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THE FINANCIAILLY ORIENTED DIRECTOR

New Role @il Nesy Res

momsifitity

by RUSSELL E. PALMER/Wharexgimg Partner, Touche Ross & Co,

s the role of the fimancially

I:yrien(ed! director different firom
hat of other corporate directors?
To a degree it is.

Mast directors tend to see
themsellves as directans first, placing
their primary occupeations, skills,
personal interests, and even their
board commiitiee memirerships in a
context of broad regponsibility—a
view that is both appropriate amd
necessany. A financially oriented
directar, like any otier, needs this
breadth of vision because, wltimately,
his job is difeec titgg, not deigg. A
director with a finandial hadkgmownd
should not assume a broader nespon-
sibility for all financial problems, nor
should he narrow his responsibility to
exclude other matters.

Lawyers might argue that all
directors bear the same nesponsibility,
but whether they would advise all
director-cliemts to assume the same
role is open to questiom. Withat is
certain is that the rotes of these
directors have chamged. In his testi-
mony before the Senate Judiciary
Comimiittets subcommiittee on
citizens” and shareholdiers” rights and
remedies in 1977, ). Willsom WNewman,
a retired chairman of the board of

BDun & Bradstreet and a director of
Lockheed Aircraft Corparation, rafised
an important point about the
changimg role of directons: “Added
responsibilities are being placed on
directors and being demanded mow,
in terms of legal conceptl. They have
been there all the time, but now they
have suunfeceeh®

Before Watergate, for example,
how many directars wouwld have
bothered to ask about corporate
codes of conduct, illegal political
contributions, or bribery of foreign
government officiebs? Or, wntil
recentlly, how mamy directors would
have asked about womem or mingri-
ties in their organiizations? Few,
probabily. Now, under the law;
directors must concern themselves
with such guestions.

Adapting to Reality

A 1975 Conflerence Board report
suggests another impartant area of
change. The report, emtitled
"Corporate Directorship Practices;
Role, Selectiom and Legal Status of
the Board,” cites the “imcreasing legal
recognitiom of the compksiies of
modern busimess, and of the diver-
gentt backgroumdss, experience, and

responsibilities among directers on
the board.” Mareowar, the article
argues, there is a trend toward “mare
flexibilityy;, with the law adapting itself
to the problems at hand.” No lenger
do the same principkes necessanily
“govern the direciors of all corpora-
tions-witetther a thowsand or a
billiom dellar operatiom or whether a
service or a manufacturing orgamniza-
tion.” Nor does every director bear
“the same responsibiliity, whether he
be an insider, an offiicer, an outsider,
an attonmey, an investmenmnt banker, an
educatar, an envirommenteiist, or
wiatkeser. Significamtly, there are more
and more instances of counts look-
ing to the realities of the facts
presented,”

Those “realities” are far from clear.
But one thing is becomimg more
apparent=specialized kmowledge
does influemce the role a directar will
play while serving on a board. An
officer-directar, for example, can
gather more from the informatiom the
board receives about corporate activ-
ities thanm a director who has mot
served as a memiber of corporate
managemennt. Similarly, the fimamcially
oriented director is expected to apply
his experience and insight to the




board's busimess. As an examplle, the
accountamt or investment banker is
presumably better at spottimg imcon-
sistencies in a draft annual report
than an envirommentkd st or
clergymam.

In many states, statutorny law
reinforces these assumptions. The
Modlel Business Corporatiom Act, as
revised in 1975, authariizes a director
to rely om informatiom, opinions,
reports, or st adeamemtts—Himd ludiing
financial statements arid other fiman-
cial data prepared by corporate
empliayaes, outside experts, or a
board commiitiee of which he is net a
memtarr. The: exeaptiaion IS whean he
has knawledigelge wiideh wawldd cayse
sueth rellanerre to be unvnweuaned

According to the act, the fiman-
cially oriented director must be ready
to apply his knowledge of
accountiimg, auditimg, or other fiman-
cial mattens should events warrant,
He can and should evaluate the
credibility of the data furnished him,
"reading” financial stptements,
reports, and even diseussions at
boarg me@ﬂim to determine if
a8AYIRIRG is URUSWAl oF ineansistent
Diteeters are Aot required ie verify all
infermation en whieh they base dheif
deeisions; the Mol Bysiness
Eotporation Aet §ays that a direcisr
ean rely om the daia furpished mhim
when Re 4823 0 IR gosd f3ith:

In Litvinn v. Alldap, the court muled
that although directors are not ligble
for mistakes of judgmentt whille acting
with reasonable skill or prudence,
they must not be negligent. In the
Stithag Henmex case, the SEC publicly
criticized twe outside directers far
failing te fulfill their resgnonsilbilities,
even theugh Aelther had reasen (o
believe that the Stirling Hemx finan-
eial statements were false and
misleading. IR {Ris ease, the cOmMmMmis:
sian alse eited tRAe IRfreauRtYy dRM
perfunetdy Aature of the B8ard's

meetimngs, the absence of an audit
committiee, and the directors” failure
to inform themselives abouwt ant)
exercise control over the acoounting
principles used,

The Stitihgg Hameex case ghould
serve as a warning to the fiimancially
oriented directar, suggesting sitrongly
that he educate himselff aboutt the
increasingly compllax nature of finan-
cial reporting. Merely keeping up
with the new developmens in this
area is a major undertakimg, as a
glanece at the mamy souices of gener-
ally accepted accounting prineiples
willl eppfirmm. They imclude:

m The statements of the Fimancial
Accounting Standards Board

® Tedhnical bulietins issued by the
FASB staff.

m The ASRs and other promulga-
tioms of the SEC,

m The statements of position isaued
by the accounting standards execu-
tive committtee of the AICPA.

um Other AICPA publications, swch
as audit and accountimg guides.

The SEC Role

As formidable as this list appears,
financial reporting encompasses
more than generally accepted
accountinmg principlks. The SEC plays
a major role in shaping regporting
practices in the U.S,, requiring disclo-
sure of everythimg fram the proper-
ties owmed by an issuer to details
abeutt mamagementt compensation
and perguisites. And these mequire-
ments ehamge, and sometimes
radieallly.

Ome especially imporiamt example
of SEC interventiom is its ongoing
interpretatiom of the Foreign Corrupt
Practices Act. The commissiionis ASR
242 has already addiressed the
accounting standards reguirements
of the aet and the reporting of
guestiomablle paymenis. The SEC has
recently eireulated new propesals,

includimg a requirement that will
have far-reaching effects on all
publicly held busimesses. The com-
missiom wamls managememnt to
represent that its systems of imternal
accounting and comtroll provide
reasonable assurances that the broad
objjectines stated in the act are
achieved "withoult materiality of
amowHs " Obwiansily, the financially
eriepted direetor should momitar the
eomi ssioms, aetivities, in this area
with eare. He shouldl de mote,
Rewiemesr Beeause of his special
kRewrdge, he eah "edueate” Ris
fellew directess abowt the impliea-
tioms of the SEC's deepening ipvelve-
ment.

The financially oriented director
shouid be familiar with principles,
requirememts, and the relevant activi-
ties of regulatory agencies which
affect the comyamy. The knowledge
required will vary, dependimg om the
depth of the compamys imvolvement
with the agency.

Winille an acquaintamce with the
legal climate is extremely important
for all directars, it is particullarly so
for the financiallly oriented director
Legal requirements are impesed by
the courts;, the Miedkl or State
Business Corparatiom Act, and by
applicable federal law and regula-
tiors. Ohwinstly, each director
should keep up with the trepds in
ease law and statutes and make s9me
attemplt to recaghize wheie these are
likely te lead. Infermatiom en legal
gevelspmriHes eah Be fouRd iR &
AU oF publications, iR the
adminilirative aetiohs Brought By the
SEC. aRd in speeehes given BY (he
SEE€ coMRIssINRES aRd stath as well
33 By 13 profResos angd Sthers:

Aiding the director in his quest for
informatiom about his legal responsi-
bilities are such publicatiors as “The
Corporate Directorts Guidebook,”
prepared in 1976 by an Amenicam Bar




Neew Role and Newo lRegonstbility

Association subconmmiitese, and the
excellemt Confleremce Board research
reports. The Conferemce Board, the
Natiomal Associatiom of Corporate
Directons, and a numiber of reputable
academic institutioms hold educa-
tiomal semimans for directors. Hmnally,
each year, both specialized and
general publications; addess the legal
needs of directers.. Even though these
publicatiors and seminars do mot
usually deal with matters concerning
the finaneially eriented director
speeifiezilly, they disseminate mueh
valuable imfesmation.

Using the Advantage

At first glance, having a fimancial
background may appear to place
excessive bumrdems onm a conscien-
tious directar, whille increasing his
exposure to liahility. In reality;, a
financial orientatiom can be turned to
advantage, for it enables a director to
contribute mere to the compamy in
his capacity as a director wihile the
alse proteets Rimself legally.

If | myself were serving as a
director of a corporatiom, | would ask
to be appointed to the awdit
commiities. Memtbmrship on that
committiee would allow me to make
the most of the time spent in
fulfilling the portiom of my director-
ship obligatiom allocated to fimancial
mattens. Net enly could | use my
expefience as an accountamt, but 1
weuld alse Rave greater aceess to
finaneial information. With beth the
infermatiom and the time te eonsider
it, LSRN ssganflicaidly reeflice thiee
likeliRaeg that | weuld miss some:
[RIRE IMPBFIAL=1Me fOmEthing
| Might Be expecied {8 discaver
Becatze af my financial hackgiaund.

Ome of the mast difficult
challenges for directors may be
coping with the manmer in which
influemtiial critics and groups have
interpreted their role—everyone who

8

seriously comsidkers this swbject
recom mendks some imprevementts in
the system. In impaortamt imstances,
the counts are providing imterpreta-
tioms. The Kilaarn case offers a good
example.,

The comsemt judgment neswliting
from the SEC’'s enforcememit action
against Killearn Properties, Inc.,
mandates an audit committee
compesed of three outside directors.
It also prescribes ten specific duties,
such as reviewing the engagement of
independentt accoumtamis, the
companws procedures for imternal
auditing and its accountimg amd
finapeial comtrells, and all imfiormatien
abeut the finaneial eonditiom of the
eompamy and its subsidiaries which
will be disseminated by the company
te the public. Ne respansible direetsr
€an afferd to ignore the impl¢ations
8t this ruling:

The Board's Duties

In satisfying these demmamdls, what
should the financially oriented
director do? | can best approach this
questiom by sharing some Ithoughts
about what ) would do if | were a
director todiay. My thinking is bhased
on a simple premise: individual tboard
mermiens must have a clear idea of
the boards duties.

First, the board should spend a fiew
minuties at certain meetings to
consider formally the scope of hoth
its activities and those of ils various
committesss. Then, the fimancially
otiented directer sthauld try te imfly-
ence the audit eammiitee te cORsider
whether it sheuld underake eaeh of
{he ten aetivities listed in the Killearn
€8Tt SFdRY:

A financiallly oriented director also
should develop some criteria to guide
the audit comnritteee. For examplle, |
woulld not insist that the awdit
commiitiee automatiicallly review amd
approve all public releases comtaining

financial informatiom if: 1} The
outside auditors performed quarterly
reviews of interim informatiom. 2)
The results were reasonably in line
with budgets or plans. 3) Past audits
had not revealed that significant
errors escaped timely detectiom by
the cormmpamy's system of imternal
contiells and review of fimancial
managememt. Audit committee
invelverment will became essential if
the indepenmdent CPAS diseever a
preblem of if the results represent a
signifieant departure frem [plan.

A director should oppase over-
loading the boardt's agenda. If the
board canmot deal with mormal
business in its meetings, it should
consider forming additiomal sttanding
commiitees, or special commiltess to
deal with impertamt matters in swifi-
cient detail. The board can define its
role, in part, by identifying matters
that require in-deptih attention.

Boards have built-im mechanisms
for fulfilling their responsibiliities and
protecting their memfiss. If corp-
orate offiiials and emplleyees are
nott functioning as they sHm-thus
weakening the relianee that may e
placed on {Rein—the beard has a
elear duty.

Reasonable Exgpectations

Wihiile these suggestioms are certaimly
far from exhaustive, they do poinmt to
some matters that the fimancially
oriented director might keep in mind.
Richard Wfretrdly, 8 19th century
Archbishop of Dublim, enee ebserved
that "It is folly to expeet men te de
all that they may reasenably bBe
expeeted te do.” TAlSFRg AreR-
Bishep Whaiellys remarks to Quf
WM tifme, we ean wRfSHUnRately
antieipate that sameend will Aways
8xpeet @ Board t8 A48 M¥e than it
Ay ré3s9nably Be expecied i % IA
the face 8 these demandty, 2l We 3R
88 s try,
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