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FINDING NEW DIRECTORS

The Law of Supply and Demand

by ABRAHAM NADYAwlvlistear, Divectuordnip

at kinds of directors will
we need in the 1980's and
where will they come

from? To answer these questions, we
must look at where we stand today in
developing the kinds of boards which
will satisfy public expectations. In
fact, determining whesge public ex-
pectations must be satisfied is a
major question for the 1980's.

This is not an academie question.
The answer will significantly affect
the kinds of board structures we will
have in 1990 and how directors’ re-
sponsibilities will be defined. Pres-
sures for change are being exert-
ed contimuously-ty the fiederal
governmenit, by religious groups and
social-action organizations, and by
shareholders holding tieaditional
views of the fidugiary regponsibility
of directors and officers. Groups sueh
as the Business Reundtable, the Am-
erican Society of Compamnte Seere-
taries, and the Aretican Bar Assoeia-
tion alse have beea heavily invelved
in the ongeing debate ever the diree-
tion of change.

Enter the SEC

There is no question, howexer, that
the principal impetus for change

has come from the Securities and
Exchange Commissiom. The SEC
has been aided and abetted by
Congress—particullarly in the Foreign
Corrupt Practices Act of 1977, a law
which most people now agree does
considerably less to eliminate
overseas bribery than it does to put
the SEC into the accoumting and
auditing departments of every
domestic compamy reporting to the
COMMISSION.

But the SEC has been active in the
courts as well. No one should forget
the Texas Gulff Suljibiir case of the
late 1960°s, or BarClriss, Stifing
Hamewyx, or Penm Centrak! The
commizsion also has used with
considierable effect the power of
consent decrees, and it has been able
to persuade compamies to make
substantive changes in the composi-
tion, structure, and operations of
their boatds. In many cases, it has
required them to establish audit
commiltiees with very specific duties.

In addition, the SEC's corporate
governance inquiity, which began in
April 1977 and is continuing, has
been a major force for change. Two
annual rounds of rule changes for
proxy statement disclosure have

taken place alreadly, and a third-
round report is expected from the
commilssion this year.

The State of the Art Today

Under pressure—although voluntarily
in many cases, with no hint of
pressure—corporations ifhemselves
have changed the way their boards
work. General Motors, for example,
established a nomimating committee
in 1972, becomiing one of the first
corporations to do so. Off such
commiitiees today, General Motors
has one of the most highly devel-
oped. in 1968, Texas limstruments
adopted a board structure which is
now well knowmn. And others, such as
Commectiicut Gemeral Iimsurance
Compenyy, Mead Corpomation, and
Armco Steel, are continuing to evolve
the role of their boards of directors
and are establishing suitable com-
mittee structures,

But generalizations can be mis-
leading, considering the mumber
and diversity of publicly owned
corpeorations in the U.S. Even within
the ranks of the Fortune 500 iimdus-
trials, practices vary considerably
with respect to the size of boards, the
proportion of insiders to outsiders,
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the number and size of committees,
the frequency of meetings, and the
directors’ fees. In observing the great
differences between fortune’s
company number 1 and those ranked
450 through 500, we can get an idea
of how much greater the differences
are among the companigs too small
to make the $4'0 million sales cutoff
far the Fertune list this year

Ome generalization, howewen, is
safe: Directors of compamies most in
the eye of the public and the SEC
now take their jobs more seriously
than they did ten years ago. As a
result, the real standards of perfor-
fmance have been raised. Board
fmembers iR [hese eompamies are
putting in mexe time, handling new
Fespensibilities aleng with the tiadi-
tional enes. An additienal impetus
fer sueh perfarmanee is the fyle
adepted By the SE€ i late 1478,
WRIER requires earperate praxy state-
ments {8 diselese the funetians be-
iRg PeFfaFmed By three majar
committers=audit, COMpensation,
3pd H&H%IHQHH@

But not everyone agrees that such
commiittees are necessany, especially
people in smaller compamies. The
American Stock Exchange, for ex-
ample, adopted a rule in December
which enceurages. its listed compa-
fies Lo establish audit committees.
The SECs eRntRusiasi for the new
fule Ras Been sgmewhat resitained,
Rewexerr, inasmueh as it is enly a
FeCOMMeRRtIn, compared With the
mapdatery rule ﬁBBhE%‘I‘é {8 New
Yark Staek ExERange epmpanies sinee
J4Re 39.4978. A reasen cited By the
AMEX fBF RBt 3d8pting & Mandatary
Fule s that upiess Querthe-counier
88%%%%%% 3ng EB%E&%W%% listed 8R

RSt exchanges lsg are required 3
m%%i hesg g%&nﬁacﬁ% the AMEx
woula Be at ft w% isagvan:
e 8@%& Amex

leves Hat §

i
RRHIEESRIE RUmBe! 8f
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its companmies would delist rather
blaanc onmpily.

The SEC's displeaswre with the
Annex’s volumtary rule has ieen
underscored by a pointed mefierence
tothe Amex’s promise to review the
policy within a year. The SEC said
Hatthe Amex would need to
strengthen its rule unless its listed
companies without audit committees
did eamply iR ene year. Thus, the
pressufe centinues.

Supply and Demand

As standards of performance, per-
sonal risk, and time meguirements
have risen, the supply of potential
directors for many compamies has
diminished. And it will continue to
dimimish for small compamies in
particullar, just when many of tthem
will be looking to add more imdepen-
dent directors or to find outsiders for
the first time. In fact, many of these
companies will need to make sulb-

aratid [ al FeTegrgein iththey awath deir
boards operate in order to attract
outsiders who otherwise would not
want to take the risk.

The question of balancing risks and
rewards has been high in the minds
of the directors who have regponded
thus far to a Directocshipiys survey of
a small group of directors, The di-
rectors have been asked whether
they ever had declined an imvitation
to join a board and, if so, what the
principal reason was. Off the 30 men
and women answering this question,
23 said that they have refused such
invitations. And of these 23, nine {30
percent) stated that the deciding
factor was a mistrust of the corporate
manageneini.

With traditional sources of supply
failing to balance the demand for
directors, corparations have begun to
search out new sources. Some of
these sources are not really so new,
howevar Women and minorities,

even if their numibers are small, are
an accepted presence in lboardrooms
today. Also growing is the number of
directors coming from monprofit
sources, including government and
military service, which may be related
to the fact that more women and
minorities can be found at upper
management levels of these types of
organizations.

According to an analysis by [Dnec-
torshifp of the 1980 proxy stattements
of {he Fortune 500, fewer than 150
board seats are held by women in the
479 companies included in the an-
alysis. The top 100 companies have
49 women who are directors, or
about one-third of all women direc-
tors in those 479 compamies. But
the number drops off significantly
among companiies in the lower half
of the Fortune ramkings.

Notable exceptions to this are

HaeotrBBagee doamoovidh wiithioour
of its 14 directors being women, and
the New York Times Conmpary and
Scott & Fetzer, with three each. These
three compamies, which rank 471, 375,
and 358, respectivelly, on Fortune’s
list, are the only ones of the 479
companiies which have more tian
two women on their boards. Most
companies, regardless of size, have
only one.

Another favored group for board
seats is college and university presi-
dents, as well as deans and professors
of business schools with mational
reputations. Other professors, such as
scientists and engineers, also have
been sought out for their particular
expertise.

Religious groups and activist or-
ganizations are not really new to
the boardrocom scene eithem Rev-
erend Leon Sullivam, pastor of
Zion Baptist Church of Philadelphia,
for examplle, has been on the board
of General Motors since 1971, Sister
jane Scullly, president of Carlow




College, joined Guilf Oil's board in
1975. Ome year earlier, Xerox added
Vernon Jordan, president of the
National Urban League and a director
of five other major corporations.
(Alse see article on page 28.)

The Union Leader Comes on Strong

New to the boardroom scene are
representatives from the lalbor
movememt. For the first time in
history, stockholldiers of a major
American corpeoratiom, Chryslkr, have
elected to the board the leader of the
union which represents its own
workers. More recentlyy, Rath Packing
Co. anounced that it is meeting with
its union to revise the compasition of
its board of directors to include a
majority of union membens. Furither
developments of this type may be in
the offing, as indicated by the pro-
posal of the United Auto Workers

to include a uniom representative on
the board of American Motors.

These developmenis raise mew
guestions of confiict of interest, to
the extent that such uniom officials
represent a particular interest rather
than all shareholders.

Some comumentaions have pointed
out that there always have been spe-
cial interests represented on Iboards,
Investmemt bankers and mepresent-
atives of major shareholdiens have
been cited as examplles, suggesting
that union leaders are only a varia-
tion on the theme. Ignoring the legal
issues, such notables as Arthur Burns
have stated that thete are practical
benefits in having people fike Doug-
las Fraser an the board of a corpor-
ation. Wihat they've been saying
is, “Let him find eut what it’s all
about on the other side of the table.”

it is difficwlt to tell at this time
whether union representatives will in
fact be chosen for board seats as a
Mmatter of routine in the future
Nevertheless, the examples which

Comparison by Executive Rank of 311 Outside and Inside Directors
of 31 Fortune 500 Companies

Executive Title Oudsiders insiders Combined
Chairman ... .. ... .... .. .. .. o 85 37 122
Vice Chairman . ...................... 7 4 1
President o k%4 23 57
Executive Vice President or Senior Vice

President. . ... .. ... . .. .. ... ... ... .. 13 55 68
Group Vice President*. . ... . .. .. 6 15 21
Other Vice Presidents . ... . ... ... ... . 6 26 32
Total. .. 151 160 311

*Inetdidiigng officess s of susubsitiiaries

have arisen in 1980 certainly suggest
that, depending on economic condi-
tions and social developments,
corporations may be faced with
increasing demands for such labor
representation on boards of directors.

Cornparate Executives

At the same time as they have lbeen
scouring the nomprofit world for
outside directors, corporations lhave
been looking mare closely at the
executive ranks of other corporations,
from which more vice presidents

are being recruited than in previ-

ous years.

To find out which executive lev-
els new directars are being drawn
from, Difectarshiphipy examined the
backgrounds M 311 active and metiired
executives on the boards of 30
Fortune 500 compamiies. The 30
compamies were chosen from tihree
Fortune groupings—ammpanies
ranked 1-50, 201-250, and 401-450. The
results of that examination are iillus-
trated in the chart above.

Wide differences exist between the
largest and smallest compamiies in our
sample The 10 companiies selected
from one through 50 have 70 outside
directors with business hackgrounds.
Of these 70, 54 are chairmen of their

own compamies, 14 are vice chairmen
or presidents, and two are vice presi-
dents. These very large corporations,
of course, have little difficulty in
attracting people of the highest
quality and broadest experience to
their boards. Withim the 10 compa-
nies ranked 201 to 250, there are 44
outside directors with business
backgroumds, with 18 being chair-
men, 16 wha are vice chairmen or
presidents, and 10 who are vice
presidents

Within the grouping of “smaller"
Fortune 500 comnmpamies, howevern, the
10 compamies ranked 401 through 450
have only 37 outside directors with
business backgroumds. Of these, 13
are chairmem, 11 are vice chairmen or
presidents, and 13 are vice presidents.
Qff the 151 outside directors in this
sample, 25 (17 percenit) are vice presi-
dents, which compares roughly to
the 14 percent found in a 1973 Con-
ference Board study,

Big-Compamy Boards

In its survey, Difectdshipip also asked
each participamti what types of
backgrounds would be desirable for
board members of a $400 million
industrial compamy. The question
focused on the outside directors,
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Thus far, answers have been received
from 30 participants, who cast their
votes for the following types of
business executives.
]

Director Background

Preferred by

Officers of the company:

Current chaiimam and presigéat!. . . . . . 30
Retired! chaimam . . ... .. ... .. ... 75
Executives; of otherr cecompamnies:

Chaibmem ... L 25
Rented! chaiimmen . 15
Oitterr curvents offiearss ... ... ... .. .2)
Otfterr retivedf offiesrss. . . . ... .. ... .. 6

Participants in our survey also have
been asked this question: “In the
future, which corporate vice presi-
dents will be mast in demand as
outside directors?™ Of the 32
responses, 29 have endorsed chief
financial officers, 17 have fiavored
marketing directons, and 13 believe
that manufacturing executives would
be desirable.

Tapping New Sources

How does a compamy locate a spe-
cific individual who will meet its
needs? Existing techniques certainly
will be used, but with adaptations,
The principal technigues imvolve
personal contacts and professional
recruitment

Pensamak ! Comttacts: These still carry
the greatest weightt with chairmen,
nominating commiitee memiers, and
other directonis. In fact, one of the
benefits thai ehairmen look for firom
other mermbess of their beards is a
broadened eirele of acquaintances
from Which te eheose direelers. It is
féasenable te expect thal companies
will eentinue te faver this teohnigue,
But 8R & Basis mueh expanded from
fhe “sld BBy netwerk.” This /pRFoach
3lready js Baing eultivated assidy-
ausly By kRewiedgeable wemen snd
will adapt itself t8 inelude Mminerities:
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Professiomal Reerpititenent. Some
corporations use professional
recruiters to locate new candidates.
The number of new director place-
menits by search firms is still small,
but it is growing, according to these
firms. This service is not imexpensive,
especially when provided by the best
equipped, best known executive
recruiters of management consul-
tants. These firms, which weork with a
eompany to determine its specifie
needs, usually are knewledgeable
abeut eorpoiate viee presidents, and
they appear io be a Aatural vehiele
for tapping this important seuree.

Some corporations, especially the
largest, have well-established search
procedures in-house, These compa-
nies systematically review the needs
of their boards and scan the cof-
porate and nonpiofiit scenes for
eandiidalges.

A recent entry into the mecruiting
field is the Americam Stock Exchange.
The Amex is accumullating a data
bank of information about potential
directors for its listed companies, the
chairmen of which alse are lbeing
enecouiraged to serve en othes heards.

Qtlver Souwrces. Profiessional
accoumting firms also may provide
services to compami@s in need of
directors, especially in mecom-
mending chief financial officers, wheo
will be increasingly in demand. This
non-audit service ean be especially
valuable to smaller companies.

Finallly, of course, the role of share-
holders in offering suggestions to
their corporations should not be
overlooked. The 1980 proxy state-
ments contain speeifie imfermation
oh how sharehelders ean Mmake sueR
recam memdritiems.

The Small Companies

Though pressures for change in cor-
porate boards have been felt most

keenly by large corporations;, the
recemt Amex auditt conmmiittee rule is
a sign that smaller companmiies also are
being brought into the same system
and that their boards willl experience
significamt changes in their opera-
tions within the next few yeats. These
changes will be adapted to minimize
the eest impaet and (o aveid unnec-
essary bureaucnacy, but will preduece
a beard rele whieh is mere fonma-
lized and mere independent of the
pAdAMANRAR iR the past.

Outisiidiers om the boards of $4B-75
million compamies will be involved in
matters which would be considered
operating managemanit responsibili-
ties in large cormpamies. To such
boards, a new director from a large
company can bring both the eritical
analysis and the operating expertise
necessary in dealing with sueh
preblems, Oppaytumities to apply
theif judgments and expertise at the
tep level ef respensibility will be
attraetive 18 eorporate viee presidents
of larger eompanies, pravided that
their rele is elearly delipeated, and
ean Be invaluable in preparing
Fhese exeevtives for Beard seats in
FReiF OWh comPpanies:

In their search for directars, com-
panies are seeing that the law of
supply and demand is beginning to
show its effects even In the rari-
fied atmospheie of the cofporate
beardrger. T find the Rew beard
membeis they Aeed, compRMRS May
have te lesk Beyend draditional
seurees of supply and é8Rsider
exeeutives from somewnal Iower
levels 8f eerpenate Rierarehies. IR
MaRy eases, they als8 will Rave {8
IRevease the rewards and decregse
the risks ot Baard service in arder {8
make their direetarship ROSIigRs
airactive and {8 perpetuate an st
tUtgn Which remalns 33 gRe o e
gk‘ﬁ%%& gxampies et of the market

ValEm Sperating efectivey,
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