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Restoring Trust in Corporate Governance:
The Six Essential Tasks of Boards of Directors
and Business Leaders

PREFACE

In a series of Policy Statements since 2006 on corpo-
rate governance issues, the Committee for Economic
Development has analyzed: first, how corporations
could regain the public’s trust in the wake of the
Enron-WorldCom scandals; second, how corporate
directors could promote the long-term enduring quali-
ties of their enterprises rather than give in to financial
market “short-termism;” and, third, how corporate
leadership could be rebuilt by linking long-term

performance with societal goals.

Since these reports, the nation (and the world) has
been hit by the worst economic crisis since the Great
Depression. One cause was poor business decision-
making by boards of directors and senior executives in
both the financial and industrial sectors. Corporate
compensation, in particular, has been sharply criticized
as poorly structured, a cause of excessive risk-taking
and out of proportion to good judgment and common
sense. These developments, combined with a constant
media barrage of stories about business issues, have
combined to drive public confidence in business to a
very low ebb. Cries for more regulation of business are
coming from many quarters.

In a period of economic turmoil and public policy fer-
ment, this Policy Brief seeks to identify the six essential
and seamless tasks which boards of directors and senior
executives together must discharge to create long-term
value through strong economic performance, sound
risk management and high integrity. To help restore
deserved trust in corporate governance and account-
ability, it seeks to provide an actionable framework

on the fundamentals for private-sector leadership.
Corporate leaders must balance risk-taking (innovation
and creativity) with risk-management (financial and
operational discipline) and fuse high performance with
high integrity to create durable, sustainable growing
economic enterprises that benefit shareholders and
other critical stakeholders.

This Policy Brief is released when necessary, spirited
and extensive regulatory debates are taking place on
the safety and soundness of the financial system and
on governance issues applicable to all publicly held
companies (e.g., disclosure on compensation and

risk; enhanced shareholder role). But, the Policy Brief
purposely focuses exclusively on private sector self-determi-
nation, not public sector regulation. The reason for this
approach is straightforward: a deep-seated belief that,
whatever the outcome of the many public inquiries
and varied public policy debates, only the leadership of
corporations—boards of directors and senior execu-
tives—can make the complex decisions that will yield
sustainable, durable creation of value with sound risk
management and high integrity. Because this role of
corporate decision-making is enduring and critical

to our nation’s economic well-being, the Policy Brief
encourages corporations to focus on these essentials,
which are fundamental regardless of policy outcomes,
as we move across the business landscape altered by the
Great Recession.

This Policy Brief seeks to build on, add to and tightly
focus the work of CED and other leading governance
groups on today’s problems. It also integrates insights
from Ben W. Heineman, Jr.'s ongoing research and
writing on corporate integrity. It is intended to be an
actionable, practical ideal. It is intended to stimulate
discussion on the essentials of corporate governance.
It is, of course, hardly the final word on this topic. But,
for those who must focus on making real-world deci-
sions about the destiny of publicly held companies, it
is an invitation to focused debate on corporate leaders’
most fundamental tasks.

This Policy Brief is authored by Ben W. Heineman,
Jr., former GE Senior Vice President for Law and
Public Affairs. He is a CED Trustee and chair of

the CED Subcommittee on Corporate Governance,
senior fellow at Harvard University’s Law School and
Kennedy School and member of the advisory board of

the Millstein Center for Corporate Governance and




Performance at the Yale School of Management. He
is the author of High Performance with High Integrity
(Harvard Business Press, 2008). The Policy Brief
was written with the active engagement and advice of
CED’s corporate governance subcommittee.
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Executive Summary

The business community faces a crisis in confidence.
Many are asking: how can corporations govern them-
selves more effectively?

—This Policy Brief describes six fundamental, inter-
related tasks which boards of directors and senior
executives should discharge in governing publicly
held corporations in order to regain the vital trust
upon which business is based. It hopes to make a
singular contribution by defining the six essential
governance tasks, by emphasizing their interrelation-
ship and by showing that these seamless tasks are the
touchstone of corporate accountability.

Boards of directors in particular should focus on these
six tasks in clarifying a “right-sized” role going forward.
This will require focused intensity. But, the CEO and
other senior company executives must make these
tasks the core of their leadership and management
efforts as they “govern” the company on a day-to-day
basis. This Policy Brief is not just about the role of
boards of directors but also about the importance of a
powerful board/business-leader partnership in direct-
ing the destiny of publicly held corporations.

By showing how closely, indeed seamlessly, these six
tasks relate to each other, this Policy Brief hopes to
provide an affirmative, actionable framework which
boards and business leaders can apply, as appropriate,
in their own corporations (to the extent they are not
doing so already, which some certainly are). Although
written in a prescriptive form, this paper, prepared

in the aftermath of the greatest economic down-turn
in 60 years, is intended to stimulate an important
discussion on the essentials of corporate governance,
not to exhaust or end it. It encourages debate on the
substance of what corporations should do, not just on
the processes for how to do it.

The six seamless tasks are:

1) A redefinition of the mission of the company—and
the role of the board of directors and the CEO to create

durable value for shareholders and other stakeholders
through sustained economic performance, sound risk
management and high integrity. This requires that
leaders must find a sound balance between risk-taking
(innovation and creativity) and risk-management
(financial and operational discipline) and must fuse
this high performance with high integrity (commit-
ment to law, ethics and values to reduce legal, ethical,
reputational, public policy and country risk). The
emphasis on short-term maximization of shareholder
value should be reduced significantly.

2) A revamped internal leadership training process built
on these integrated essentials of performance, risk and
integrity—and on a culture in which all are honored

and exemplified.

3) A refocused CEO selection process, flowing from a
revised leadership development process, which seeks a
broader set of skills appropriate to a redefined mission.

4) A restatement of fundamental but operational finan-
cial and non-financial measurements for performance,
risk and integrity that expresses the near, medium
and long-term corporate goals—with primary focus
on creation of sustainable value for shareholders and
other stakeholders, such as employees and customers,
essential to the company’s well-being.

5) A revision of compensation for the CEO and top
business leaders—and for other employees with
significant impact on the corporation—which is based
on real performance against those restated operational
objectives in the performance, risk and integrity
dimensions. Although top business leadership will
receive substantial annual cash compensation, a
significant proportion of compensation in a particular
year will be variable cash and variable equity which
will be paid out or held back over time as objectives are
met, exceeded or missed.

6) A re-alignment of the board’s fundamental oversight
function with the highest priority performance, risk

Xi



and integrity issues—those operational objectives
which are central to attainment of corporate mission
and to compensation based on the impact of actions
over both nearer and longer terms.

Corporations’ current statements of purpose may make
reference to these six fundamental tasks. But, the
tasks may either be lost amidst many other corporate
goals or may not be matched by robust practice. The
harsh reality is that business organizations must be
designed—by boards at a conceptual level and business
leaders at both a conceptual and operational level—to
check short-termism, greed and corruption and to
channel capitalism’s innovation and “animal spirits”
into sustained, durable creation of real economic value
within a framework of financial discipline, law, ethics
and values.

A relentless focus on the six fundamental tasks is an
important guide to creation of sustainable shareholder
and stakeholder value. Moreover, developing appropri-
ate executive compensation—the governance topic
generating the most public heat today—can only flow
from definition of corporate mission and articulation
of related operational goals and measurements.

—This Policy Brief also identifies difficult, real-
world problems which boards of directors and busi-
ness leaders must candidly confront because these
issues can undermine a corporation’s will and ability
to discharge the six, seamless tasks in a meaningful
way. These problems include: competition in the labor
market for top executive and other business talent; dif-
fering regulatory standards and the risk of regulatory
arbitrage; the limitations of many current compensa-
tion consultants; the increasing short-termism of many
institutional investors; and the dangers of gaming any
system of measurements. Each company will need to
devise its own response to these issues. This report
briefly notes some possible solutions to these problems
in the interest of stimulating debate and highlighting
governance agenda items for further research and
analysis.

—Finally, the Policy Brief discusses the ultimate
governance question: how can corporate account-
ability be assured? The pricing signals from the stock
market, an enhanced shareholder role in governance
and increased government regulation all may have a

role. But all have important imperfections in assuring
accountability. All are the subject of strenuous debate.

The most direct accountability mechanism is sound
stewardship by the CEO and senior executives

under the direction and oversight of hard-working,
independent-minded boards of directors who are best
positioned to balance the many competing interests at
play in all significant corporate decisions. Critics argue
that this accountability mechanism is weak because
boards can be self-perpetuating and inward looking,
incapable of asking CEOs hard questions and ignoring

important shareholder or other stakeholder concerns.

But the other methods of accountability are, in many
respects, all aimed at the fundamental goal of this
Policy Brief: strong, energized boards and business
leadership dedicated to the discharge, in good faith, of
the six essential functions, in part through meaningful
consultation with shareholders and other important

stakeholders.

Many reports, like this one, address hard problems,
with deep structural roots, by calling for leadership.
Too often that plea goes unanswered—or the struc-
tural problems are too intractable. But today, with
a governance crisis in confidence, it is in the interest
of corporations and of capitalism itself for people in
leadership positions truly to address the governance
problems of the era and provide a clear, credible and
powerful private sector response.

Xii



. Introduction

The business community faces a crisis in confidence.
Many are asking: how can corporations govern them-
selves more effectively?

This Policy Brief describes six fundamental, inter-
related tasks which boards of directors and business
leaders should discharge in governing publicly held
corporations in order to regain the vital trust upon
which business is based.

As discussed in more detail below, the first task is to
redefine the corporate mission away from short-term
maximization of shareholder value towards three
reinforcing objectives: creation of durable value for

shareholders and stakeholders through—

a. sustained economic performance
b. sound risk management and

c. high integrity.

From this general restatement of mission flow the

five other tasks:

2. revamped leadership development;

3. refocused CEO selection;

4, reformulation of operational goals to reflect
the broader mission;

5. revision of compensation to reward attain-
ment of those operational goals; and

6. re-alignment of board oversight to track the
highest priority performance, risk and integ-
rity issues.

Boards of directors in particular should focus on

these six tasks in clarifying a “right-sized” role going
forward. This will require energy and intensity within
the normal time parameters of board service. But, this
laser-like board focus will only be possible if the CEO
and other senior company executives also make these
tasks the core of their leadership and management
efforts as they “govern” the company on a day-to-day
basis. This Policy Brief is not just about the role of
boards of directors but also about the importance of a

powerful board/business-leader partnership in direct-

ing the destiny of publicly held corporations.

By showing how closely, indeed seamlessly, these six
tasks relate to each other, this Policy Brief hopes to
provide an affirmative, actionable framework which
boards and business leaders can apply, as appropriate,
in their own corporations. Such a framework is of
special importance in orienting the company towards
the essential in an era when any commonality among
shareholders has broken down—indeed shareholders
have many conflicting objectives and agendas—and
when stakeholders, too, make many competing
demands on the corporation. The forward trajectory
of corporations involves a balance between many
competing objectives and claims—not pursuit of one
simple goal—and, at the end of the day, only boards
and senior executives can make the complex decisions

to find the right balance.

Although written in a prescriptive form, this paper,
prepared in the aftermath of the greatest economic
down-turn in 60 years, seeks to stimulate an important
discussion on the essentials of corporate governance,
not to exhaust or end it, by arguing for the primacy of
the six fundamental tasks. It encourages debate on the
substance of what a corporation should do, not just on
the processes for how to do it. It discusses illustrative
concepts to provide context but hopes to avoid mind-
numbing or rote box-checking detail.

This crisis of confidence in corporate governance has
many origins. Major financial institutions (banks
and investment banks) and industrial companies
(automobiles) have gone bankrupt with significant
injury to all stakeholders. Important financial service
companies contributed to the credit melt-down and
severe recession (through, among other things, poor
risk management, high leverage, inadequate liquidity,
creation of ill-understood products). High, poorly
structured corporate compensation has drawn sharp
criticism as a cause in excessive risk taking and as

—_



out of proportion to good judgment and common
sense. And other corporations in both the financial
and industrial sectors, even those which are well-run,
are not immune from general reputational harm to
business caused by almost two years of headlines about
corporate problems, excesses and failures.

To address these real and perceived issues about
corporate leadership, about corporations’ ability to
govern themselves effectively and about corporate
accountability, there are two broad options:

+ more public-sector regulation to limit private-
sector self-determination either in the financial
sector or across all publicly held corporations;
and

+ more broad-gauged, transparent and effective
private-sector leadership to articulate the core
purposes of public corporations and to carry
them out with rigor.

This Policy Brief focuses on the second option:
enhanced corporate self-governance at all publicly
held companies.' It builds on prior policy statements
from leading governance groups® and on recent reports
about the causes and cures of the financial and auto-
mobile company melt-downs.?

It hopes to make a singular contribution by defining the six
essential governance tasks, by emphasizing their interrela-
tionship, and by showing that these seamless tasks are the
touchstone of corporate accountability.

A company culture that truly makes the six intercon-
nected tasks a reality is necessary whether or not there
is additional public-sector regulation. Some companies
discharge some of these tasks; some may discharge all.
But, to meet the demands of the times, all companies
may find it helpful to re-assess their current approach
against these six priority actions. At the end of the
day, whatever the result of the public-policy debates
about governance structure and process, only out-
standing boards of directors and outstanding business
leadership can together make corporations work.




II. RESTORING TRUST WITH SIX ESSENTIAL

GOVERNANCE TASKS

In this period of economic upheaval and change,
boards of directors and CEOs are buffeted from many
sides with conflicting demands about what they should
do. A common board lament is being overwhelmed
with too little time and too much complexity.

In arguing that boards of directors and business
leadership must discharge six core tasks in order to
regain public trust, this Policy Brief underscores that
these are seamless, building upon and reinforcing each
other. While the details of discharging these tasks will
necessarily vary with company, industry, geography
and competition, focusing on them together as action-
able, core functions will help answer the pressing
question asked by boards and business leaders: what
should be our priority tasks?

Attempting to draw the line between board-of-director
and business-leader responsibility is not the purpose of
this Policy Brief. The long-standing proposition that
the board of directors sets the corporation’s direction
and oversees implementation—and the CEO and
senior executives lead and manage the corporation it-
self—continues to apply. Too much of the governance
writing, especially since Enron, has emphasized the
board’s role in being a check and balance on manage-
ment, as if they are necessarily in perpetual opposition.

But—and this must be empbasized—if the board
correctly defines the jobs of the CEO and top business
leaders and chooses the right people, the primary
relationship should be a questioning but affirmative
partnership. That partnership critically but construc-
tively tests the reasonableness of both the fundamental
systems and processes instituted by management and
the high priority decisions and results flowing from
those systems and processes.

1) Redefining the Mission of the Corporation—and
the Roles of the Board of Directors and the CEO.

Far too much emphasis has been placed in recent years
on the single corporate goal of maximizing short-term

earnings per share, stock price and shareholder value.
As discussed below, this is due, in important part, to
pressures exerted by the change in institutional inves-
tors who are increasingly preoccupied with short-term
results, with beating composite industry benchmarks
and with their own absolute profitability, rather than
company fundamentals.

A statement of the mission of publicly held companies,
appropriate to these times, is creation of durable

shareholder and stakeholder value by:

< Attaining bigh performance which means:
strong, sustained economic growth; through
the continuous provision of high quality goods
and services; which in turn provide durable
benefits for shareholders and other stakehold-
ers (creditors, employees, customers, suppliers,
communities, regulators) upon whom the
company's health depends.

+ High performance entails an essential balance
between risk-taking (the creativity and innova-
tion so essential to the growth of our economy)
and economic risk-management (the financial,
commercial and operational disciplines so
essential to the soundness and durability of
business institutions).

< Creating a culture of bigh integrity which means:
robust adherence to the spirit and letter of
the formal rules, legal and financial; adoption
of global ethical standards which are in the
company's enlightened self-interest and which
bind it and its employees as if they were formal
rules; and securing employee commitment to
the core values of honesty, candor, fairness,
reliability and trust-worthiness in all internal
and external relationships.

+ High integrity has positive benefits inside the
company, in the marketplace and in a global
society but it also addresses serious legal,

w



regulatory, reputational, communications and
public-policy risks which are also important
facets of contemporary business.

« Fusing bigh performance with bigh integrity. This

fusion of sustained economic performance
with a strong commitment to law, ethics and
values is the foundation of the contemporary
corporation.

< Properly addressing business-in-society issues. In
balancing risk-taking with risk management

and in fusing high performance with high
integrity, contemporary CEOs, and their top
business associates, need to pay systematic
attention to business-in-society issues: how
society can and will affect the conduct of
business; how business has an impact on
society; and how business leaders should shape
and communicate the alignment of business
with societal interests through the concept of
corporate citizenship.*

As emphasized, each company will give detailed
meaning to these concepts of performance, risk and
integrity, but together they constitute the core mis-
sion of the contemporary corporation and define the

fundamental role of the board of directors, the CEO

and other senior executives.

2) Revamping the Leadership Development Process.

Corporations often provide highly specialized training
in such business skills as sales, marketing, finance, IT,
business development, manufacturing, engineering
and product or technology development. They also
may provide less specialized, more general training for
P&L (profit-and-loss) managers, who are promoted
from positions of narrow expertise to assume broader
operational responsibilities. Such general manager
training customarily focuses on achieving commercial
goals in different environments.

+  But, with careful board oversight, the CEO
and other top business leaders must institute
management development processes for corpo-
rate P&L and functional leaders that, at eatly
stages in their careers, put strong emphasis not
just on developing specialized expertise or on
achieving commercial goals but on developing
the experience and skills to do this through

balanced risk-management and performance
with integrity. This emphasis on risk manage-
ment and an integrity culture should be a
talent-management imperative as individuals
rise within the corporation and face increas-
ingly broader challenges requiring integration
of all three dimensions of corporate mission.

+  Such development will involve broader and
different educational courses offered by the
corporation during an individual’s career on
the interrelationship between performance,
risk and integrity in the context of a global
society. Such courses may be offered inside
the company or in executive MBA or executive
education programs—but a rethinking of such
courses, both in the company and in academia,
may be necessary, given a broader definition
of the CEO and business-leader role and the
robust debate about necessary changes in busi-
ness education as a result of recent business
failures.

+  Such leadership development will also entail
giving high-potential individuals a broader range
of assignments earlier in their careers—e.g.,
working on a team scrubbing a new product
line for its risks; being integral to a major
internal investigation of potential wrong-
doing; helping to ascertain the geopolitical
issues, as well as the business issues, in locating
a new manufacturing facility in one of three
or four Southeast Asian nations; assessing
supply-chain risks and opportunities—and
third-party suppliers—in emerging markets.
Establishing the theory and practice of
systematically implementing cross-functional
assignments for up-and-coming leaders is a
vital role for the CEO and senior HR leader
working with the management development
and compensation committee of the board of
directors.

3) Refocusing the Process for CEO Selection—and
for Other Promotions into High Corporate

Positions.

The ultimate result of the initial tasks—redefining the
mission of the company and the CEO and revamping
leadership development—should be a CEO-succession




process which expressly searches for and then selects
a new leader for the company whose personality and
career reflect the combination and integration of the
necessary performance, risk and integrity dimensions.

+ As it begins this succession process, the
board of directors should restate and reiter-
ate the mission of the company and the key
characteristics of balancing risk taking with
risk management and fusing high performance
with high integrity in a company-specific
articulation of purpose aimed at both inside
and outside audiences.

+  In exercising this function—which has histori-
cally (and properly) been viewed as its most
important task—the board should hopefully
(ideally) be able to choose from a strong talent
pool inside the company.

+  Similarly, promotions to senior corporate
leadership jobs which the CEO recommends
and the board of directors approves should be
awarded to individuals who have the broad
constellation of talents and skills required by
the contemporary corporation with a redefined
mission.

The need for core economic performance skills—fi-
nancial, commercial, operational, strategic—are as
important as ever in the CEO and top business leaders.
Nothing said here is intended in any way to diminish
the primacy of high economic performance in a busi-
ness organization. But failures of business leadership
in the recent past have frequently been due to serious
weaknesses in risk assessment and management, or to
serious lapses in adhering to legal, financial or ethical
standards.

These failures have had significant, even catastrophic,
impacts on shareholders, creditors, employees, custom-
ers, suppliers and communities. They have, over time,
eroded the trust upon which successful conduct of
business depends. A contemporary CEO must have
proven skills in risk management, in creating a culture
of integrity and in understanding business-in-society
issues which pose both threats to, and opportunities
for, the corporation. Strength in commercial opera-
tions and strategy is absolutely necessary, but not
sufficient, in today’s business environment.

4) Reformulating Operational Objectives for Perfor-
mance, Risk and Integrity.

How the company measures commitment to its funda-
mental mission over the short, middle and long term
is, of course, a critical task in driving desired behavior
and setting the terms for corporate accountability.®
Boards of directors and business leadership must
together define a concise, comprehensive and robust
set of operational objectives across the dimensions of
economic performance, risk management and high
integrity which can be clearly communicated inside
and outside the company. Some will be enduring, like
fundamental systems and processes. Others will need
modification as the competitive, regulatory and geopo-
litical landscape changes.

This annual process of translating the broad articula-
tion of mission into operational objectives requires
great care and sustained attention. It should measure
both financial and non-financial factors. It must
become a core feature of the board/business-leadership
relationship—a joint “deliverable” at the end of one
year to provide an accountability test in the next.

Some important, illustrative measures follow. Each
company will, of course, explicitly articulate and clearly
explain the ones which it chooses to use because each,
by itself, can create or hide problems.”

a. Sustained Economic Performance. These measure-
ments should be insulated as much as possible
from book-keeping manipulation and short-term
stock price fluctuations.

+  The efhicient use of capital through such
measurements as return on assets and return
on invested capital.

+  Operational excellence as reflected in cash flow
or operating margins or productivity increases.

+  Strong connections to customers, through
such measures as: market share, increases in
revenues, repeat customer percentages, assess-
ments of customer satisfaction, new products
as percentage of offerings, brand strength.
For all the past focus on shareholders, the
core activity of the corporation is selling
quality goods and services to customers, the




stakeholders upon whom the company truly

depends.

+  Employee motivation, satisfaction and indi-
vidual productivity.

+ The more traditional performance measures
of net profits, earnings per share, stock price
increases, total shareholder return and return
on equity. While these metrics of economic
performance should not overwhelm all others,
they will continue to be important. One of
the challenges is how to give them their due,
not make them dominant and thus put them
in context with the many other measures of
performance which make for a strong, growing
company.

+ How, and to what degree, changes in new
technologies, new products, new acquisitions
(or dispositions) and new geographies posi-
tively impact economic performance.

+  Performance against peer companies in all
the measurements mentioned above whenever

possible.

b. Systematic Risk Management for Economic

DPerformance. Risk disciplines must be matched
with decisions about setting and implementing
economic performance objectives. This Policy Brief
discusses, in this section, direct economic risks relat-
ing to capital adequacy, leverage, liquidity, interest
rates, currency, credit-worthiness of counterpar-
ties, products and operations. Other critical risks
which can indirectly affect economic performance
such as legal, reputational, ethical, I'T, supply
chain, country and geopolitical issues are discussed
in the next section (on integrity measurements and
processes).

The goal, of course, is not to eliminate economic
risk taking—risk is the very nature of business.
Indeed, the drumbeat of risk discussions in the
recent past, while understandable, should not ob-
scure the essential role of business in creativity and
innovation. Rather the purpose is to understand
risks to the extent possible, mitigate to the extent
practicable and to ensure that there is adequate
spread of risk so if large known or unknown

adverse events occur the company is protected, not
from decline but from destruction.

A prefatory note on risk organization: there are
many different ways to organize risk functions
both inside the company and at the board level.
This Policy Brief does not attempt to say what is
the best organizational form. That will depend on
company mission and culture. As indicated below,
it does say that, inside the company, there need

to be independent experts on various direct and
indirect economic risks. At the board level, each
of these independent company experts should be
directly connected to a committee (be it Audit, a
new Risk Committee or a Public Affairs or Public
Responsibility Committee). Ultimately pulling
all the threads of risks together for the enterprise
is, however, the responsibility of the CEO (the
“chief” risk officer in a very real sense) and of the
board of directors as a whole.

i.  Within the company

+ Inside the company, the economic risk func-
tion must be independent of operational
business leadership. It must have direct access
to the CEO—and, on highest priority mat-
ters, to the board. Assessing whether such an
independent risk function exists, the quality of
its people, and where it reports are all part of a
risk measurement process.

+  The fundamental job of financial risk manage-
ment directed at economic performance is to
assess major, direct and discrete economic risk
dimensions of the firm—e.g,, capital, leverage,
liquidity, credit, currency, market, opera-
tions—through process-mapping, identifica-
tion of important risk areas, and development
of risk-mitigation measures and controls.
Activities covered range from new products,
to new geographies, to new customers, to
major areas of existing operational exposure.
Companies must also rigorously assess off-
balance-sheet risks as part of this activity.?
These fundamental risk systems and processes
can be assessed and measured.

+  Asamatter of business decision-making, the
risk function should have an opportunity in




front of top leadership (separate from the
business leaders proposing a course of action)
to present important issues. The risk function
doesn't make the decision: top business leaders
and (on high priority matters) the board of
directors must expressly balance well-artic-
ulated reward and risk. But boards and top
business leaders must understand as clearly as
possible not just the rewards, but also the risks
through candid, systematic presentations by
those expert in risk. A bealthy, candid debate is

critical. Again, it is possible to assess whether
such interaction took place during the course
of the year on the right set of priority issues.

Risk management must also ascertain the
systemic risk to the corporation from the
combination of financial, commercial and
operational risks. Without entering the
voluminous and spirited debate about math-
ematical risk models, it is fair to say that, while
they have utility in measuring some types of
systemic risk, they are not better than their
assumptions and the past data from which
they are constructed—which can well be
inadequate in times of future stress or disloca-
tion. Systemic risk assessment involves some
scenario-planning around worst-case critical
issues—such as leverage, liquidity, currency,
credit and operational risks—including

those occasioned by major global economic
dislocations.

The company must decide how to spread risk
prudently so that even an unknown, low-
probability event in a particular area or activity
cannot sink the company. Articulation of this
spread-of-risk philosophy and adherence to it

is also an important risk objective.

Similarly, the company should institute early
warning systems on economic risks—whether
in regular valuation of assets, or changes in
markets, or unforeseen moves from competi-
tors—which trigger a high-level discussion of
risk-taking/risk-management issues that could
lead to changes in course.

ii. At the board committee and full board level

+  There should be a board entity—whether the
Audit Committee or a new Risk Commit-
tee—which has the task of assessing the direct
economic risks noted above (capital, leverage,
liquidity, credit, market, operational) confront-
ing the company. Working with management,
it should review and agree upon the funda-
mental systems, processes and measures for
assessing, mitigating and monitoring risk, as
described immediately above. It should receive
timely updates on the status of high risks fac-
ing the company. It should also receive reports
from relevant risk officials in a company on
whether those receiving compensation above a
certain level have identified relevant risks and
taken appropriate risk-mitigation steps. (This
activity is relevant both to accountability and
to compensation.)

+  Ultimately it is the job of the full board to un-
derstand the work of the business leadership and
the risk/audit committee on the assessment and
management of the bigh-priority risks associated
with economic performance which can seriously

injure the corporation. Significant allocation

of its limited time should be devoted to this

subject of priority risk issues.’

Promoting High Integrity and Assessing Legal, Coun-
try and Geopolitical Risk. A major change for many
corporations would to be explicit about measuring
business leaders on creating a culture of integrity,

as defined above (law, ethics, values), and assessing
integrity risks as systematically as the corporation
reviews economic risks.'’

i. Inside the company

+ A company can measure the integrity promo-
tion efforts of its CEO and other senior
executives across at least five dimensions. Have
leaders:

—adopted key principles such as consistency
and commitment in both words and actions;
embedding integrity disciplines in business
operations; having systematic processes for
surfacing, analyzing and deciding ethical
issues; giving employees voice to express
concerns; protecting company security?




—adopted key implementing practices to make
those foundational principles a reality (risk
assess/risk manage fundamental business
processes intersected by variety of legal re-
quirements; insure that systems for preventing,
detecting and responding to integrity issues
are robust across businesses and geographies)?

—created an affirmative culture of integrity
where employees are not just afraid of violating
rules but affirmatively want to do the right
thing? Culture can be assessed by a number
of techniques, including anonymous internal
surveys, external reputational surveys and 360
evaluations of key leaders.

—performed well against peers (comparisons to
other divisions inside companies or to external
peer companies, in, for example, environmen-
tal compliance)?

—established and met annual goals and objectives
(how are hard problems handled, key people

hired, identified weaknesses remedied)?

As with financial, commercial and operational
risks, companies should establish “integrity”
early-warning systems to identify important,
emerging risks which can have indirect eco-
nomic impact (as well as other adverse effects):

—Changes in broad public-policy architecture
(e.g., tax, trade, environment, health care etc.).

—Changes in important but more fine-grained
legal or financial rules that can have a signifi-
cant impact on the company.

—Changing ethical expectations and
demands.

—Security threats to people, facilities, infor-
mation and supply chain.

—Changing geopolitical or country risk. In
particular, an understanding of geopolitical
context is critical because low-probability but
high-impact events (military action, currency
devaluations, political upheaval) can, of course,
have dramatic impact on business operations.

Propetly designed, such early warning systems
gather information systematically and present
issues on periodic basis to business leaders

for decision. Is detailed analysis beyond

issue identification needed? Business leaders
must decide. If so, should the business take
anticipatory action to get ahead of the curve
(e.g., adopt consumer protections in financial
services to anticipate regulatory change and
avoid enforcement actions and consumer law
suits)? Both the process (does every appropri-
ate business unit have such processes relevant
to their product mix?) and the results (were
challenges anticipated, if not why not?) can be
assessed.

ii. At the board committee and full board level

+ As with financial risk, a committee of the
board of directors should be responsible for
reviewing and agreeing upon the fundamental
measures for promoting integrity and the
systems, processes and measures for assessing,
mitigating and monitoring integrity, country
and geopolitical risk. As noted at the outset of
this section, whether this is the Audit Com-
mittee, a special Risk Committee or a Public
Responsibilities or Public Affairs Committee
will turn on each company’s culture. (Joint
committee meetings may be appropriate on
such topics as country or geopolitical risk
which have multiple causes and impacts.)

+  Finally, as with economic performance, it is
ultimately the responsibility of the full board to
oversee basic integrity risk-mitigation systems,
processes and priority results and assess whether
an integrity culture exists.

In sum, these basic operational goals and measure-
ments across performance, risk and integrity dimen-
sions are essential for allocating responsibility and
ensuring accountability inside the corporation. But
they also should provide a public template for account-
ability that is a meaningful alternative to the reduc-
tionist, at times misleading, metric of short-term share
price as indicator of company value and performance."
(See page 11 for discussion of a need for corporations
to articulate these operational goals publicly in order

to fix their responsibility and accountability.)




5) Revising Compensation for CEO, Senior Execu-

tives and Other Key Emplovyees.

A revised approach to compensation flows from a
redefinition of the CEO role, revamped leadership
development, a new process for CEO selection, and
development of broader operational objectives to hold
executives accountable. It should reinforce and be
reinforced by those other tasks. The broader purpose
is to change compensation based on short-term results
that ignore long-term risks and to use compensation to
incentivize short, medium and long-term value creation
attained with sound risk management and with high
integrity. The purpose of compensation is, of course,
to attract and retain talent, but within that balanced
framework. Select companies are moving explicitly in
this direction.'

The setting of compensation for the CEO and top
business leadership is a fundamental role of the com-
pensation committee and then the full board. But,
development of the overall compensation philosophy
and its application to top company talent should be a
joint board and senior executive function.

This Policy Brief advances the following concepts for a
revised approach to compensation. These concepts are
consistent with those advanced in other recent analyses
and reports as a consensus is beginning to form on
new pay principles (if not yet on critical details and

methodologies).®

+ Compensation for the CEO and top business lead-
ers should turn on actions and results in the three
separate operational areas comprising corporate
mission: sustainable, durable economic perfor-
mance; effective risk assessment and mitigation;
and promotion of an integrity culture through
systems and processes embedded in business
operations. Each should be a discrete element in
a comprehensive pay regime which then uses them
in combination to determine total awards.

+  Although top business leadership will receive
substantial annual cash compensation, significant
compensation in a particular year will be variable

cash and variable equity which will be paid out or
held back over time as performance, risk and integ-
rity objectives are met, exceeded or missed. These
objectives should generally reflect relative effort

of leaders—compared to past results within the
company (positive or negative trends) or against
peers or both. Deferred cash has the advantage of
avoiding stock price manipulation and providing
necessary liquidity to individuals. Deferred equity
has the advantage of tying employees to the long-
term creation of shareholder value.*

Variable cash granted in a single year will be some
multiple of annual cash and should be paid out in
increments on a multi-year schedule. Some misses
due to negligent or intentional acts—a significant
misstatement of financials upon which company
results were based or a serious failure to weigh risk
or a major integrity lapse—can lead to complete
cancellation of the variable out-year compensation.
Others misses due to serious, avoidable mistakes
may lead to a diminution but not cancellation of
variable compensation.

Variable equity should also be granted in one year
but only vest in out-years depending on attainment
of performance, risk and integrity measurements,
although the mix might be tilted more to balanced
economic performance (in the different categories
summarized above, efficient use of capital, opera-
tional efficiencies, relationships with customers
etc). Stock price increases and total shareholder
return should be a factor but not the factor.””
Again, these performance options or RSUs should
be withheld or clawed back for serious negligent
or intentional acts similar to the cancellation

of variable cash grants. So, too, lesser mistakes
may lead to diminution, not cancellation. To
minimize manipulation of business for short-term
stock gains even in the out-years a holding period,
beyond the vesting period, may be appropriate.

Variable cash and variable equity awards may

also be designed in the year they are granted with
incentives for sustained performance in the out-
years. For example, if future operational objectives
set in year one are exceeded in subsequent years,
then cash and equity awards from year one which
are vesting in those subsequent years could be
increased.

In cancelling variable cash or variable equity
awards for performance, risk or integrity misses
due to negligent or intentional acts, boards should




utilize “hold-backs” and “claw-backs.” A “hold-
back” occurs during the vesting period of the
award: the cash or equity never goes to the recipi-
ent. A hold-back occurs at the discretion of the
company, and employees have to bring an action
if they believe the corporate action was improper
or unfair. A “claw-back” occurs after the vesting
period and requires some type of formal company
action to demonstrate that clearly articulated
standards triggering a claw-back were breached.'®

+ Similarly, compensation plans must risk assess
jobs below the top business leaders and apply new
compensation design for individuals, not just top
officers, with the ability to commit resources with
significant long-term opportunities and risks for
the corporation (e.g,, those who sell instruments
creating long-term obligations for the company).
Compensation design will turn on specific perfor-
mance, risk and integrity parameters applicable

to those individuals. But, the variable cash and
equity compensation will outweigh annual cash
compensation. Here too, the board should have
the power to hold-back or claw-back variable

cash or equity for negligent or intentional misses
within a defined sphere of responsibility, as well
as providing for diminution or augmentation of
target compensation in the outyears depending on
enhanced or poor results.

But, even for those individuals important to
company performance, compensation should

have an important element built on company and
division results, not on solo contributions alone, to
help create a strong and loyal culture.

Application of these principles would sharply
reduce two problematic compensation mechanisms
which, in the view of a number of commentators,
drove short-termism and excessive risk-taking:

—the “naked” stock option which rewards a simple
increase in share price disconnected from attain-
ment of priority operational goals; and

—the huge annual cash bonus awarded without
regard to risk consequences in the out-years.

Such a compensation redesign—Tlike establishing
measurements for risk, performance and integrity

accountability—requires new thinking and hard
work.

—One problem is devising multi-factor mea-
surements (performance, risk, integrity) in the
right proportions that reflect the mission of the
company but are not so complex as to be confusing
or opaque nor so simplistic as to be a distortion of
reality.

—A second difficulty is ascertaining when
company leaders or individual performers have
made a difference by their efforts—the kind of
differentiation which should be at the core of all
compensation—or whether exogenous conditions
have affected results, either on the positive or the
negative side. Leaders and key employees should
not be penalized for events beyond their control,
but neither should they be rewarded excessively for
such occurrences.

—A third critical issue is pay equity (which has
drawn tremendous fire in the financial sector):
both the absolute amount and the amount relative
to other key personnel inside the corporation.
Companies need to face into the question: how
much is too much?

All these issues should be addressed in a revised
compensation regime.

+  The revised approach to compensations should be
communicated in clear, understandable terms to
shareholders and others. Meaningful, nuanced
discussion with appropriate groups about the ap-
proach to compensation, including but not limited
to shareholders, is more important than a blunt
“advisory vote” of compensation philosophy, mea-
surements and results at shareholders” meetings.

6) Re-aligning the Board’s Oversight Function.

The critical oversight function of the board of direc-
tors should be aligned with the performance, risk and
integrity measurements which indicate whether the
company is attaining high performance, sound risk
management and high integrity and which will be
used in delivering compensation to the CEO and top
business leadership over a multi-year period.

This alignment should help directors focus, in their
limited time, on what is essential.
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Propetly seen, “strategy” from the board perspec-
tive is not just commercial strategy, but the most
important performance, risk and integrity issues
facing the corporation both in the coming year and
over a longer-term planning horizon (3-5 years?).

At the end of each calendar year, the CEO and
top business leaders should present to the board
of directors a list of key performance, risk and
integrity issues. From this list and from their own
assessment of corporate challenges, the board will
choose the priority board meeting issues for the
coming year. This choice will set the core board
agenda, subject, of course, to the emergence of new
high-priority issues. A robust director discussion
of these possible priority issues, not just a quick
rubber stamp, should occur at this critical end-of-
year event.

The independent board chair or presiding director
will ensure that these issues are, in fact, covered
in depth during the course of the year and that
the core trade-offs and considerations are fairly
and candidly discussed with the board (whether
in written materials, oral presentations or some
combination). Requiring boards to give approvals
or considered views on hard issues after just one
meeting should be resisted. Structuring sequential
discussions of complex and important issues over
several meetings may help the board more fully
come to grips with priority matters. The board’s
task is to review, appraise, critique and enrich the
analysis and decision relating to these issues."”
The business leaders should strive to present the
board with high-quality information focused on
the priority issues and the real choices or options.
Quality, not quantity, and absolute candor on the
hard issues, not vague descriptions of the decision,
should be the touchstones.

At the end of each year, the CEO and business
leaders should prepare a report for board of direc-
tor’s review on how the company has performed

on the various measurements—and whether, in
light of experience and emerging developments,
the measurements for the following year should be
modified. Such a systematic review, coupled with
the agenda-setting exercise for subsequent board
meetings, can require significant board attention in
the fourth quarter both to assess the current year

and to plan for the subsequent one. It is hard to
imagine a better use of board/management time.
Such a review may also require intense discussions
between the board leader and the CEO in advance
of the board meeting to improve the candor and
completeness of the presentation.

+ To increase accountability, the board of directors
and business leaders could consider how to make
a report available to the public which in clear,
concise form discusses the record of the year
against operational goals—and the operational
goals and issues for the following year. At present,
discussions at end-of-year analysts’ meetings, in
Proxy Statements (e.g,, on executive compensation)
and in Annual Reports (CEO letter/Management
Discussion and Analysis) may not present a clear,
comprehensible account—in plain, understandable
language—of past goals, present record, future
goals. A new joint Board-CEO statement or
recasting of the CEO's letter to the shareholders in
the Annual Report could constitute such a “plain

English report.”®

* * * * *

Carrying out these six foundational, interrelated
governance tasks is the core of a right-sized, critical but
constructive relationship between a corporation’s board
of directors and its CEO/senior business leadership.
Carrying them out well should help create a strong,
durable growing corporation—and could address

the current crisis of confidence in the governance of
corporations.
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lll. Obhstacles

Boards of directors and business leadership must
honestly confront key obstacles to this basic reorienta-
tion of corporate governance. A brief enumeration of
salient problems follows, which is intended to raise
issues for further discussion, action, research and
analysis.

1) Labor Markets. Can individual corporations which
define short, medium and long-term performance,
risk and integrity operational objectives—and base
significant deferred compensation on their attain-
ment— compete in the labor market for business
talent? Other business entities willing to use large
amounts of cash and options, with fewer pay-out
requirements, may seek to attract top leaders and
performers in a very competitive labor market.

—One approach, beyond individual firm initiatives
and well short of comprehensive public regulation,
is for corporations in a particular industry group
(or in a more general business association) to
develop a code of compensation principles (in a
manner that must avoid antitrust concerns). A
corporation’s commitment to such a code and
subsequent implementation could be reported in
sequential Proxy Statements. Such codes must
have principles which are specific enough to guide
action. They must also avoid “leakage” either
through an inability to ascertain clearly whether
signatories are keeping their commitments or
through the refusal of peer entities to sign up in
the first place.

—A less difficult, more traditional approach is

to rely on institutional loyalty spawned by strong
leadership. Such leadership can create exciting,
empowered, growing corporations serving custom-
ers with great products and services and meeting
fascinating challenges in the global marketplace.
Many people have important values, other than
money, that need to be served in an institution—
and great leadership can make those values come

alive, can create loyalty and can, thus, attract,
retain, promote and challenge outstanding indi-
viduals from all over the globe. For those employ-
ees motivated solely by greed, little can be done

by an individual firm dedicated to the changes in
measurements and compensation described above.

2) Differing International Standards. Because of its

centrality to the effective functioning of the global
economy, the financial sector is the subject of
procedural or substantive regulatory debates ad-
dressing some or all of the governance issues raised
above—as well as important questions relating to
broader issues of safety and soundness. (See note
1.) For example, the G-20 recently announced a
set of broad principles covering risk and compensa-
tion practices which should be subject to national
regulation.'” But, the prospects for genuine har-
monization of national laws—or even significant
convergence—are mixed, at best.”” Until that
happens across major capital markets, there is a
genuine risk that companies or talented individu-
als in the financial sector will take advantage of
“regulatory arbitrage” to avoid governmental
pressures for the types of changes outlined above,
even if those changes are undertaken voluntarily by
financial institutions. Similar regulatory arbitrage
may occur with non-financial public companies as
a result of different regulatory regimes across the
globe relating to governance (and other impactful)
regulatory issues.

—Companies concerned about the issues in this
Policy Brief need to consider political action in
their major markets to urge as much uniformity as
possible. Such political action could be directed at
regulation which they believe is a necessary floor
under private action. But it could also be aimed

at regulations with which they may differ but
which will have greater adverse impact if lacking in
uniformity (e.g, capital requirements or liquidity
protections).




Change in Board Compensation Advisors. Many
compensation advisors to boards are expert in
comparing executive compensation delivered at
one company to compensation delivered at “peer”
companies. They are expert in designing various
mechanisms for delivering that compensation—
salary, bonus, deferred salary, deferred bonus,
stock options or restricted stock units. But, for
boards of directors to revise compensation of
senior executives and to oversee broader company
compensation regimes, they need their own advi-
sors with additional expertise. Many reports focus
on the advisers’ independence. That is important.
But a revised skill set is of equal importance.

—Compensation advisors to boards need to have
a detailed understanding about how the company
works in the context of global markets and global
society so that they can help the board have its
own perspective, when working with management,
to define the operational performance, risk and
integrity objectives which are appropriate to the
company and upon which a revised compensation
regime must be built. Finding such an advisor—
with business as well as compensation expertise—
may require boards to go beyond the traditional
compensation consulting firms. Eventually, a new
cadre of independent consultants can emerge, but
only if boards of directors make clear that they
want advisors who can help analyze the business
goals which must necessarily precede compensa-
tion sound design.

Short-Termism of Institutional Investors. Perhaps
the most difficult of these difficult issues is how do
corporations resist the short-termism of certain,

important institutional investors? Such investors
today own more than 60 percent of U.S. equities
and drive the direction of the stock markets.
Institutional investors—whether traditional ones
like pension, insurance and mutual funds or newer
more ones like hedge funds or micro-second trad-
ers—may be primarily, even exclusively, interested
in short-term profits to beat composite bench-
marks or to attain highly remunerative “2-and-20”
absolute returns. Individual investors place their
funds with institutional investors and are likely to
care more about how the institution manages their
money, than about the underlying performance

of the companies owned by various funds. There

is now substantial debate about whether (or over
what period) the stock market accurately reflects
the “value” and “performance” of a company,
especially as the average holding period for equities
is now less than a year.”!

These financial intermediaries can create pres-
sures for behaviors that are not in the interest of
sustained value creation. Indeed they can injure
the company by forcing bad business decisions (ill-
considered risk-taking, improper leverage to boost
earnings temporarily, deferred investments or
maintenance costs, delay of R&D) or by creating
pressures for illicit ones (fraudulent accounting,
improper payments). These intermediaries may
care little for a corporation’s other stakeholders
who have a long-term financial interest in the
company (e.g., long-term shareholders, creditors,
employees, customers). Although empirical
research is needed to understand their impact on
the market in near, middle and long-term time
periods, there is little question that institutional
investors with a short-term orientation are an
increasingly powerful force in the equity markets.

Two seasoned observers describe the problem.
In a new book, economist Henry Kaufman says:
“Most investment relationships today are very
fickle. Portfolio performance is measured over
very short-term horizons....Day trades and port-
folio shifts based on the price momentum of the
stock—rather than anything having to do with the
undetlying fundamentals—are commonplace.”*
Ira Millstein, a pioneer in the governance move-
ment and proponent of shareholder voice, has
recently expressed similar views.”> So have the

Federal Reserve and regulatory bodies in Europe.**

—One answer is to begin a much closer examina-
tion of the governance of these various types of
institutions, the compensation of fund managers
and the need for greater transparency.” But, given
the variety of institutional investors, it may be a
long process to evaluate governance, fund manager
incentives, the different market impact of different
types of institutional investors and, ultimately,
whether any private or public, substantive or
procedural, “governance” reforms are necessary or
appropriate.

14



—A second response is to consider adjustments
to current tax and other public policy provisions
which may promote short-termism.?

—A third approach is for boards and corporate
leaders to resist strongly the claims of “short-term-
ers” where, in the best exercise of their judgment,
actions to pump up short-term earnings and stock
price would be harmful to creation of long-term
value. In standing up in such circumstances,
business leadership needs to establish meaning-
ful engagement with other investors who have a
longer time-frame, either to secure support for
the corporation’s mission, objectives and method
of compensation or to make appropriate changes
such long-term investors suggest. Obviously,
companies talk with major shareholders and hold
analysts’ meetings. But it is worth examining
whether this process can be enhanced by more
complete, transparent discussion of the six seam-
less tasks with advisory councils of shareholders,
consistent with the strictures of fair disclosure

to all investors. A question of great moment is
whether those longer-term investors concerned
about durable growth of corporations can counter
the influence of other financial intermediaries
focused only on market movements and their own
short-term profits.

—The United Kingdom is considering transfor-
mation of the third approach into a more formal
“stewardship code” for fund managers which,
among other things, establishes best practices
for institutional investors that choose to engage
in discussions about long-term strategy (at times
collectively) with companies in which they invest
(while not precluding a “sell” decision if that is
deemed the most effective response). Under this
proposed regime, institutional investors choosing
not to comply with the “stewardship code” would
need to explain their alternative business model
and reasons for not subscribing to the “steward-

ship” code.”

Manipulating the Numbers. While it is important

to translate a redefinition of mission into opera-
tional financial and non-financial objectives across
performance, risk and integrity dimensions, these
measurements must be meaningful and carefully
implemented. While it is true, as a general matter,

that measurements drive behavior, it is also true,
that, when consequential, there is always pres-
sure to manipulate the measurements to hide
non-performance.

—Boards of directors and business leaders must
use audits and other checks and balances to

ensure that measures are milestones on the path to
corporate virtue not numbers to be “gamed” on the
road to corporate hell.

The Reduction of Pressure for Change. Although
effects of the credit crisis, the deep recession and
high unemployment are likely to remain for some
time, signs of bottoming out or of nascent recovery
may remove pressure for regulation which is always
at its height when circumstances are at their worst.
And the threat of new regulation is one of the
drivers for private-sector change. Will companies
still face into the need for re-evaluating and pos-
sibly revamping the essentials of governance as the
recovery grows in strength?

—All companies, even (or especially) well-man-
aged ones, should view this period of economic
discontinuity as an appropriate time to review the
fundamentals of what the corporation stands for
and what are its core governance tasks. In fact,
improvement in the economy, however slight, may
lessen the need for full-time crisis management
and free up time to address these foundational

issues.
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IV. Accountability and Leadership

The crisis of confidence in corporate governance leads
to the ultimate governance question of how boards of
directors and business leaders are held accountable.
Although a number of mechanisms exist, they all lead
back to finding boards of directors and business leaders
who can create sustained economic value for share-
holders and other stakeholders with high performance,
sound risk management and high integrity.

This is so because, while the main accountability
mechanisms have strengths, they have also have
limitations.?®

1) The Market. One answer to the accountability
question is stock price. Maximization of shareholder
value has been seen as the ultimate goal of the cor-
poration and thus the measurement by which boards
and senior business leaders are held to account. As
discussed, the events of the past two years have raised
important questions about “efficient-market” and
“rational-choice” theories which posit the market accu-
rately assesses the value of the company. An important
question is “when” is the market yielding the “right”
valuation answer, given, among other things, the rise
of short-term institutional investors, the asymmetry in
information as companies and products become more
complex, the possibility of non-rational or irrational
behavior at any point in time and the periodic creation

of bubbles??

—So, even to say that the “long-term value” of a com-
pany’s stock is an important way to measure account-
ability is to raise questions. What is “long-term?” Is

a changed valuation in out-years a steady trend over
time or simply a “short-term” valuation at some future
point? In light of the widely divergent institutional in-
vestor time frames, objectives, products, risk appetites,
incentives, governance structures—and the irrationali-
ties and inefficiencies of the market—there are serious
and intense debates in the business, economics and
finance communities over whether, when and to what
degree stock price is the proper measure for holding
companies accountable.

2) Shareholder Involvement. A second answer to the

accountability question is more shareholder involve-
ment in the governance of the company. Such involve-
ment can be imposed by regulatory entities (federal
government, states, stock exchanges) or adopted by
the company itself (through voluntary changes or
through responses to shareholder votes). One type of
change is aimed at enhancing shareholder “advisory”
voice. Recent examples are, of course, “say-on-pay”
shareholder advisory votes and attempts to make it
easier for shareholders to call a meeting. A second is
directly to affect the election of directors. One recent
example is the requirement that directors who receive
less than 50 percent of votes cast should resign (or be
removed from) the board. Another long-standing and
controversial issue involves “ballot-access” proposals
which would make it easier for dissident shareholders
to put a director nominee up against the board’s own
slate in the election of directors.

—Of course, as noted, there is no such animal as a
“shareholder.” Instead, equity owners are a menagerie
of the individual and institutional; the short, long or
both; the technical or not. Whether shareholders are
part of the solution (because boards can be complacent
and self-perpetuating) or part of the problem (because
of the short-termism of important institutional inves-
tors disconnected from any concern about the funda-
mentals of the underlying company) is also a subject of
spirited debate regarding shareholder “voice,” “access,”
and, of course, the rules governing takeover and
control, the ultimate exercise of shareholder power.

3) Government Regulation. A third accountability

mechanism is government regulation, where public
decisions limit the discretion and self-governance of
private corporations. Such limitations in our “mixed”
economy have, of course, existed since the 19th century
and have covered a wide array of issues from taxes to
disclosure to listing requirements to environmental

health and safety.




Today, in the case of financial institutions, global regu-
lators are considering a number of substantive require-
ments, which would limit business decision-making:
e.g,, counter-cyclical capital requirements, liquidity
protections, accounting standard revisions, credit
agency reform, regulation of complex products, author-
ity to address systemic risk, and special oversight for
large complex organizations. Similarly, with respect to
all publicly held companies, various procedural/disclo-

sure requirements are also under consideration, such as
increased transparency about how risk is managed and
how compensation is designed in order to discourage

“ . ” . . . .

excessive” risk-taking., Organizational mandates—
such as a “risk-committee” requirement—are also
being considered.

—Here, too, there are sharp debates about: the shape
of regulation, its effectiveness, its possible unintended
consequences and its impact on the necessary innova-
tion and creativity which drive companies and the
economy.

4) Back to the Future: The Duties of Boards of
Directors and Top Business Leadership. At the end
of the day, this Policy Brief notes these important

accountability mechanisms, and some of the key issues
they raise. But, because of its focus on self-governance,
it does not address the debates switling around them.
Instead, it stresses that the goal of accountability
mechanisms briefly described above (with a caveat
about short-term investors disinterested in company
fundamentals) is, or should be, a board of directors and
top business leadership that discharges the six seamless
tasks with vision, energy and effectiveness to create
long-term value for shareholders and stakeholders.

The stock market, the shareholders, and the govern-
ment cannot lead and manage the corporation. The
ultimate accountability—and responsibility—still lies
with the senior executives and an engaged board of di-
rectors. This is so for traditional but still fundamental

reasons. Corporate decisions require judgment in
making the inevitable trade-offs. Only management,
under board oversight, can effectively implement the
corporate mission. Indeed, outstanding leadership
from boards and business leaders answers the prob-
lems which the other accountability mechanisms seek
to solve—outstanding leadership, not complacent,
self-protecting boards.

But, as this Policy Brief has argued, boards of direc-
tors and senior executives must explicitly address this
fundamental issue of accountability. Accountability
can be improved if corporate leadership focuses on the
six seamless tasks and if it articulates, both inside and
outside the company, a set of performance, risk and
integrity operational objectives which are clear and
understandable and against which boards and senior
executives can be measured and held responsible. Such
measures flow from a redefined mission which shapes
leadership development, CEO selection, and definition
of operational objectives. These tasks, in turn, focus
executive compensation on the right issues and re-align
board oversight on the right priorities. Candor in
assessing how the company is doing in relation to its
key operational objectives is essential to accountabil-
ity—and to creation of trust.

In this turbulent era, when debates about the role of
market prices, shareholder actions and government
regulation are on the front burner, it is vital that
boards and business leaders step up to the questions
about the capacity of corporations to govern them-
selves effectively.

Many reports, like this one, address hard problems,
with deep structural roots, by calling for leadership.
Too often that plea goes unanswered—or the struc-
tural problems are too intractable. But today, with

a governance crisis in confidence, it is in the interest
of corporations and of capitalism itself for people in
leadership positions truly to address the governance
problems of the era and to provide a clear, credible and
powerful private sector response.
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In focusing on self-governance issues, the Policy Brief does

not intend to minimize the importance of the public policy
debate on how to assure the safety and soundness of finan-

cial institutions in the future through regulation of such is-
sues as capital requirements, liquidity protections, systemic
risk, special regulation of large financial institutions, rating
agency reform and reform of accounting standards.

Similarly, the Policy Brief does not argue the pros and cons
of, nor minimize the potential importance of, more general
governance public policy issues which are currently the
subject of legislative or regulatory debates: e.g. compensation
(say on pay, clawbacks, no severance for poor performance,
independence of compensation committee, independence
and disclosure relating to compensation consultants;
disclosure of relation between pay and risk); director
elections (proxy access, ban on broker voting, abolition of
staggered boards, majority vote in uncontested elections);
risk (creation of special risk committee; increased disclosure
on risk); other (independent board chair; disclosure of
reasons for board chair/CEO structure). The Policy Brief
does address a number of these issues, but in the context of
desirable corporate self-governance and self-determination.

See, Committee for Economic Development, Built to

Last: Focusing Corporations on Long-Term Performance,
(Washington, D.C.: CED, 2007); Committee for Economic
Development, Private Enterprise, Public Trust: The State

of Corporate America After Sarbanes-Oxley, (Washington,
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ABA, 2009); Aspen Institute, Overcoming Short-Termism:
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Business Management (Washington, D.C.: Aspen Institute,
2009); The Conference Board, The Conference Board Task
Force on Executive Compensation, (New York, N'Y: 2009);
National Association of Corporate Directors, Key Agreed

Principles to Strengthen Corporate Governance for US Publicly-

Traded Companies (Washington, D.C.: National Associa-
tion of Corporate Directors, 2009); National Association
of Corporate Directors, White Paper on Oversight of Risk,
(Washington, D.C.: National Association of Corporate
Directors, 2009).

Financial Stability Board, FSB Principles for Sound
Compensation Practices: Implementation Principles, (Basel,
Switzerland: Financial Stability Board, 2009); UK Finan-
cial Services Authority, The Turner Review: A Regulatory
Response to the Global Banking Crisis (London, England: UK
Financial Services Authority, 2009); U.S. Treasury Depart-
ment, Financial Regulatory Reform: A New Foundation,
(Washington , DC: U.S. Treasury Department, 2009);
David Walker, A Review of Corporate Governance in UK
Banks and Other Financial Industry Entities: Final Recom-
mendations (London, England: UK Financial Services

Authority, 2009); Financial Reporting Council, 2009
Review of the Combined Code (London, England: Financial
Reporting Council, 2009).

See, Committee for Economic Development, Rebuilding
Corporate Leadership: How Directors Can Link Long-Term
Performance with Public Goal, (Washington, D.C.: CED,
2009). Corporate citizenship may be defined as having three
elements: sustained and durable economic performance
which benefits shareholders and other stakeholders; robust
adherence to the spirit and letter of formal rules; ethical
actions and shared values beyond what the formal rules
require that are in the corporation’s enlightened self-interest.
This last element may involve voluntary actions taken by

the corporation alone or it may involve positions taken on
public policy in connection with other parties (not necessar-
ily corporations alone) to secure a “social good” that is too
costly or too difficult for one company and that fairly weighs
public and private interests.

See, for example, Harvard Business Review On-Line
Debate, “How to Fix Business Schools,” Harvard Business
Publishing, April-May 2009, available at < http://blogs.
harvardbusiness.org/how-to-fix-business-schools/>. See,
also, Aspen Institute’s Center for Business Education
(www.aspencbe.org); Lane Wallace, “Multicultural Criti-
cal Theory. At B-School?,” New York Times, January 10,
2010, available at< http://www.nytimes.com/2010/01/10/
business/10mba.html>.

See generally, Committee for Economic Development, Built
to Last.

Of course, as with all measurements, an over-emphasis on
one may cause unwanted distortions. For example, return
on equity has been sharply criticized in the financial services
sector because that metric is higher when debt is higher.
Return on assets may prompt off-balance sheet activity.
Increased market share may come at the price of margin.
And even peer-to-peer comparisons may be misleading if
whole industries are making the same mistake (e.g. leverage
in financial services companies). Thus, articulation and
explanation of key metrics is important both for sound
operations and for generating the trust so important to
corporate health.

Some of the common economic risk problems—which have
been highlighted in the last year and apply to all corpora-
tions, not just financial institutions—should receive special
and continuous attention: lack of liquidity if in thinly traded
markets; too much leverage; assumption of market certain-
ties (housing always goes up); failure to control small unit
with capability of creating big risk; securitization that hides
risk and pumps up profits; use of badly designed, ill-under-
stood products; lack of stress-testing for major dislocations;
lack of disclosure and transparency to senior leaders and the

board (let alone to the public).
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Companies are designing structures and processes for
managing economic, legal, ethical, reputational, public
policy, country and geopolitical risks in different ways.
Different specialists—and different organizational entities
within the company—may address different types of risks.
As noted in the text, this Policy Brief takes no position on
the desired way to organize risk inside the company beyond
the principles stated above. Best practices at a more detailed
level will emerge from experience.

For a more extended discussion of the integrity practices
and principles that can be built into compensation regimes
see generally, Ben W. Heineman, Jr., High Performance with
High Integrity (Boston, Ma; Harvard Business Press, 2008).

“Pay, Risk and Stewardship: Private Sector Architecture for
Future Capital Markets,” Millstein Center for Corporate
Governance and Performance at Yale School of Manage-
ment, Policy Briefing No. 5 Consultative Draft, June 11,
2009, p. 10. available at <http://millstein.som.yale.edu/
PolicyBriefings.sheml>. (“..the ultimate criterion corpora-
tions have used to define and measure performance, namely
‘short-term stock price movement, is blatantly insufficient.”)

See, UBS, “Compensation Report: UBS’s New Com-
pensation Model,” UBS, November 17, 2009, available at

<http://www.ubs.com/1/e/investors/compensationreport>;
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Credit Suisse, “Credit Suisse Announces its Compensation
Structure for 2009 and 2010,” Credit Suisse Press Release,
October 20, 2009, available at <https://www.credit-suisse.
com/news/en/media_release jsp?ns=41331>. At the end of
2009, two major American investment banks—Goldman
Sachs and Morgan Stanley—announced increased deferral
of compensation for top leaders as well as claw-backs of
deferred pay under certain circumstances: Louse Story,
“Goldman’s Curbs on Bonuses Aim to Quell Uproar,” The
New York Times, December 11, 2009, available at <http://
www.nytimes.com/2009/12/11/business/11pay.html>;

17
Aaron Lucchetti, “Morgan Stanley to Overhaul Pay Plan,”
‘The Wall Street Journal, December 30, 2009, available at < 18
http://online.wsj.com/article/SB1000142405274870413410
4574624680643054584.html>.
See notes 2 and 3, supra.
The total of variable cash and variable equity may well be 19

larger than fixed annual cash. The proportions between
variable cash and variable equity will depend on company
culture and the advantages of liquid incentives (variable
cash) or incentives tied to stock (variable equity which may
rise or fall relative to strike prices for reasons which may
not relate directly to company performance). Both should
be strongly linked to attainment of operational objectives
across redefined economic, risk and integrity dimensions; by
so doing, both should promote creation of long term value.

The Efficient Market Theory which some used to argue
share price and market capitalization were the key measures
of corporate performance has, especially after the events of
the past year, been subject to various critiques, including the
short-termism and other issues created by pre-occupation
with stock price alone. See, for example, Rakesh Khurana,
From Higher Aims to Hired Hand: The Social Transformation
of American Business Schools and the Unfulfilled Promise of the
Management Profession (Princeton, NJ: Princeton University
Press, 2007); Richard A. Posner, A Failure of Capitalism:
The Crisis of ‘08 and the Descent into Depression (Cambridge,
MA: Harvard University Press, 2009); George A. Akerlof
and Robert ].Shiller, Animal Spirits: How Human Psychology
Drives the Economy and Why it Matters for Global Capitalism
(Princeton, NJ: Princeton University Press, 2009). For
readable summaries of the debate, see Justin Fox, The Myth
of the Rational Market (New York, NY: Harper Collins,
2009) and John Cassidy, How Markets Fail: The Logic of
Economic Calamities (New York, NY: Farrar, Straus and
Giroux, 2009). For a succinct critique of the Efficient Mar-
ket Theory, see UK Financial Services Authority, Turner
Review, pp. 39-49. Given the complexity of our public
markets, this debate has been joined, but is hardly resolved.

Designing hold-backs and claw-backs, where benefits are
withheld or pulled back because of serious negligent or
intentional acts (of commission or omission) is a complex
subject, beyond the scope of this policy brief. Issues include:
defining acts which will give rise to holdbacks/clawbacks
(financial misstatements or a broader array of material
performance, risk and integrity issues). If the individual is
an executive when is he or she responsible for the bad acts of
people working for them? Who in the employee population
will be affected? For how long does the employee remain
exposed to hold-back/clawback provisions? What process is
due the employee; how will the provisions be enforced?

Committee for Economic Development, Built to Last.

Such a summary statement must, of course, comply with
legal disclosure requirements. It may have to be issued in
the first quarter of the subsequent fiscal year after issuance
of the 10-K, the Proxy Statement and the Annual Report
and, as appropriate, incorporate by reference.

Statement of the G-20 Leaders, September 26, 2009. With
respect to compensation at relevant regulated financial
institutions, the G-20 endorsed implementation of certain
Financial Stability Board standards, such as “requiring a sig-
nificant portion of variable compensation to be deferred, tied
to performance and subject to appropriate claw-back and to
be vested in the form of stock or stock-like instruments, as
long as these create incentives aligned with long-term value
creation and the time horizon of risk.” In the financial
setting, the G-20 also endorsed the power of regulators to
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set higher capital requirements when additional risks are
created through failure to implement sound compensation
policies. See section of Statement on “Strengthening the
International Financial Regulatory System,” paragraph 13.

In a statement following its March, 2009 meeting, the G-20
emphasized that, even though new financial regulation was
primarily a national responsibility, it had to be consistent
across boarders: “Regulators must ensure that their actions
support market discipline, avoid potentially adverse impacts
on other countries, including regulatory arbitrage....” See,
Francesco Guerrera and Megan Murphy, “Bankers Fear 24
Transatlantic Pay Split,” Financial Times, October 29,

2009, available at <http://www.ft.com/cms/s/0/6b7688d6-
c4c4-11de-8d54-00144feab49a.html>; Jeremy Grant, Tom
Braithwaite and Aline van Duyn, “Cracks Are Emerging

in Transatlantic Approach to Reform,” Financial Times,

January 6, 2010, available at <http://www.ft.com/cms/s/0/
ad574f78-fa62-11de-beed-00144feab49a.html>.

For example, average annual turnover in the NYSE Group
has been over 100 percent and the average holding period a
year or less since 2005. NYSE Group turnover is based on
NYSE & NYSE Arca Average Daily Volume. See NYSE
Facts & Figures, NYSE Group Turnover 2000-2009, avail-
able at <http://www.nyxdata.com/factbook>.

Henry Kaufman, The Road to Financial Reformation, (New
York, NY: John Wiley & Sons, 2009), p. 193. See also, Leo
E. Strine, “Why Excessive Risk Taking is Not Unexpected,”
New York Times, Dealbook Blog, October 10, 2009, avail-
able at <http://dealbook.blogs.nytimes.com/2009/10/05/
dealbook-dialogue-leo-strine/>. “..to the extent the
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[financial] crisis is related to the relationship between stock-
holders and boards, the real concern seems to be that boards
were warmly receptive to investor calls for them to pursue
high returns through activities involving great risk and high
leverage.” A survey of 208 investment professionals, half
from asset management firms and a third from “sustainable
investment specialists” found that 86 percent agreed with
the proposition that institutional investors should share

the blame for the financial crisis. Network for Sustainable 26
Financial Markets, “Credit Crisis: Business As Usual for In-
stitutional Investors?” available at <http://www.responsible-
investor.com/home/article/over_three_quarters_of_insti-
tutional_investors_say_they_should_share_blame/P0//>.

See also, Sophia Grene, “Institutions ‘haven't learnt’ from

the turmoil,” Financial Times, October 25, 2009, available
at<http://www.ft.com/cms/s/0/7eb0ff38-bffd-11de-aed2-
00144feab49a,_i_email=y.html>.

Ira Millstein and George Votja, “Financial Disaster
Recovery: A Private Sector Agenda for Risk Management,”
Directorship, December 2008/January 2009, p. 25. “The
proliferation of new owners puts the model of shareholder
activism, which was envisioned in the 1980s and 1990s,
under severe strain. Institutional investors were once

presumed to share a common goal when exerting pressure
on boards to monitor management and effectively guide
firm strategy. That assumed homogeneity now seems long
gone, and heterogeneity is ever on the rise. This diversity
of shareowners has brought a whole new host of agendas,
strategies and values to the table. Some of these owners
have limited investment horizons and are only interested
in realizing a short-term profit, and others have hedged or
shorted their positions and consequently have a financial
interest in the failure of the enterprise.”

The multi-national Financial Stability Board and the UK’s
Financial Services Authority, in their lengthy post-mortems
on the financial crisis, have analyzed the harmful effects of
investor short-termism. And, when the Federal Reserve
Board recently announced that it would supervise and if
necessary regulate executive compensation at the nation’s
banks, its proposed rule noted that shareholder views on pay
were inadequate: “Thus a review of incentive compensation
arrangements and related corporate governance practices [as
through “say on pay” votes] to ensure that they are effective
from the perspective of shareholders is not sufficient to
ensure that they adequately protect the safety and soundness
of the organization.” See Federal Reserve, “2009 Banking
and Consumer Regulatory Policy,” Board of Governors of
the Federal Reserve Press Release, October 22, 2009, avail-
able at <http://www.federalreserve.gov/newsevents/press/
bcreg/20091022a.htm> and the Federal Register notice, p.
55228, available at <http://edocket.access.gpo.gov/2009/
pdf/E9-25766.pdf>.

The Millstein Center for Corporate Governance and
Performance at the Yale School of Management has a
program on “Private Sector Architecture For Future Capital
Markets” which raises questions like governance, pay
structure, incentives, political influence—and role of both
executives and fund managers—in major types of investors/
financial intermediaries. See Milstein Center for Corporate
Governance and Performance, Yale School of Management,
“Pay, Risk and Stewardship.”

See Aspen Institute Business and Society Program,
Overcoming Short-termism: A Call for a More Responsible
Approach to Investment and Business Management. This
analysis argues that adverse impact of short-termism in the
stock market is serious: “In the absence of real change in the
focus of institutional investors and related intermediaries,
the various corporate governance reforms are unlikely to
reduce the likelihood of boards and managers responding to
short-term pressures.” The paper recommends, for example,
creating a greater differential on taxes for short and long-
term capital gains or removing the $3,000 cap on capital loss
deductibility from income for longer-term holdings.
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David Walker, A Review of Corporate Governance in UK
Banks and Other Financial Industry Entities: Final Recom-
mendations, note 3, supra, at pp. 68-88 and Appendix §;
Financial Reporting Council, 2009 Review of the Combined
Code, note 3, supra, at pp. 33-35.

This concluding section focuses on the four “accountability”
mechanisms: the market, shareholders as part of a gover-
nance structure (not just as investors trading in equities),
government regulation and corporate leadership (boards

of directors and senior business executives). One could, of
course, unpack the concept of “accountability” and identify
many more issues: the many different types of government
regulation and enforcement, the many different types of
private litigation, the accounting rules, the creditors, the
credit rating agencies and the markets not just for the daily
trading of equities, but for initial public offerings and for the
ultimate shareholder-as-investor accountability mechanism,
the battle for corporate control (obviously hedged in by vari-
ous laws and regulations). The point of this section is that,
whatever the purposes and effectiveness of these various
accountability mechanisms, only the board of directors and
top corporate leadership can, at the end of the day, build and
sustain a corporation that properly balances performance
and risk management in a culture of integrity.

See, note 15, supra.
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Chairman

The Mark Twain Institute

24



CED Trustees

MITCHELL S. FROMSTEIN
Chairman Emeritus
Manpower Inc.

CONO R.FUSCO
Managing Partner (Retired)
Grant Thornton

PAMELA B. GANN
President
Claremont McKenna College

E. GORDON GEE
President
The Ohio State University

THOMAS P. GERRITY
Joseph J. Aresty Professor of Management
The Wharton School of the University of

Pennsylvania

STUART M. GERSON
Partner
Epstein Becker & Green, PC

ALAN B. GILMAN
former Chairman

The Steak n Shake Company
CAROL R. GOLDBERG

Trustee
The Goldberg Family Foundation

ALFRED G. GOLDSTEIN
President and CEO - AG Associates
Alfred G & Hope P. Goldstein Fund

JOSEPH T. GORMAN
Chairman and CEO
Moxahela Enterprises LLC

EARL G. GRAVES, SR.
Chairman and Publisher
Earl G. Graves Publishing Co., Inc.

GERALD GREENWALD
Chairman
Greenbriar Equity Group

BARBARA B. GROGAN
Chairman Emeritus
Western Industrial Contractors

RONALD GRZYWINSKI
Chairman
ShoreBank Corporation

ADAM J. GUTSTEIN

Chief Executive Officer and President

Diamond Management & Technology
Consultants, Inc.

JUDITH H. HAMILTON
President and Chief Executive Officer
(Retired)

Classroom Connect

HOLLIS W. HART

Director of International Operations
Citi

WILLIAM HASELTINE

President
Haseltine Associates

BEN W. HEINEMAN, JR.

Senior Fellow

Harvard University’s Schools
of Law & Government
Former GE Senior Vice President
for Law and Public Affairs

HEATHER R. HIGGINS
President
Randolph Foundation

JOHN HILLEN

Chief Executive Officer

Global Defense Technology &
Systems, Inc.

G. PENN HOLSENBECK
Vice President and Corporate Secretary
Philip Morris International

PAUL M. HORN
Senior Vice President (Retired)
IBM Corporation

PHILIP K. HOWARD
Partner

Covington & Burling LLP

SHIRLEY ANN JACKSON
President
Rensselaer Polytechnic Institute

CHARLENE DREW JARVIS
President
Southeastern University

JEFFREY A.JOERRES
Chairman and CEO

Manpower Inc.

JAMES A.JOHNSON
Vice Chairman

Perseus, LLC

L. OAKLEY JOHNSON
Senior Vice President, Corporate Affairs
American International Group, Inc.

ROBERT L.]JOSS
Dean, Graduate School of Business
Stanford University

PRES KABACOFF

Co-Chairman of the Board of Directors &
Chief Executive Officer

HRI Properties

ROBERT KAHN

Senior Adviser, Financial Systems, Financial
& Private Sector Vice Presidency

The World Bank Group

EDWARD A.KANGAS

Chairman and Chief Executive Officer
(Retired)

Deloitte Touche Tohmatsu

MIKE KELLEY
Vice President, Government Relations

YRC Worldwide Inc.

WILLIAM E.“BRIT” KIRWAN
Chancellor
University System of Maryland

KAKUTARO KITASHIRO
Chairman

IBM Japan

YOTARO KOBAYASHI
former Chief Corporate Advisor
Fuji Xerox Co., Ltd.

THOMAS E.LAMB
Senior Vice President, Government Affairs

PNC Financial Services Group, Inc.

KURT M.LANDGRAF
President & CEO
Educational Testing Service

DAVID H. LANGSTAFF
Former President & CEO, Veridian Corp.;
Chairman, Wildheart Group

Veridian Corporation

W. MARK LANIER
Partner
The Lanier Law Firm P.C.

ROBERT G. LIBERATORE
Senior Transatlantic Fellow

German Marshall Fund of the U.S.

JOHN LIFTIN
General Counsel
D. E. Shaw & Co., L.P.

25



CED Trustees

IRA A.LIPMAN
Founder and Chairman
Guardsmark, LLC

JOHN C.LOOMIS
Vice President, Human Resources
General Electric Company

LILU
President
Himalaya Management LLC

EUGENE A.LUDWIG
Founder & CEO
Promontory Financial Group

COLETTE MAHONEY
President Emeritus
Marymount Manhattan College

ELLEN R. MARRAM
President
Barnegat Group LLC

CECILIA I. MARTINEZ
Executive Director
Reform Institute Inc.

MARGERY W. MAYER
President, Scholastic Education
Scholastic Inc.

T.ALLAN MCARTOR
Chairman
Airbus of North America, Inc.

ALONZO L.MCDONALD
Chairman and Chief Executive Officer

Avenir Group, Inc.

WILLIAM J. MCDONOUGH
Vice Chairman
Bank of America Merrill Lynch

DAVID E. MCKINNEY
Vice Chair
Thomas J. Watson Foundation

CAROL A.MELTON
Executive Vice President, Global Public
Policy

Time Warner Inc.

LENNY MENDONCA
Chairman, McKinsey Global Institute
McKinsey & Company, Inc.

ALAN G. MERTEN
President
George Mason University

HARVEY R. MILLER
Partner
Weil, Gotshal & Manges LLP

ALFRED T.MOCKETT
Chairman & CEO
Corinthian Capital LLC

AVID MODJTABAI
Executive Vice President, Technology

and Operations
Wells Fargo & Co.

G. MUSTAFA MOHATAREM
Chief Economist
General Motors Corporation

JAMES P.MOODY
Senior Financial Advisor
Bank of America Merrill Lynch

NICHOLAS G. MOORE

Director

Bechtel Group, Inc.

DONNA S. MOREA
President, U.S. Operations & India
CGI

MICHAEL G. MORRIS

Chairman, President and Chief
Executive Officer

American Electric Power Company

JAMES C. MULLEN
President and CEO
Biogen Idec Inc.

DAVID R.NACHBAR
Chief Human Resources Officer
Graham Packaging Company

DIANA S.NATALICIO
President
The University of Texas at EI Paso

DEAN R. O’HARE
Chairman and CEO (Retired)
The Chubb Corporation

NELS OLSON

Managing Director, Eastern Region;
Sr. Client Partner, CEO &
Board Services Practice

Kom/Ferry International, Inc.

RONALD L. OLSON
Senior Partner

Munger, Tolles & Olson LLP

LAURENCE G. O’'NEIL

President and Chief Executive Officer

Society for Human Resource
Management

CAROL J. PARRY

President

Corporate Social Responsibility
Associates

VICTOR A.PELSON
Senior Advisor
UBS Securities LLC

DEBRA PERRY

Managing Member
Perry Consulting LLC

GREGG PETERSMEYER
Chairman and CEO
Personal Pathway, LLC

PETER G.PETERSON
Founder and Chairman
Peter G. Peterson Foundation

TODD E.PETZEL

Managing Director and Chief Investment
Officer

Offit Capital Advisors LLC

MARK PREISINGER
Vice President, World Wide Public Affairs
& Communications

The Coca-Cola Company

DOUG PRICE
President and CEO
Rocky Mountain PBS

LOIS E. QUAM
President and Chief Executive Officer
Tysvar

GEORGE A.RANNEY
President and CEO
Chicago Metropolis 2020

NED REGAN
Professor
The City University of New York

JAMES E. ROHR
Chairman and CEO
PNC Financial Services Group, Inc.

ROY ROMER
Senior Advisor

The College Board

26



CED Trustees

DANIEL ROSE
Chairman
Rose Associates, Inc.

ANDREW S.ROSEN
Chairman and Chief Executive Officer
Kaplan, Inc.

LANDON H.ROWLAND
Chairman
Ever Glades Financial

NEIL L. RUDENSTINE
Chair, ArtStor Advisory Board
Andrew W. Mellon Foundation

GEORGE E. RUPP
President
International Rescue Committee

KENNETH P. RUSCIO
President
Washington & Lee University

EDWARD B.RUST
Chairman and CEO

State Farm Insurance Companies

BERTRAML.SCOTT
Executive Vice President and Chief
Institutional Development
and Sales Officer
TIAA-CREF

WILLIAM S. SESSIONS
Partner

Holland & Knight LLP

JOHN E.SEXTON
President
New York University

CHRIS SHAYS
Former Member of Congress

GEORGE P, SHULTZ
Thomas W. and Susan B. Ford

Distinguished Fellow
Hoover Institution

JOHN C. SICILIANO

Senior Managing Director and CEO,
Investment Boutiques

New York Life Investment Management

FREDERICK W. SMITH
Chairman, President and CEO
FedEx Corporation

PETER P. SMITH

Senior Vice President, Academic
Strategies and Development

Kaplan, Inc.

SARAH G. SMITH
Chief Accounting Officer
Goldman Sachs Group Inc.

ALAN G.SPOON
Managing General Partner
Polaris Venture Partners

JON STELLMACHER
Executive Vice President
Thrivent Financial for Lutherans

PAULA STERN
Chairwoman

The Stern Group, Inc.

ROGER W. STONE
Chairman and CEO
KapStone Paper and Packaging Corp.

MATTHEW J. STOVER
Chairman

LKM Ventures, LLC

HENRY S. TANG
Managing Partner
Committee of 100

DAVIA B. TEMIN
President and Chief Executive Officer

Temin and Company Incorporated

SARAH B. TESLIK
Sr. Vice President, Policy and Governance
Apache Corporation

LARRY D. THOMPSON
Senior Vice President, Government Affairs,
General Counsel and Secretary

PepsiCo, Inc.

JAMES A. THOMSON
President and Chief Executive Officer
RAND

PATRICK TOOLE
Vice President & Chief Information Officer
IBM Corporation

STEPHEN JOEL TRACHTENBERG

President Emeritus & University Professor of
Public Service

George Washington University

TALLMAN TRASK
Executive Vice President
Duke University

VAUGHN O. VENNERBERG
Senior Executive Vice President and

Chief of Staff
XTO Energy Inc.

JORGEN VIG KNUDSTORP
Chief Executive Officer
LEGO Group

JAMES L. VINCENT
Chairman (Retired)
Biogen Idec Inc.

FRANK VOGL
President
Vogl Communications

DONALD C.WAITE
Director
McKinsey & Company, Inc.

JERRY D. WEAST
Superintendent of Schools
Montgomery County Public Schools

JOHN C. WILCOX
Chairman

Sodali Ltd.

HAROLD M. WILLIAMS
President Emeritus
Getty Trust

LINDA SMITH WILSON
President Emerita

Raddliffe College

MARGARET S. WILSON
Chairman and CEO
Scarbroughs

H.LAKE WISE
Executive Vice President and
Chief Legal Officer

Daiwa Securities America Inc.

JACOB J. WORENKLEIN

Chairman and Chief Executive Officer,
(Retired)

US Power Generating Co.

KURT E.YEAGER
President Emeritus
Electric Power Research Institute

STEVEN ZATKIN
Senior Vice President, Government Relations
Kaiser Foundation Health Plan, Inc.

27



CED Honorary Trustees

RAY C.ADAM
Retired Chairman
NL Industries

ROYL.ASH
Chairman (Retired)
Litton Industries

ROBERT H. BALDWIN
Retired Chairman
Morgan Stanley

GEORGE F. BENNETT
Chairman Emeritus
State Street Investment Trust

JACK F, BENNETT
Retired Senior Vice President
ExxonMobil Corporation

HOWARD BLAUVELT
Retired President & CEO
ConocoPhillips

ALAN S.BOYD
Retired Vice Chairman
Airbus of North America, Inc.

ANDREW E. BRIMMER
President
Brimmer & Company, Inc.

FLETCHER L. BYROM
President & Chief Executive Officer
MICASU Corporation

PHILIP CALDWELL
Retired Chairman
Ford Motor Company

HUGH M.CHAPMAN
Retired Chairman
Nations Bank of Georgia

E.H.CLARK
Chairman and Chief Executive Officer
The Friendship Group

A.W.CLAUSEN
Retired Chairman and Chief Executive
Officer

Bank of America Corporation

DOUGLAS D. DANFORTH

Executive Associates

JOHN H. DANIELS
Retired Chairman and CEO
Archer Daniels Midland Company

RALPH P. DAVIDSON
Retired Chairman
Time Inc.

ALFRED C.DECRANE, JR.
Retired Chairman
Texaco Corporation

ROBERT R. DOCKSON
Chairman Emeritus

CalFed, Inc.

LYLE J. EVERINGHAM
Retired Chairman
The Kroger Co.

DON C. FRISBEE
Chairman Emeritus

PacifiCorp

W. H. KROME GEORGE
Retired Chairman
ALCOA

WALTER B. GERKEN

Retired Chairman & Chief Executive Officer

Pacific Investment Management Co.

LINCOLN GORDON
former President
Johns Hopkins University

JOHN D. GRAY
Chairman Emeritus
Hartmarx Corporation

JOHN R.HALL
Retired Chairman
Ashland Inc.

RICHARD W. HANSELMAN
former Chairman

Health Net Inc.

ROBERT S.HATFIELD
Retired Chairman
The Continental Corporation

PHILIP M. HAWLEY
Retired Chairman of the Board
Carter Hawley Hale Stores, Inc.

ROBERT C.HOLLAND
Senior Fellow
The Wharton School of the University of

Pennsylvania

LEON C.HOLT, JR.

Vice Chairman and Chief Administrative
Officer (Retired) Air Products and
Chemicals, Inc.

Holt Family Foundation

SOL HURWITZ
Retired President
Committee for Economic Development

GEORGE F.JAMES

DAVID T. KEARNS

Chairman Emeritus

New American Schools Development
Corporation

GEORGE M. KELLER
Retired Chairman of the Board
Chevron Corporation

FRANKLIN A.LINDSAY
Retired Chairman
Itek Corporation

ROBERT W. LUNDEEN
Retired Chariman
The Dow Chemical Company

RICHARD B. MADDEN
Retired Chairman and Chief Executive
Officer

Potlatch Corporation

WILLIAM F. MAY
former Chairman and CEO
Statue of Liberty-Ellis Island Foundation

OSCAR G. MAYER
Retired Chariman
Oscar Mayer & Co.

JAMES W. MCKEE, JR.
Retired Chairman
CPC International, Inc.

CHAMPNEY A. MCNAIR
Retired Vice Chairman
Trust Company of Georgia

J. W.MCSWINEY
Retired Chairman of the Board
Mead Westvaco Corporation

28



CED Honorary Trustees

ROBERT E. MERCER
Retired Chairman
The Goodyear Tire & Rubber Company

LEE L. MORGAN
former Chairman of the Board
Caterpillar Inc.

ROBERT R.NATHAN
Chairman
Nathan Associates

JAMES J. O'CONNOR
Retired Chairman and Chief Executive

Officer

Exelon Corporation

LEIF H. OLSEN
Chairman
LHO Group

NORMA PACE
President
Paper Analytics Associates

CHARLES W. PARRY
Retired Chairman
ALCOA

WILLIAM R.PEARCE
Director
American Express Mutual Funds

JOHN H. PERKINS

former President

Continental Illinois National Bank and
Trust Company

DEAN P. PHYPERS
former Chief Financial Officer
IBM Corporation

ROBERT M. PRICE
Retired Chairman and Chief Executive
Officer

Control Data Corporation

JAMES J. RENIER
Retired Chairman and CEO

Honeywell International Inc.

JAMES Q. RIORDAN
Chairman
Quentin Partners Co.

IAN M. ROLLAND
Chairman
NiSource Inc.

WILLIAM M. ROTH
former United States Trade Representative

THE HONORABLE WILLIAM
RUDER

former US Assistant Secretary of Commerce

RALPH S. SAUL
Retired Chairman of the Board
CIGNA Corporation

GEORGE A.SCHAEFER
Retired Chairman of the Board
Caterpillar Inc.

ROBERT G. SCHWARTZ

MARK SHEPHERD, JR.
Retired Chairman
Texas Instruments Incorporated

ROCCO C. SICILIANO
Chairman, Dwight D. Eisenhower
Memorial Commission

ELMER B. STAATS
former Controller General of the United
States

FRANK STANTON
Retired President
CBS Corporation

EDGER B. STERN, JR.
Chairman of the Board
Royal Street Corporation

ALAXANDERL.STOTT
Retired President & COO
GTE Corporation

WAYNE E. THOMPSON
Retired Chairman
Merritt Peralta Medical Center

THOMAS A. VANDERSLICE
Retired President and Chief Operating

Officer
GTE Corporation

SIDNEY J. WEINBERG, JR.
Senior Director
Goldman Sachs Group Inc.

CLIFTON R. WHARTON, JR.
former Chairman and CEO
TIAA-CREF

DOLORES D. WHARTON
former Chariman and CEO
The Fund for Corporate Initiatives

ROBERT C.WINTERS
Chairman Emeritus
Prudential Financial

RICHARD D. WOOD
Retired Chief Executive Officer
Eli Lilly and Company

CHARLES J. ZWICK
Retired Chairman
Southern Banking Corporation

29



CED Research Advisory Board

Chair:

JOHN L.PALMER
University Professor and Dean Emeritus
The Maxwell School of Citizenship & Public Affairs, Syracuse

University

Members:

ANTHONY J. CORRADO
Charles A. Dana Professor of Government
Colby College

ALAIN C.ENTHOVEN
Marriner S. Eccles Professor of Public & Private Mangement
Stanford University

BENJAMIN M. FRIEDMAN
William J. Maier Professor of Political Economy
Harvard University

ROBERT W. HAHN
Resident Scholar & Executive Director, AEI-Brookings Joint Center
for Regulatory Studies

American Enterprise Institute for Public Policy Research

DOUGLAS HOLTZ-EAKIN
President
DHE Consulting, LLC

HELEN E.LADD
Edgar Thompson Professor of Public Policy Studies and Professor of
Economics

Duke University

ROBERT E.LITAN
Vice President, Research & Policy
Ewing Marion Kauffman Foundation

ZANNY MINTON-BEDDOES
Washington Economics Editor
The Economist

WILLIAM D. NORDHAUS
Sterling Professor of Economics
Yale University

RUDOLPH G. PENNER
Arjay and Frances Miller Chair in Public Policy
The Urban Institute

30



CED Staff

CHARLES E.M.KOLB
President

LONE BRYAN
Director of Trustee Relations and Secretary of
The Research and Policy

AMANDA TURNER
Executive Assistant to the President

Director of Administration

Research

JOSEPH J. MINARIK
Senior Vice President and Director of Research

JANET HANSEN
Vice President and Director of Education Studies

ELLIOT SCHWARTZ

Vice President and Director of Economic Studies

STUART KOTTLE

Research Associate

MANUEL TRUJILLO
Research Associate

DONALD C.“BUFF” MACKENZIE
Senior Fellow

Communications/ Government Relations

MICHAEL J. PETRO
Vice President and Director of Business and
Government Relations and Chief of Staff

MORGAN BROMAN
Director of Communications

AMY MORSE
Communications and Outreach Associate

MEREDITH HANLEY
Director of Foundation Relations

LAURA OLDANIE
Program Manager

EEVA MOORE
Outreach & Online Communications Associate

RACHEL GORMAN
Outreach Associate

Development

MARTHA E.HOULE

Vice President for Development and
Secretary of the Board of Trustees

RICHARD M. RODERO
Director of Development

LINDSAY HOFFMAN

Development Associate

Finance and Administration

LAURA LEE
Chief Financial Officer and Vice President of Finance and
Administration

ANDRINE COLEMAN
Controller

HARRY SURJADIREDJA
Director, Database Operations and Business Analysis

JILL MITOKO
Office Manager

31
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For Economic Development

Selected Recent Publications:

Harnessing Openness to Improve Research, Teaching and
Learning in Higher Education (2009)

Teacher Compensation and Teacher Quality (2009)

Rebuilding Corporate Leadership: How Directors Can
Link Long-Term Performance with Public Goals
(2009)

Leadership and Shared Purpose for America’s Future
(2008)

Harnessing Openness to Transform American Healthcare

(2008)

Built to Last: Focusing Corporations on Long-Term
Performance (2007)

The Employer-based Health-Insurance System (EBI) Is At
Risk: What We Must Do About It (2007)

The Economic Promise of Investing in High-Quality
Preschool: Using Early Education to Improve Economic
Growth and the Fiscal Sustainability of States and the
Nation (2006)

Open Standards, Open Source, and Open Innovation:
Harnessing the Benefits of Openness (2006)

Private Enterprise, Public Trust: The State of Corporate
America After Sarbanes-Oxley (2006)

The Economic Benefits of High-Quality Early Childhood
Programs: What Makes the Difference? (2006)

Education for Global Leadership: The Importance of
International Studies and foreign Language Education for
U.S. Economic and National Security (2006)

A New Tax Framework: A Blueprint for Averting a Fiscal
Crisis (2005)

Cracks in the Education Pipeline: A Business Leader’s Guide
to Higher Education Reform (2005)

The Emerging Budget Crisis: Urgent Fiscal Choices (2005)

Making Trade Work: Straight Talk on Jobs, Trade, and
Adjustments (2005)

Building on Reform: A Business Proposal to Strengthen
Election Finance (2005)

Developmental Education: The Value of High Quality

Preschool Investments as Economic Tools (2004)

A New Framework for Assessing the Benefits of Early
Education (2004)

Promoting Innovation and Economic Growth: The Special
Problem of Digital Intellectual Property (2004)

Investing in Learning: School Funding Policies to Foster High
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Promoting U.S. Economic Growth and Security Through
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Reducing Global Poverty: Engaging the Global Enterprise
(2003)

Reducing Global Poverty: The Role of Women in
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How Economies Grow: The CED Perspective on Raising the
Long-Term Standard of Living (2003)

Learning for the Future: Changing the Culture of Math and
Science Education to Ensure a Competitive Workforce
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Exploding Deficits, Declining Growth: The Federal Budget
and the Aging of America (2003)

Justice for Hire: Improving Judicial Selection (2002)
A Shared Future: Reducing Global Poverty (2002)

A New Vision for Health Care: A Leadership Role for
Business (2002)

Preschool for All: Investing In a Productive and Just Society
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From Protest to Progress: Addressing Labor and
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Reforming Immigration: Helping Meet America’s Need for a
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Improving Global Financial Stability (2000)

The Case for Permanent Normal Trade Relations with China
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Welfare Reform and Beyond: Making Work Work (2000)

Breaking the Litigation Habit: Economic Incentives for Legal
Reform (2000)

New Opportunities for Older Workers (1999)

Investing in the People’s Business: A Business Proposal for
Campaign Finance Reform (1999)

The Employer’s Role in Linking School and Work (1998)

Employer Roles in Linking School and Work: Lessons from
Four Urban Communities (1998)

America’s Basic Research: Prosperity Through Discovery
(1998)
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CED Counterpart Organizations

Close relations exist between the Committee for Economic Development and independent, nonpolitical research
organizations in other countries. Such counterpart groups are composed of business executives and scholars and have
objectives similar to those of CED, which they pursue by similarly objective methods. CED cooperates with these
organizations on research and study projects of common interest to the various countries concerned. This program has
resulted in a number of joint policy statements involving such international matters as energy, assistance to developing
countries, and the reduction of nontariff barriers to trade.

CE Circulo de Empresarios
Madrid, Spain
CEAL Consejo Empresario de America Latina

Buenos Aires, Argentina

CEDA Committee for Economic Development of Australia
Sydney, Australia

CIRD China Institute for Reform and Development
Hainan, People’s Republic of China

EVA Centre for Finnish Business and Policy Studies
Helsinki, Finland

FAE Forum de Administradores de Empresas
Lisbon, Portugal

IDEP Institut de I'Entreprise
Paris, France

#EERES Keizai Doyukai
Tokyo, Japan

NBI National Business Initiative

Johannesburg, South Africa

SMO Stichting Maatschappij en Onderneming
The Netherlands
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