor ar a courtesy, and shoulg be regarded and
compeniated accordingy. Alf of these conslderations should be elements of
the compensation committes's work.

C. The Limits of the Board

Before | turn ta the role of management in the accountability structure,
| want to outline what | do noat advociate for the board, since critics of my
¢lews s=ern to have a tendency to attribute positions to me which | have not
aken. First, | do ot favor consttuency directors. In my view, the
board is not a polltical body and cannct functon effectively when populated
by individuals who have special interests to champion and litde concern or
sense of responsibllity for the overall welfare of the company. Addidanally,
some of those who advocate constlivency directon seem 10 have in mind
persans unconcemed with — or actvely hostile ta — the basic economic pur-
pose of private business. For those reasons, | strongly oppose constimency
directrs,

Second, | do not desime or Intend to conyert the board room into an
areny characterized by distrust of, or suspicion toward, management | have
sometimes ised the work "{ension' as a ¢haracteristic of the relatonship
which | visualize between management 2nd the board, For some, this conjures
up cerfain images | did not intend. The goa! is an envircament of accountablli-
¥y — not one of hostility. A chronically adversarial relatanship between board
and management would be equally as destructive of accountability as Is a reta-
tonship characterized by board passivity. The board and management must
be capahle — within the accountability framewsrk - of working with, not
Against, one another.

Third, L oppose federal legislatdon or regulatory action to charter
cofporations, to dictate board stutture, or even to iMpose My oOwn
swggestions. My goal Is 1o highlight my sens¢ of urgency that corperations,
their managements and boards assyme the Inftative in assessing the responsibi-
ities of corporate boards and how they might better be carried ocut 5o 2s to
strenghten the case against [egislation, and make Jt unlikely - not 1o hasten
s passage. While some apparenty believe that Jegislation is the key to reform,
| am concerned that federal .encroachment into the board room would likely
cripple rather than strenghten Its functloning.

Leglslation would, 1 belleve, be crippling for twoe reasons. First, a sktute
will, by definlion, Impose ore scluticn an all corporations.  The flexibility
1o taflor the board to the needs of the particular corporation would vanish.
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Second, tegislation which sought to mandate “independent” boards ar “inde
pendent” directors would of pecessity focus on structure, form, and abjective
criteria, rather than on the intangibles that uitdmately determineg how well t
board discharges Its responsibilitles. |t would have the effect of diverting
attenton from the efforts of individual companles and boards to dischar
their respansibility to do whatever is necessary to make their hoards effective
and of focwsing it Instead gn mechanicai compllance with the law. The legilz
tion would not be effective, the consequences would not be desirable, and
would likely spawn further, more restricive, legislation which may ultimasdy
preclude both the possibility of boards functioning effectively and the ability
af managements 1o deliver the results necessary to assure our economic and
political future. . )

Finally, | am not suggesting that the board’s power over corporal
business expand at the expgeme of management's. The appropriate and most
productive function of the board is o monitor, not tomanage — to support, &
gulde, and where necessary, 1o disdpline, but never to usurp.  To dhe exten
that effective functioning of the board cuts back on management autonomy,
the board s asuming a rofe it had previpudy abdicated — not usurping
management prerogative,

(il. The Role of Management

| want now (o m te corporete management  [n the debate over ex
hancement of the corporate board, it is easy o lose sight of the fagt that the
success of American birsiness and s contribution to oor naton®s futone
econoinic health will continue to depend primarily on the ability and effectve
ness of corporate management, :

A, Management and the Proflt Objective

In considering the rele of mangement, it is crucial Lo recegnize at the out-
set that management's primary mision i econemic and that the key 1o tht
success of any comoration [z the capability of is management 1o carry out that
mission. The purpose of the corporation is to provide customers with goods
and services at an attractive leve! of quality and price. The profitabil ey of the
corporgtion i, over the long run, a measure of its success in discharging that
underlying responsibility, rather than an end in itelf. The profitability of
corporatlans as 2 group Is 2 measure of aur sockety's success in providing jobs,
goods, servlces, prosperity and other economic underplanings of the political
freedams which make our detnocracy possible,

it is the quality of manageral leadarship, Jts willingness to venmure, tak
risks and seck rewards, which will deermine the future of individual businzsss
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and of the economy as 1 whole. Mo government rule, no board of directors,
no federal agency, can offset the cansequences of an Inadsquate management —
and all of these must guard against ysurping the management role or crippling
an able management BeCause, however, of these and other pressures on
pusiness execytives, there is always a danger in today's climate that some
manzagements of their own volition will not risk being secondguessed of
failing 2nd will tend to “play it safe’ at the expense of the primary economic
mission. Such an approach is not consistent with the kind of risk-taking
venturesomensss Recessary to the future of Ameritan business and the
American economy.

In apposition to proposals to change the accountability framework in
which corporations operate, the argument is sometimes mage thak the eptity is
wcauntable o I& shareholders and that their interests must & paramount.
In my +lew, that concept is correst, but the definition of shareholder which
i proporents use is not. The “shareholder” to which management should
regard itse!f as accountable is not simply those individuals who happen to be
shareholders today— @r at any arbitrary point in tme - but to "awnership"
s an institutlen over time, When the “shareholder” is viewed as a continuing
long-term group — even though its membership is changing daily -~ there is far
greater congruence between 'corporate activity in the interests of it share
holders and the interects of the targer society, Concemn for how a company
can contribute over Hime to serving foday®s needs for goods and services ina
competive economy is an effective antidote to the t2ndency to make expedient
shart-term decisions.

B. Profits and Business Ethics

Given that profits are a2 mangement’s most fundamental responsibility, the
question arfses to what extznt pursult of that goal is to be impacted by
ethical standards, and if 55, how these standards are tn be established. Here
agiln, there are thost who look upon the comporation as engaged in activity
which is essentially economic, and as such, to Be judged by its success in the
marketplace, limfted only by its obligations to obey the law.

Simply stated, good management concerned fior the firture of the ;mnpa.nr
achieves 2 harmonry of profit and other goals; indeed, there js a very strong
correlation between companies which think and respond in terms of longer
tange torporate responsibilities, including soclal and politcal overtones, and
these with the kest performance records over time. The converse Is also true.
Managernents which Fail to think in terms of the broader spciad dynamies in
which they operate are unfikely to anticipate changing customer needs and
therefore are not likely 1o prove successful over time.

It is elpar to me that Individuals functoning in a corporate capacity -
both individually and collectively - have as great a responsihility to conduct
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themmselves ethically as they doin their personal lives. They do nat and canng
absolve themselves of that respensibility by assuming a corporate mands ang
by asserting that their efforts should be judged in economic and profitabiliy
terms alone. As 2 practical matter, it is the individual who must be hely
accountable -~ nor swne amorphous thing known as the corporation. The
carporation has no marality or immorality, no valies or ethics, soparats fram
these of the individuals who make it up. Actions attributed to business fims
are perforned by individuals, and they should be considered prersomlly
resporsible for whatever business firms are acassed of doing. £ is the Indid
dual executive who decides whether to act morally or Immorally, ethicaliy o
unethically. Consequently, it is impossible o separate the social environmen
of the Grm from the ethical standards of the executive who mamages ir. The
executive inevitably finds that his own moral code s the bottom line n hs
birfness dechion-making, and it & nor yealisc, either psychologically or
cthically, ta expest the individual exequtive™s actions as a kusinessman 1o be
inconsistent with his personal sense of responsibility ta socicty at Yarge and ¢
his own comcience. To contend that one can live 2 personal life by one s
of ethical standards and a business career by another is either seff-deception o
hypocrisy.

Management, however, frequently and unwittingy creates a climate that
temptt subordinztzs o compmomise thelr ethics = aot on their own behall,
but on behadf of the company and the company measurement of performance.
A company, in order to be prudent and maral, must be careful to avcid
creating ethical conflicts for its employest. One mangement, in the courseof
developing 2 code of conduct for [ts employees, was shocked to learn from
them the number of people in the firm who hed faced a wide variety of seniou
cthizal dilemmas and handled them on a case-by-case basis with no guidani
from top mangement But more importantly, most cases had been resalved in
favor of the course that world produce the greatest short-ierm profit. Manage
ment discovered that a number of expedient practices had bean prevalent
because of two employee attitudes. First, the company was percelved 8
always having placed great ¢emphasis gn rewarding those who made the lafgest
coptribution to profits. Second, the firm had never evidenced any specid
concen for ethicd standards.  Consequently, most employges paturally
concluded that catting comers in prder 1o maximize prefits was a cohdition of
#mployment '

The lesson of this example is thar top mangement must set the mosa!
in any organization, and it must personally see that the staff remains an coune
If the standards of top management are high, the chances are excellent that the
standards throughoet the crganizaion will be equally high. Butif those at the
top do not have high standards, or IF they violate the standards, therc is a0
ever-present danger that more hanorable persons betow will be Influenced by
attitudes of those above them, and the organization’s tone will reflect it
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subordinates quickly discern the standards of their bosses and tend fo act
zcordingy. Thus, do not be surprised to find that if you permit a man to
szal for  you, he later steals from you.

This is the core of the debate over corporale accountability. I an indivi-
doal i in a business setting in which every action is justified on purely
sconcmic grounds and in which rewards and prrishments are based on short-
term cconomic performance, then, quite natorally, he will shape his conduct
m maximize the économic retums of the entity, even at the expense, if need
be, of other sotial or ethical values. The result may be posifive in the short
run. Over the lenger term, however, business may destroy itself if it pursues
that course. | do not believe society will tderatz, pemanently, a major
institution in i midst which justifics itself solely on economic terms. Nor do
I believe that people who staff the entity will be able, indefinitely, 1o pursue
condust In their business relationships which is not consistent with other
dimensions of their lives

IV. Initiatives Toward Private Sector Leadership

| stated at the outset that my theme today was the need for the private
#otor to assume the leadership role in corporate accountability. That
challenge — which is independent of the specific board structure proposals —
should be the concern of svery membser of the bosines communizy. In the fast
amalysis, the future of the private enterprise system will be, and is being, deter-
mined every day in the board reoms of America. Boards will decide, issue by
issue, haw to allocate resources, when to venture and sk, whether to act in
an expedient manner in the shortsighted Interast of the company, or whether
to seek solirtions consistent with the Jonger-term interests of the company and
with presarving the system. But even though the board room will be the de-
cisive battfeground n the struggle to retaln the initdative over cotporate
acgoumability within, rather Lhan without, the private sector, there are signifi-
cant sieps which businegss and professional feaders can take outside the board
room to influence that struggle,

First, the private sector can provide maore and stronger leadership For
iself through its own existing organizations - such as the Business Roundtable
ird the Conference Board ~ or new ones especially formed for the purpose.
The task Is not an easy one, since the objectives of such groups must orient
mare toward providing leadership, rather than building consensus, if they arc
to be effective. Individual businessmen and associations of businessmen should
speak out on the standards of business — not as defenders of business whether
tight ar wrong, and not from a parochial view of a trade of industry assoclation.
Rather, businessmen should seek to develop smndards to which all business
would be expacted to subscribe. To the extent that the private secior can
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establish the bench marks of what is ight or wrong, it is more fikely to be abl
to prevent legislation of the type on which the public will insist if self-policing
Is perceived to be ineffective. More breadly, the ploture of business feaden
taking strict positions on busipess standards can provide a wehicle and 5
direction for restoring public confidence in the role of business in oUr socisty.

Second, business leaders should encoursge the stock exchanges and othy
formal self-reguiatory bodiss to continue to provide leadership regarding
minimum standards of acsountability. The New Yaork Stock Exchange, [
example, has taken an important first st2p in this area by requiring audit com
mittess of oubide directors as a condition of listing. Other selfsegilaton
are considering simidlar action. Altheugh there is tremendous petentfal, ther
has not been enough systematic focus in the corporate community on the rok
which self-regulatary bodies could take In preempting the nesd for legisiation.

In fact, the time may arrive to create a new private sector self-regulatony
body with the enhancemsnt of accountability and the articulation of th
minimum noms of comorate conduct as its exclusive function. This [s nola
model with which we have had much experience. Yet, voluntary bodies — suth
as, for example, the Mational Advertising Review Board — are functioning in
other areas. A corporate accountabillty body, formed in and by the privaw
sector, might serve a5 an effective means to retum the initiative 1o busings.
Lest the reports of this talk charzeterize me as advocating a formal self-reguls
tory body to regulate corparate conduct, let me make it clear that that is rol
my objective. | am trying to stimulate the ingenuity of the private sectof -
which will be brought to bear once it is convinced that 2 problem exists thal
needs salving — 1o devise creative and effective institutional methods to assif
in achieving the desired result. Ultlmately, 1 hops that through these efforts
and others, we can reach a point where, for exzmple, the meaning and
importance of what corstitutes an independent board is well-established, and
its significance so lear that a company will ke sompelled to respand o it
peers, investors, [enders, analysts and athers if it does not appear to confom
to the prevailing standard.

Third, business neads to find berter ways to articulate s concarns and t
describe Its efforts to respond to the need for better accountability. Wher
systematic progress has been made, we should not be reticent to publicize it
While the focus of this paper Is on the need to Tmprove corporals accountd
bifity, there are many examples of effectively-functlonng boards and of efforts
t imprave — more so than advocates of change are willing to acknowledge-
This needs to be communicated to shargholders and the public at large
Simllardly, where business can make a case that particular regulapons &
legisiative proposals will hamper it In discharging (ts responsibilities 10 lht
naticnal economy, business leaders should not be reluctant to present ther
polnt. While business’ credibility is sometinmes syspect, there can be littls hope
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of educating the public if the effort is not made,

Fourth, professionals, whether they be lawyers or accountants, both inei-
yvidugliy and through their fifs and associations, should be involved in
informal standard setting. Lawyers, for example, have always been in the
vanpuard of any discussion zbout the rofe of corporations. Even though the
most significant issues conceming corporate and shareholder conduct are
policy questions which do not tum on the interpretation of legal rules, lawyers
play an important rele in shaping that conduct. Counsel to the corporation
has influence which goes well beyond providing answers to technleat, lezal
iwues. He is, in fact, 2 policymaker. His professional training should equip
him ko raise ethical questions and he should be questioning his client about the
appropriateness of its conduct Similardy, if history Is any guide, new como-
e models and structures, responsive to the need to harmonize the
expectations of soclety with its economic goals, will be shaped largely by
lawyers.  Thus, lawyers have an important role in guiding private sector
accountability initiatives.

Further, institutional shareholdars have a part in vitalizing accountability.
At present, individual shareholder participation is not parficulariy effective.
Many sharehalders are primarly speculators in the income stream of the
topofation. They are Interested - s0 the argument goes ~ primarily In the
short-term performance of the corporation, and if they 2re not satisfied, they
will react by selling their stock. In other words, such shareholders do not
behave 2s long-term owners.

At the same time, however, the role of financial insifwtions as the major
stockhelders of larger American corparations is growing  Thelr voting power
is such that they cannot realistically be neutral on matters that call for share-
holdet consideration. Short of a decision to sell the stock, what are the
obligations of institutiona! investors? Do they routinely suppart the corporate
recommendztion, do they vote their own judgment, o da they absin? Any
course can strongly influence the hozrd's and management's attitude and the
resubt

Finally, business must do 2 mate effective job of refating to government,
Government needs to have a better understanding of the impact of socll
|egisiation on busingss and of the price witich is paid in terms of productivity,
inovation, and capital formatlon when regulatory schemes nullify the rewards
which have tradldonally Rowed from risk-taking. The job Is not an easy ane
since buslness’ Im put will be se¢n as selfinterested and suspect  Nonetheless,
this is an area in which government has a desperate need for Information which
Business can best supply. Business will be more credible, of course, 1f it also
takes stands which do not serve self-interest. This §s a task to be undertaken
by business leaders — by CEOs — not by the corporate povernmental affairs
officers afone, and one which can only be effective when part of a continuing
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program commenced long before a particalar problem has escalated 1o cry;
proportions

¥. The Role of Gavernment

That thought brings me to the facet of corporate accountability which
{ want to touch on last. Although, as | indicated earlier, | am cpposed 1o legish
tien which would dictate the parameters of corporate accountability, | g
believe that government has a rele to play in the evolving accountabliy
process. The struggle between goveminen? and buosiness has become so desp
seated that many have come to perceive them 25 natural and permanent antage
nists.  However, if povernment and business are seen as natury! spemies, the
business 23 we know tt bas no longrange fure. Government, z5 the ok
social institution that can legally enforce its will, must win zny strupggfa if the
issue Is reduced to one of power.

A more realistic and constructive approach to the relationship betwen
corporate accountabilicy and gowemment would begin by identfying the
many ways in which businets and government depend on each other. For
example, moden business requires a level of seclal order and enforcement of
the rules of the game that only the state can pravide. SimHarly, government,
in our society, depends on business zs the instrement of economic paliry -
the employer, producer and taxpayer which makes possible achievement of
our society's economic goals. |F business i to cantinue to have this role, rther
than have [t usurped by government, 1t must have public trust in s integrty
and legitimacy.

While | eppose federal legislation or regulation which would dictate compe
rate structure, the modem corporation is, in my judgment, partially dependent
on the federal povermment’s abillty to creats the tools with which public st
and legiimacy can be buile The federal securities laws are a pood example.
While it is not my purpose today to defend everything wihilch the Commislon
and the courts hzve done uader the banner of these stagutes during the pist
4% years, | believe that the philosophies of full disclosere and of falr and open
corpovale suffrage have helped fo preserve public confidence in busings
Obwdously, the securities laws also Impose costs — at times very heavy costi- |
on pubfic issuers. These costs are, however, | suspect small frdeed compared
to the costs which would have flowed from the substantive restraints which the
public would likely have demanded iF disclosure had not been adopted as the
regulatory framework in 1933 and 1934,

| do not pick the federal securities laws as my illustration because [ beiieve
they are flawless. | do think, however, that they Lighlight a reasonzble cole fo
govemnment in creating 2 framework in which corporations can build public
trust IF the dde swings In favor of corporate governznce legislation of the tvpé
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which wome proponents have discussed, | fear that govemment's role with
respect (o the accountability of private corporate power may fake a very
different and more substantive tack.

Government, for its part, needs to appreciate the comseguences of sub-
santive corporate accogntability regulation and the likelihood that such
regulation would not achieve ik Intended purpose. Regulation in this area
would, in my judgment, focus Attention an private sector compliance with the
form of government rules and ragulations, rather than on how to get individual
boards to function effectively. It would convey the message that beards that
boards that conform are Veffactive' and those that do not are "ineffective”
- Judgments which may bear no reladanship to realley. When events prove that
the legislathon tself was ineffective, attemps would be made 1o tighten it up.
There is little history of government, once it starts down a legislative or re
gulatory road, acknowledping that is course was in emar, repealing the legisla
tion, and retreating. Even when it does, the intervening damage is usually
heavy and difficult, if not impassible, to repair.

¥l. Conclusion

| opened my remarks by urging that the private sector take the initiative
in shaping the mechanisms by which the exerclse of corporate power Is
subjected to accountbillty. Aithough much remains 1o be done, business has
clearly made tremendous strides over the last several years, as the work of the
Business Roundtable, the ABA Committze on Directors Responsibilibes, and
many other groups demenstrates.  While | am deeply concerned that the tme
within which to move further toward this goal is limited, there is nonetheles
certainty grounds for optimism, For example, Ken Andrews, in his Harvard
Business Revlew article, “The Roundiable Statement on Boards of
Directors," closes with the abservation:

L]

“The expressed willingness of the 5EC and the possibie
awent, of the FTC and the Congress to look to boards of
directors as the legitimizing institution for the responsible
use of corporate power are encouraging at a time when
some crigcs are ready to rush into mom regulation.

“The Roundiable repart s now in the hands of the chief
executlve officers, board chairmen, and independent beard
members who may be moved to adopt it spirit and apply
their own energy to deal with the residval tough problems
it omits. In the interests of our econpmic system and con-

19



gnued corporate autonomiy, | hope the Roundtable traces
among [ts own members the progress of it preceps.” *

Even if boards are fully successful In this legitimizing robe, society canmy
expect “zero defects.” Corporate fallures and Instances of Impropriety wip
stilt occur.  Thus, the test cannot be the perfection of the resutt, bul the
integrity of the system and its ability 1o seffcomect and self-police the In
evitable breakdowns,

There is 2 moral tone in much of the criticism which has been levellsd
against businest in the past. The central issue Is Integrity, and much wil
depend in the coming vears on the forthrightness and courage with which
business faces up to that #sue At the same tUme, however, Amercas
economic vitality Is s greatest asset. 1 is the product of the creative spinl
of a free and indusirious people and of an economic System that gives oppo-
winity to privade [pitathee, 11 Is the foundation of our prosperity, aur politl
freedom, and o constructive relationships in 2 world of peace.

Mathing which is done, either in the private sector or government, in the
name of greater corporate accountability should be permitted 1o destroy that
economic vitality, 1 am confldent, however, that the contradkctions and
dilemmas inberent in the evolution toward more effective accountabllity cin
be resolved In a fashior which is consistent with - and indsed ephances - oo
sconomic strength. The challenge of finding those solutions, and pre-empting
intervention from outside of business, Is cne which will demand the time,
commitment and talent of everyone concermed with cur economis and pallticd
future.

* Andrews, The Roundiable Statement on Boards of Directors,
Hary. Bus. Rev. 24, 38 {Sepr—0ct. 1578),



