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You have heard what you may think of as a bit of
semanti¢ism a minute ago when you heard at the conference
that T am here as part of corporate dovernance in the '80s,
but that I was going to talk about corporate accountability.
Tc most people, those two concepts are one in the same, I,
however, distinguish them and_have a very strongq preference
for the concept of corporate accountability. To me, governance
connotes a political progess whichk is linked with concepts such
as corperate democracy, I think it is clear, and should be
made clear, that running a corporation is not a democratic
process, nor 1s it intended to be, Corporate boards of
directors are not political bodies, nor were they intended
to be, nor should they become. Using terms that suggest the
political scene, I think, inadvertently give some comfort
and nourishment to thoughts that, in some fashion, the
corporation ought to be more directly interwoven with
the political sc¢ene, with the public-at-large and with
concepts such as constituency directors.

If we talk then abouwt accountability, let me preface it
in this fashion, Thils Country, both politically and otherwise,
has been built on the concept cf accountability, and if
we are to preserve the private enterprise saystem, it needs to
account for itself to the larger society. Indeed, every
institutien in this society has a franchise -- a franchise

from the society —— and every ilnstitution needs to account to
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that society for its relationship and its contribution. If
it does not, or if it fails toc satisfy the scciety in its
accounting, the franchise will be changed. The concern that
I want to present to you is that corporate franchise, in
many ways, is being changed -- perhaps, tc a great degree
inadvertently or without the benefit of conscicus decision
of where it takes us,

Now, 'if I were. to talk to you about corporate accountability
in the '80s, I could address it in two ways. There are at
least two issues that are of concern te the corporate community
today that relate particularly to the relaticnship with the
government and the larger society. Firsk, we can characterize
requlation and the increasing oppressziveness of regulation,
and we could talk about the extent to which it dampens Innovation
and creativity, creates uncertainty, diverts scarce resgurces,
capital and energy to freguently nonproductive purposes, We
should be concerned abount the extent to which the ingreasing
burden of regulation creates a downward spiral that takes
with it the economy and the responsalbillity of the corporate
¢ommunity to provide the goods, services and the jobs which
it has praovided in the past which most people would view as
the basic responsibility of business, As we live with inflation
and with an economy that ia not productive, and as we become
increasingly concerned about how we divide up a pie that is

not growing rapidly encugh, we have to be very congernad
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about the effect that our responses will have on the future
cf the system as we know it, and on the ability of private
enterprise to flourish and to continue to do that which
society primarily looks to it to da.

In the same context, a second concern that business
has relates to tax policy, and how we can change a tax pelicy
that encourages consumption, penalizes investment, and
generally makes it difficult for business to attract and
retain the capital it needs in order te replenish its
resources, to replace plant and egquipment, to build new
facilities, ko create the jobs, to be competitive inter-
nationally, and t¢ be able tc continue to deliver the
standard of living that we expect.

One of the ptreoblems that we face in ocur society, and in
government and business, as well as other places, is that
everyone points to the other guy. Let us look at these same
issues more from the standpeint of what it is that business
can do to improve the likelihood that these conditions will
change.

I would like to talk to you about two aspects of
accountability in the '"80s. The first is the process by
which the corporation and the corporate community holds
itself accountable, particularly the role of the boards of

directors., The second is corporate profikts as a measure
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of corporate accountability, whieh I think inevitably nust
be a very key concern for directors.in the *'80sy»

With respect to the first issue on the accountability
procesa —- the process by which the corporate community holds
itself accountable -~ there are, at various places in ocur
society, and, indeed, throeghout the political scene, pockets
of opinien that are much too large to be ignored that express
concerns about corporate power and corporate responsibility. |
They express these concerns in different ways and wifh a
variety of motivations, but the theme remains the same., It
is that management iz all powerful and that, indeed, the
gorporate community has an ehermeous amount of power. Now,
as I relate this to you, just listen to the music, whether
you like it or not or agree with it or not is really rather
irrelevant —- listen to the music.

The corporate community has enormous power, Management
is all powerful, That power is largely used in ways that are
in the interest and to the benefit of the corporation and not
tc the larger soclety. Corporate management is not accountable
to anyone, Directors do not hold management accountable.
Shareholders are merely speculators in the income atream and
do not behave as owners as they might have done at one time in
the history of the corporate structure, Over the years, the
Congress, which supposedly expresses the public wiew or what

it perceives to be the public view, has found it necessary
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ko impoae apecific types of legislation on the corporate
community in order to address, or redress if you will, certain
specific abuges or failures of performance on the part of
the ceorporate community. We could spend the next half-heonr
liating them -- 0SHA, ERISA, autc safety, environmental
guality, truth In packaging, truth in lending -- and probably
50 or 60 others,
Now, the reasoning says there has te be a better way to
deal with the problems than by continuing to plug these
holes only when they occur, or after the egregicus failures
of the corporate community have become so manifest that
legislation is passed, The real problem underlying all this
is the fact that the corporate community is neither responsible
nor responsive. Therefore, the way to deal with the problems
is to deal directly with the manner in which corporations
are run. What we need is legislation which establishes the
rules by which corporations are run that will determine for
us who can serve on boards, how boards should be composed, etc.
The ground is fertile for that kind of reasoning.
Business is not popular. Business, according te many of
the polls, is perceived as not striking a Eair balance
between its own interests and those of the public. We can
cite to you all the public opinion pells that point to
that perceptlon. 5o, whether the accusations against business
are valid or not, there is a strong level of public support --

and very fertile soil ~- for that kind of concern.
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There are now two bills in Congress designed to deal
with that kind of concern; one by Senator Metzenbaum of Ohio
that would establish standards for boards of directors; and a
second one by the Nader group that 1s muech more comprehensive
and called, innoceuﬁly, the Corporate Democracy Act.

Is either of these bills likely to pass this session of
Congress? No. I would say that there is no chance at all,
But, I would urge that you 40 not take comfort from that,

We can g¢ back in the history of most pleces of legislation
that have eventually been passed of the type that I have
described to you, and you can track that history where in

the early days a bill is introduced and nothing happens to
it. But then along comes a thalidomide came -~ and there
will be one in the corporate community, whether it is another
Penn Central, W. T. Grant, or Chrysler —— and then that kind
of legislation may be passed. I would say at some time it

could well be passed.

How do we avolid 1t? You are not going to avoid it by
changing political parties, Dg not count on that making a
difference, When you look at the history of this kind of
legislation, you find that it does not particolarly respond
to pelitical parties. Can you hope or expect that the regu=-
latory reform trend will make a difference? HNot likely,
That is a talk untn itself, The nature of the regulatory

vreform efforts in Congress at this point are patchwork, and
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although they may be cesmetically attractive, they are not
likely to be very effective,.

I think there is, at least at this point throughoct the
Country, a degree of justifiable disenchantment with the ef~
fectiveness of gavernment regulation., I think, therefore,
that there is a degree of opportunity here to shift the
momentum. Now, how do we shift the momentum? Again, another
talk unto itself, We have got to tell the story better of
how the corporate community works, This is not a zero—-defect
society., It cannot be, nor will it he. Despite all of cur
best efforts, there are still going to be some bad apples
and some risks taken that did not turn out right, as well as
some losses, human risks and human failures, But, if we
want the system to remain as it is ahd not be changed by the
prospect of regulation or legislation, I think the key lies
in making the system, as it 1s, work azs effectively as it
can, I think that peints, in my mind at least, directly to
the bocard of directors, I do not think we can expect the
shareholder communlty, which is, I think, by and large,
speculating in the income stream and locking short-term, to
provide the kind of discipline and accountability that will
be satiasfying., I think boards cof directors can be very
effective, Some of them are, Others can be more effective
than they have been,

1 do not, however, think the main reason for boards of

directors to be effective is to ward off legislation. 1
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think the main reason for boards of directors to be effective
is that they are a tremendous corporate asset when they are
ef fective, These are very difficult and changing times

where it is inceeaeingly difficult for a corporation tc be
profitabhle, While management is increasingly focused on
teday'e and tommorrow's performance by the very nature of
things, and the struggle to survive and prosper, a corporate
board, which is independent, effective, concerned about the
future of the corporation and working with management, can
provide a very valuable resource to management.

The second, less purposeful and maybhe a more tacitical
reason why you want a good, independent, effective board of
directors is that they are a very good defense when you are
sued by shareholders, Having had an effective board of
directors while at the same time being a defendant in 11
derivative shareholder suits, I can tell you that it is an
asset. If you read the cases, you will fipd that, particu-
larly in tender offer sitwaticns, it is good to have an
independent board that appears to be independent and is
independent, An independent beard and an effective board ls
net an anti-management concept. There is no substitute for
effective management, You can have the best board in the
world, but if vou do not have good management, the company is
in trouble. 1 would rather have good management than a good

board, but I do not think we have to make that choice,
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In terms of the value served by the board, management
cannot assess itself with cbjectivity == that is the primary
rale of a board of directors -- to aversee and assess manage-
ment. Management c¢an be no more objective in evaluating
itself than you or I can be in many other situations where
we are personally involved, A board dominated by management
cannot do that either. Dominated means either in terms of
keing dominated specifically by memberz of management, or
directly by board members whose economic interests in the
corporation are substantial and are subject to the wil)l of
managenent —— whether it is ocutside counsel, investment
bankers, suppliers or others,

A board Aominated by management raises twe problems.
First is the problem of the potentiality of ceonflicts., Can
such persons function effectively as directors? That is the
most important dimension substantively. A second problem
we tend to ignore and underestimate the importance cof is
appearance., Mike Blumenthal, in his Fortune article a year
and a nalf ago, published when he left the Treasury Department,
observed that, in Washington, appearance is more important
than substance., That is a rather tragic statement, but,
unfortunately, it is gulte true. It is true largely because
of our scociety. We have to be concerned then not only about

subatantively how these institutions work, but whether they

have the appearance of working well, whether they instill
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credibility and c¢onfidence, and whether they are resistive
encugh to criticism in order to survive as institutions,

What should such a board lock like? For today's purposes,
what 1s the trend? I would say that first the trend clearly
is towards at least a majority of independent outside direc-
tors and, second, a committee structure that includes an
audit committee, a compensation committee, and a nominating
committee —— all staffed with independent directors.

But what do these committees do? I am not going to go
through the whole litany, but a2udit committees not only meet
with the auditors and look at the financial statements, but
are increasingly concerned with the flow of financial informa-
tien to the board. Compensation committees not only approve
the CEO's compensation, but increasingly concern themselves
with whether the compensation pattern and philoscphy of the
company is consistent with its other objectives, We put toc
much emphasis on short-term incentive compensation and we
should not be too surprised if executives cut corners and
qive you long-term problems. The nominating committee ought
to concern itself not only with nominating prestigious
individuals to join the bgard, but should alsc be cohncerned
with the effectiveness of existing directors in discharging
their responsibilities, and how well the board, as a body,

functlons. To the extent that there cught to be additional
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members of management, such as outside counsel, it ought to
be the independent nominating committee that looks to the
question of whether the need for such members on the board
outweighs the appearance and potential conflict problems.

I think the momentum ls strong enough towards this type
of board structure and composition that we are virtually at a
point where a corporation that does not at least meet that
kind of standard bears the burden of justifying why not, I
think teoday, in the most extreme example, if you do not have
an audit committee, vou had better be prepared to explain why
not.

Now, if you have an audit committee, the real
substance is, you have got to mske it work. Thaere is no
piece of legislation in the world that is going to make an
audit committee work well -= only the board can make it do
so. 1t hag to be the commitment of the beard members,

It has tc be the envircnment in the board room. Ultimately,
those will be the determinants of how well koards work.

in the interest of time, let me move on to the second
peint. Corporate profits. The most misunderstood term in
this Country is profits. I must say it is even mis-
understood, at times, in the corporate community. But when
it goes beyond the corporate community, it is totally misunder-
steod, both in terms of what profits are for and in terms of

how adeguate they are.
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In terms of what theyare for, thls is where it is
aften misunderstood, even in the corporate- community.

I read an interesting definition just the cther day in
Peter Drucker's new volume. [ want to read it to you. "“A
husiness that does not earn the accrued cost of steying in
business impoverishes the economy and is untrue to its fipst
social responsibility: to maintain the wealth-producing and
the employment-producing capacities of the resources entrusted
to the enterprise and its management.™ */ This really says that
when you end up the year and you have used up part of your
manufacturing rescurces in order te produce products, you had
better be sure that you put aside enoudh profit =- that
really is not profit yet ~- to replace what you have used up.
Heither the public community nor the Congress as a whole
know Wiiat profit is for. They do not understand the relation-
ship between profit and jobs, the perpetuation of existing
jobs, existing productive capacity or the need for new capacity.

Then the gquestion is how do we measure profits even
apart from the definitional problems? The historic accounting
madel does not measure profit. Now we are struggling with

how to measure them. In the context of an inflationary

*/ Peter Drucker, Managing in Turbulent Times,

{lst Ed. 1980) 28,
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environment, how we measure these profits becomes increasingly
important. Fipancial Ac¢counting Standard 33 makes the most
recent and, T think, the mogt constructive step towards
finding a way to measure profits,

Price Waterhouse recently did a survey of some 200 of
the top Fortune 500 largest industrials and 200 of thé others
{banka, etc.) comparing reporting under FAS 33 with historic
cost reporting. FAS 33, for those of you whe are not famillar
with it, endeavors teo adjust traditional proflt or income state-
menta for the impact of inflation, That is an oversimplified
summary of FAS 33, but generally that is what it tries to do.
In the process of doing that, what the numbers told them was
that income for these 200 companles was 60 percent of reported
income. It was 40 percent less than nominal income as reported
by these companies. The return on assets instead of being
17 percent was B percent. The effective tax rate rather
than being 39 percent was 53 percent. The dividend payout
ratio rather than being 33 percent was 60 percent. Now, if
you adjust for before and after-tax the fact that dividends
are post-tax and that the tax rate is pre-tax, what it tells
us i{s that 86 percent of what we call profit goes out in
inflation, dividends and taxes. It leaves us then with some
14 percent, on the average, for these 200 companies. When
vou boil it down further, it makes it very clear that many

{industries in our society, particularly those that are capital
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intensive, do not have the capital necessary to replace

plant and equipment, to expand, to invest in productivity,

to be competitive in world markets, to create more and better
jobs and to assure our standard of living. What it tells us
is that profits, rather than being obscene, are not adequate,
and in many industries we are, toc use Reg Jones' expression,
eating our seed corn, and that in many instances we have
companies, consciously or unconsciously, in the precess of
partial ligquidation. And, in many instances, we are rewarding
management with incentive compensatien feor liguidating the
company.

But you cannot have it both ways. You cannot repert
record earnings and then go up to Congress and urge a change
of tax policy so we can begin to get encugh incentive to
encour 2ge, stimulate and reward investment. That is the
dilemma we face. We have got to begin to reconcile these
inconsistencies. Look at the earnings forecasts of projec-
tions -for 1980 by major industry, and with the exception of
one industry (and I will let you all guess which one it is}
there is not one major industry in this Country whose expected
rate of earnings growth in 1980 will equal the expected rate
of inflation. So, as a practical matter, right now there is
only one jindgatry in this Country that expects earnings to
increase to keep up with inflation.

We have got to be credible. We have got to tell the

story -~ and sophisticates understand the story. If you look
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at a stock in a heavy industry and it is selling at four
times earnings, it is not updervalued, If you adjust those
earnings for the impact of inflation, or if you look at the
Dow in velation, not to reported earnings, but to inflation-
adjusted earnings, the pattern fits the market much more
closely. Sophisticated investors understand —- but the
public does not understand, Congress does not understand and
maybe some people in the corporate community do not understand.
These are the problems that are very much within the
gontrol of the corporate community., It ig not epasy to tell
the story that profits are not what they appear to be, but
the story is known. If we are going to change the picture,
if we are going to change tax policy, if we are going to
change the public perception of the corporaticn, the
extent to which the publie recognizes the importance of
orofits, the role of the corporations in the cconcmy and
the importance of the corporation to our society, and if we
are top establish and re-establish and preserve the system as
we know it and the importance of the corporation as we know
it, then there is much that is within ocur control in the private
gector which can be done., and that is where the buck has to
start, if nct stop.

Thank you.



