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The New Pooer

of the Nomimatinge Cammittee

by SILAS 5. CATHCART/CHaimmean, CEQ, lllinois Tool Works, Inc.

The nomimatimg commiittee has
emerged as a powerful florce
capable of determining cor-
porate direction.

Why has this happenedZ A mumber
of key developmemts has mecently
changed the role of the board of
directors, setting the stage for the
emergence of the nominating com-
mittee. Same developmemts have
been legislative, such as the Foreign
Conrupt Practices Act of 1977, which
requires directois to oversee their
companmies mere elasely for possible
illegal paymemits. Lawmakens sUEh as
Senater Heware MetzeRbaum of
Ofmie even Rave talked abevt legisiat-
ing standards af eandict far diree-
tors, 3Rd R3IpR Nader Ras Ris €er-
perate Pemechacy Act

Regulatory actions, principally by
the SEC, have had even greater
impact, Pressure {or more participa-
tion on boards by outsiders and
stepped-up investigations of megli-
gence or miscomdiuctt by directors are
two primary examples of SEC activity
in this area

Equally as important as regulatory
and legislative pressures has been the
litigation against directors by share-
Rolders. A national insurance Ibroker-

age firm reports that the number of
claims against corporate directors has
increased 300 percent in the five
years since the Penn Centiral cases
were settled. Off the top 1,000 cor-
porations in the U.S., 95 percent mow
cafry liabjlity insuranee for directors
and officers Five years ago the figure
was anly 80 percent.

Understamdbaity, the combined
effect of all these external imfllwences
has been to alter significamtly the way
boards functiom and how thoard
membeis view their jobs. Ome clear
trend has been a greater imvolvement
by outside directans. A recent study
conducted By Kom/ieiry, an execu-
tive placement firm, indicates that, as
ef 1979, the average beard consisted
8f faur inside and Aine sutside direc-
ters. Whal's mere, 75 pereent of the
direetars surveyed felt that qutsiders
sheuld gutRumbRY iRsiders iR the
Baardream . That represents a trand,
iRcideMaliK, with whieh | agree.

Indeed, | am convinced that further
legislative and regulatory nestnictions
on board members can be prevented
only if we actively suppant the ap-
pointment of outside directors as a
means of assuring an imdependent
beard. The corporate communmnity’s

volumtary agreement to the call for
greater board autonomy and iin-
creased corporate governance is far
more comstructive than would be
increased governmemtal regulation It
offers far greater benefit to business,
to shareholldiis, and to the taxpay-
ing public.

A second trend, which is basically
a response to the increased nesyponsi-
bilities that a board must bear, is the
emergence of the commiittee stnuc-
ture. A strong commiittee structure
takes advantage of individual expes-
tise, allows more deliberation of
issues apart from meetings of ifhe
entire Board, and permiits better use
of the board membe:s” limited fime.
The inereased use of eommittees A
and of ifself, RewWeMasr is Ret &RUgA.
Commiiiiees must be given speeifie
and rather AAFFew eRarkess, and we
afe seging the first emergenee 8f sueh
Auties as setting abjeetives, formu:-
Iating R 3ppraviRg strategies (8
aehieve these ahigctives, &valugting
averall pergrmante, aRd selecting,
metivating, even fifing the fRief
BxeLutive Sfficer

Probably the first commiittee to lbe
used widely was the audit commit-
tee, which is usually compaosed of
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outside directars onll. This commit:
tee took on added significance with
the New York Stock Exchange
requirement of 1978. Qtthexr commit-
tees thal have emerged cover such
areas as executive, budget, fimance,
executive compersation, public af-
fairs, and plamning,

The nomimating commiiitee is a rel-
ative newcomer to most boardrooms,
at least in the format that it is taking
today. Interest in the mominating
commiititee, which really began in tihe
early 1970's, grew tremendously by
the end of the decade. In 1979, tie
previously cited survey of corporate
boards found that 37 percent Were
using the nomipating commiittee as a
standing cormmviitee. just a year ear-
lier, the response was enly 10 percent.
In eompanmies with sales over §1 tbil-
lien, the 1979 rate was 50 pereent, up
sigRifieantly from the 38 pereent just
a year earlier.

The same 1979 survey also ¥howed
that of the 50 percemt not using mom-
inating commmitttess, 16 percent, about
a third, planned to establish a momi-
nating commiittee within the next
year, Compamies which already had
such eommiitiees, the study fiound,
said they would use them more.

These statistics indicate that the
nomimating commiittee is here to stay.
The reason, it seems to me, is clear.
Identifying and attracting quality out-
side directars—the commmiiitee’s pri-
mary functiom—has never been more
eritical than it is today: 1 will come
baek to this important area, but first
let me foeus on the additional fumc-
tions ef the nerminating committee
that Many peeple see emerging.

Ome question they raise about the
nominating commiitiee is whether it
should be involved in the manage-
menil succession process. The momi-
nating commiittee screens candidates
for the chairmanship or presidency,
but, inereasingly, it also examines
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candiidzties for other high-level man-
agement jobs. The general objective
of the managememt swccession
process is to assure a smooath and
timely transition whem the need for
new leadership arises. Some boards
have concludied that this mesgponsibil-
ity fits naturally within the scope of
the nomimating comnittee,

A related functiom of the mominat-
ing commitiiee:, some say, might be to
meniter management performance
and to recommend chamges in man
agemenmt structure. Suggesting the
appropriate size of the board could
be anofiesr. In addition, mominating
commiitees, increasingly are recem-
mending the funetions of committees
and determining their memberships.
Finallly, ABMiMating eomivitiees are
preseribing Rew freguently meetings
sheuld be Reld, as well as where—
fhe eorperle boardraem, a majer
manufaciuring facility, ar, 8R Qeea-
Sk @ fareign Iocation

Nowy, these are all impontamt factors
that can determine the overall effec-
tiveness of a board, and they should
be considered carefully. Howevwadr, |
take exception to the notion that a
normimating commiitee should be
ehartered to do all of these functions.
I believe tihat the nominating <om
frittee should be epncerned with the
selection af beard membris, the
preper size of the Beard, the fre-
gueney and lgeation of meatings, the
BFeper commiifiee strycture, and the
MemBrship af these commiliess:

| do mot believe that the duties amd
interests of the nomimating commmit-
tee should be focused on manage-
ment oversight, management succes-
sion, or managememt structure. These
are very different issues and, it seems
to me, should be the eoncern of
either the beard as a whele 8r—in
keeping with my earlier femarks
fegarding narrew ehartens far €6m:
mitiees—passibly the eoncerh of &

separate commitites. If we were talk-
ing about a separate commiitiee for
oversight and successiom, it most
probably should be compeosed of
board memibers who are CEQs from
other compamas, because people
with the background and experience
of a CEO are accustomed to and
comfentable with selecting and man-
aging business peoplle. This is their
expertise.

Let's take a look at the survey |
mentioned earlier and at what it
revealed abouwt committiee member-
ship. Typicalll, the nomimatlimg com
mittee comsists of seven members,
four of whom are independiemit out-
side directors, including a bankex,
legal coumsel, or retired mamagsr, and
twe of wherm are inside directors,
usually the ehairrmam and president.
Significaiy, the survey found that
37 pereent of eampamies with HOm-
inating eammiktees Rad ne inside
directons at all.

In some cases, the hoard chairman
is placed in charge of the mominating
commiittee, but this approach has
been debated. Oppoyrasnts claim that
the chairmams dual role tends to
negate the objjectivily ostensibly
present in the commiitee and the
transfer of autheyity: ProOPeRents
argue that the ehairman sheuld make
suggestions e the committee and
eoordinate its activities

| side with the view tthat ithe mmem-
bership of the nomiimating committee
should be exclusively from the manks
of the outside directons. Omlly in this
way canm the charges agairst the CEQ
of stacking his board he meutralized.
If the CEO is an ex offieio member
or participamt, that is fine, but he
should Ret Be a MembRY.

Regardless of how the mominating
commiiitee is structured, its funda-
mental duty—finding new board
member candidates—is getting a lot
tougherr. The Korn/Femry survey of




corporate boards showed that more
prospective directors turned down
otters to serve in 1879 than in any of
the prior seven years. Of the firms
surveyed, 13 percent had at least one
candiidiate (urn them dowm, A well-
known, prestigious corpotate mame
did not prevent this phenomenon
gither: The 128 firms surveyed, which
had sales over $1 hillien, experienced
a turndown rate that was three tirmes
that of 1978.

The way the nomimating commit-
tee goes about the critical job of
selecting candidhites and getting the
acceptances of its future board
mermbers is a vital assignment. The
comprmittee has to be sure that various
consgtituencies are represented and
yet do not upset the balance of view-
points on the boatd as a whole. As
mere minerities, academiciams, and
representatives of varigus secial €an-
EeFRS Beeame Beard membris, the
Manper iR Whieh the eommites is
stryetured=the Aature, Breadth, and
Bbjectivity of the candidates that
satisty these Reeds=will Be &rifical
fs FH@_ future direction of the £or-
paratiah.

Wihait all this says to me is that tihe
nominating committtee is an increas-
ingly important part of the corporate
world. At present, and hopefullly in
the future, it can be viewed as a
means by which the corporate world
can deal volumtarily with some of ithe
major criticisms being leveled at it.

In short, our boards are mespond-
ing to the reasonable demands for
accountabiliity from a variety of con-
stituencies. And the mominating
commiitiees efforts to help the cor-
poration balance the needs of share-
holders, employess, and the commu-
nity is squarely in the middle of this
action. It is a tough and pivotal mid-
dle, in fact, and perhaps the fulcrum
on which will turn the corporation‘s
future course of actiom.

Nottzs fromm the Beoandroom

by RODERICK M. HILLS/Former Chairmam, SEC

The follbsingrg exceeppsis are fronm a
presentation made at a Houston
direstacsrs” seminaar by Mr. Hills, a
partneer in the Jaw firm of Lhathem,
Watkinss & Hllls,

first joined a company that had

directors and stockholdlers back in
1960. It was a small electronics com-
pamy, and as | walked into the room, |
saw an older gentlemam sitting at tihe
table. He was obviously a veteran of
these meetings, and | said to Hhim,
kind of shyly, “Whait is it that we’re
suppesed to decitie here?” He said,
“Well, Sommy, you come into each
beard meeting, and you just ask
yeurselt gre question: Should we fire
the Bess? If the aRswer LUFAS eut 8
Be Re, just keap yeur mevih shut,
3R smile a lgt”

Today, we're asked by the law to
make a lot mare decisioms. But | ser-
iously question whether any of these
mandated decisions are helpful to
the primary mission of directors,
whieh should be the corporation’s
produetivity and profitability.

As a director, it is my nesqponsibility
to know what the other directors
bring to the table. Is there sufficient
experience in the group to provide an
overview for this compamy? By rea-
son of background, taining, knowl=
edge, intelligence, does this group
have the minimum ability needed to

judge the busimess? | didm't choose
them. Probably the president did. But
isn’t it my responsithilityy, the Iboard’s
responsilmiiiyy, to look around each
year and decide? And that evaluation
should be done, it seems ta me,
before the old slate is menominated
just an the grounds that we all play
golf together a couple of times a year.

Ome day some judge is going to
proclaim in a learned opinion
whether or not a board has a suffi-
ciently independent character to
make the decisions a board Aeads to
make. If he's my kind of judge, he
wom't much care whether there is a
given nurmber of gutside directors
ang s many inside direeters. He
womt very mueh eare whelher fhere
i5 8 nemimating eamimittee oF What
the beard's strueture is. Wirat will
matter is that there is real iindepen:
denee, and thal it is Bejng exereised
te decide whether to rejeect 3 dend:-
er effer, te go private, et 19 apprave
& EOMPARY'S BFEIRG MECRRAISH
Rather than have the SEC tell us
how directors should act, the courts
can cause this standard of imdepen-
dence to evolve, based on practical
experience and proper corporate
perfermanee:. The judicial role—se
played—will be to bring the mere
deficient compamies Up to that stan-
dard. That, after all, is Rew the €8m-
men law evelved iR (RIS natien. &
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