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I am sorry that I have taken so long to acknowledge your letter of 28 August
and enclosures. I have read them with interest and drawn them to Sir Adrian
Cadbury’'s attention.

We shall be addressing the role and responsibilities of independent non-
executive directors, and the form and content of annual reports. Your papers
are a most helpful contribution on these subjects and I am grateful to you for
‘submitting them.

So far as training is concerned, you may be interested to know that a
committee under the chairmanship of Mr Hugh Parker and meeting under the

auspices of the Institute of Directors has been developing a training package
for new directors. I understand that the project is now at an advanced stage.

Yorn ety

AN G

Nigel Peace
Secretary



Why ethics matter
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bt shandards of
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When busincss historians look back at 1990 they will probably regard it as the
vear of esecutves In the dock. On both sides of the Aduatic senior executives of
major companics have been accused and sometimes convicted of serious crine,
leacing  host of commentators to wonder how other managers can be expected 10

hehave ethicall 1f this is the example that business leaders rve.

At the same time, an increasing number of chief executives have come Under
pressure (0 resign because public opinion demands that they should not only behave
nonestly, but be perceived to do so. The costs of neglecting # posiive and bl
insstence on the highest standards of cthical behaviour are high, both to the

individual and his company.

For some of those exccutives who have broken the law there is clear evidence
of personal gain as a motive. But only for some. Ernest Saunders, for example
apparenty believed himself to be acting in the interests of his company rather than of
himself. Often personal financial gan resulting from Wegal actviis i at best
inditect, Several studies indicate that such behaviour is far from uncommon znd

indeed that the majority of esecutive crimes may be of this kind.

What appears to happen s that the company becomes such 2 dominant part of
the executive's [fe that is or her sense of moral values becomes distorted. If it i
sght for the compans, it must b tight for the community, Few of these evecunves
sct in isoltion, They usully gather tound them a cotene of equally committed
managers who renforce cach other's values. - People who would not approve, or who

might blow the whiste, arc escluded from the club - where the action i - making




What Boards can do b
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those within it feel even mote close-knit. The club thea develops 2 momentun of its

own, becoming ciffcct or even impossbl to control

The stange thing about these execuives i tha they ate othervise temackably
Jeveahiding cidzens and ofen pilars ofthe local cormuniy. However, tey have
ot up 2 walbetween the moraliy that apples in thelr personl fe and that which

applies in business

So what can 2 boaed of directors do to ensute thar a company does behave
ethically? Thete is no simple answe, nor is it kel that any company can totally

cradicate the possibily of wrong-doing, But the board docs have dury to ke

it practedl steps  can, and these should normaly include at east the following;

Publishing  cod of ethics

Some kind of touchstone or guidance s essental to help managers decide when - in
the view of the company - an action s ight or wrong. Oy the boatd can make

this decison, although it may delegate some of the groundwork to 4 sub-committe,

Abous 0 of Briin' top 1000 companies have some form of company
satement that they use for setting broad standards of behaviour. Howerer, establsh-
ing 2 statement of yalues - what the company stands for and how it will teat each of
it stakeholders - appears in many cases o be easer than creatng 2 code of ethics.
Many companies avoid isuing cdes of ethis for fearof sugesting o the outsice

world that they have a problem n this area. But the realy i char very company
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Emp/@m mitt be g does, even though it is rot readly Appatent,

avate of e od , . .
/ How maay boards of direcors, for example, would relsh the embarsassment of

Cyel Gay, the chairman of Eurocopy, some of whose salesmen have been accused of
delbertely milading customers into signing unfavourdbl agreements Although

Cay was reported recendy by The Sunday Times as saying that al usifed complaints
would “be resolved at the group's expense to the customer's satisacton”, the Gamage

t0 the company's tepatation had already been done.

Conteast this with the enhanced reputaton of Johnson & Johnson, the US
mulsnadonsl. When an extortonis poisoned a batch of pin kilers in 1982, instead
of wating for instructons many stff went out immediately to war shopkeepers and
removed the product themselves. Because company polcy had sleady addresed the

problem, people knew what was expected of them,

Among fms with a stong belief in promoting 2 formal code of ethics i
Cadbury Schweppes. Sir Adran Cudbury explins that compary polcy towards gifts
obliges employes to consder two rles of thumb: “Is the payment on the face of
the invoicer Would it embartass the recpien to have th gift mentioned in the
company newspaper?” The fist ensures that all payments, however unusual, ae
recorded and go through the books.  The scond s aimed st csinguishing brbes
from gifs 2 definion which depends on the sze of the ift and the influcnce i i

Ukely to have on the recipient
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Pertormance monitoring

Monitring the performance of executves and managess aganst the this
code is essentl, An ethics code is only of value to the extent tha people take

aotice of . The company has to take actve teps to police the policy.

Companies on both sids of the Adanticuse # varety of means to achieve this.
Some, such as Perkin Elmer, requie ll managers to confiem that they have not
devieted from the erhica guidelines the company conducts sample zudis o check
that these staternents are true, Others - about one in four of Britan's top .
companics - make ethical monitoring & specifc esponsbily of N0N-CHCULVE
directors; in some cases, this means seting up an ethical sub-committee of the board.
Among the danger signs to ook for are the esuablishment of sccxeive cabals where 2
smal roup of ey indivcuals withholds informaton thet would normaly be more

widely avalable, (This appeas to have becn the case t Guinness, for example)

A few companies have 2o gven individaa! dirctors the responsibly to
intervene to maintain ethicel sandads, For example, in the lace 19705, Glletee
apoointed 2 Vi Presiden, Product nvegriy. When masages n one division
proposed to aunch a new shaing cream aerosol, knowing that would only delver
tree guartrs of s contents, e blocked the product. The manager argued that the
customers would never kaow but the VP, supported by the board, insised that the

Jaunch was deaed for many expensive months whie 2 new propellnt vas

developed.
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Ephsizingetil behaviur

An increasing mumber of business schools now have ethics on the curriculum -
including Harvard, inflenced by a large git that specifed all students must atend
business ethics chsses. But the primary tesponsibilty for ethics education has to Le

with companies themselves.

Even small companies can instute echics trning, For example, Cols and
Cabls, & 44-mployee company, backs up is ethical code with luachime role-plying
sessions, The managing director leads these sessions every two months, nvitng
employees o discuss ssues such as “Should a manager accept an al-expenses pad

weekend at the World Cup from a supplier?”

Ethics traing should lso be reinforced by the example set by top manage-
ment, 1f the exceutive team s clearly seen'to be taking ethical isues serously, so will

other managers

(reaing a ramenworkfor egistering concen

Auditng and training wil il not necessaly bring all wrong-doing to gk,
parcicalaly i senior manages are nvolved. S0 companies need mechanisms which

encourage peopl who feel isquiet sbout acivites to tegster thee concern,

In some companics, & non-exccutve director acts 45 an informal ombudsman on such
ssues: o orhers, such s the Joho [ ewis Partnership, there are frequet discussion

groups whete employees are asked to speak up on ethicl isues. John Lewis also has
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an anonymous lettrs page i its staff magavine to which people can wit i they fee

something Is immoral, llegal or unfai,

Pethaps the extreme example of this kind of openness s the US equvalent of the
Atomic Energy Authority which has an anoual stff competidon for the best dissent
ing essay. The programme, which is highly regarded internally,is 2 recogniton of the
fact that it Is better to have potental whistleblowers bring issues directly to the

board, rather than to have them aired in the Press first,

In condlusion

Just how the board tackles cach of these four steps is a matter for the

~ indlvidual company to decide. Bur the potential financial damage from ethical falurs

makes it essential that every company does deat firmly with these issues, [t one of

the few points on which cveryone would probably agree

| Execuuwve Search Consultants
b STEPHENSCN COBBOLD LIMITED 88 Palace Court, London W2 41 Telcphane (171) 727 $335/(0%1) 243 1383 Prcsmmile (171) 220 1098




Shareholder communications:
the CEO's responsiilty,

Keeping insestors
informed vl domand
an ingeasing anou of
e CW Exeanties
fime i the 190"

Communicaing wit the propritos of & business i ustone pat o Chief
Fiecutive’s rol today, Howeer, opinions differ in Britan's boardrooms a5 to
how such responsiiley should be handled. “When [ was atICT L used 0 fead
every leter from 2 sharcholder and make sure T answered it personally if niceds
be”, says Sir John Harvey-J‘()nes. At the other cnd‘ of the spectrum, to paraphrase
nother conttoversial CEO, “My involvement i investor relations 15  waste of
e peaple buy and hold shars simply on the trading and financial performance

of a company.”

Why bother?

A recent study conducted for Stephenson Cobbold provides insght nto his
lnck of consensus; it also demonstrates the perceived importance and henefits of
ainaiing good shazeholder ehtions, and especilly of progarmes
incorporatiag the personal involvennnt of the Chif Exccutive The main benefis
ate stonger and more stable eqtﬂty yalues which make it casir and cheaper o
fnance frther investment; and sharcholder goodiwil, which can play an invaluable
ol in protecting a company in hard tiens and in defence against g predators
“The Chief Fxecutive who spends his time communicaing with sharcholders. .
Finds they have the confidence to support him iftimcs et tough,” s Dawid

(assdy, Managing Director of Widney ple.

Michac! Meyer, Chairman of Emess, concurs, “If we had # hosle bid

romortow 1 dor’t think ['d have to see my top 20 tavestors, who hold more than
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301 of the equty, because we have busl up theirloyaly. When we needed wgent
provies a couple of years ago, or example, we staed asking on Thursday and bad
them all in by Mondey,

A essental, i difclt, reltionhip

However, the relaionship beoween Chief Exeouives and sharcholders,
particalrly the farge institutions, has never been especially casy. Although they
have 2 good many objectives n common - both in theory want capal
appreciation and prowth in carnings per share and dividends - they also have
magor diferences. For example, says Mexer, “lnvestors often don't undurstand the
value of a business: bustnesses are not something you can swich o o out of

ike shares. So there's & fundumenta dispariy of views.”

Sir Simon Homby, Charman of WH Smith, highlights 2 major atea of
ficion: whist insttuional sharcholders cxpect top management of companies 10
behave properly towards them, the same institutons do not always tecognise the
own responsibilies. “They should be investing in & company hecause they believe
i I rather than to make a quick buck,” he explans. 1 get angry when | read that

"WH Smith' view i longer e than the Clry wans”

The essence of effectve sharcholder relaions appears 1o be understanding
and responcing to their ustfinble expectaions. But what do they expect

Accordiny to the Chicf Fseoutives interviewed in the study, sharcholders require
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v That the business will be run wel (profitably and ethicaly),

o That share values will be enhanced by dividend increases and market
confidence leading to capital appreciation - this confidence is ofen a
tefiection of the perceived capability and track record of the CEO and his

team.

v That their needs and views will be listened to and considered,

"His shareholders love him - because he talks to them"

Allof the Chief Esecutives intemviewed stated that they spent a considerable
amount of their time communicating vith sharcholders - concentrated especial,
25 might be expected, around the major reporing periods. The more frequently
they reported, the more evely spread actoss the year the workload tended to be,
Although some had delegated routine work to investor telations departments, they
found there was no real substitute for developing personal relaionships between
the CEO and.the sharcholders, “Ting Rowland may not be popular with the
Establishment,” observes one Chairman, “but his shareholders love him - because
he talks to them.”

Of the many media avalable for apprising investors, three remain the most
popular: the annual report, the annual general mecting and lunches with
insitutional nvestors and analysts, Glossy annual reports are by and hage 2
teltively ineffective means of heeping sharcholders informed. However, when

Thorn EMI sent investors and analysts copies of s annual employees report



The more nformaion
i et

(which used simple language and provided much more information zbout what

was going on i the various divisons) it cscovered that many found this epor:
more useful.

Getting the message across

n

Nonctheless, numerous CHOs ate making strenuous efforss to cnsure thar
thate annual reports contain & wider range of informaton - both positve und
negative - that vl enable investors to i @ broad picture of the company, i
actvites and it business philosophy. BNFL, for cxample, carties # ke section on
health and safery activiics; Marks & Spencer and RT7 have included additona
publications about thelr communty eltions polices, LASMO's Chedeman, 1 ord
Rees, sends a selected list of investors - and any sharcholder who so requests - &
sepatate company profle along with the annual report, The profile goes into much
greater cetall about the ciroumstances of, and prospects for, each ara of the
company. BP has & similr polcy with regard to press relezses, sending them 10 4
engtty Lst of shateholders a the same i s to te Press. A growing nurber of
companies, such 25 BET and BP, also produce road shows in a conscious effort

to teach all shareholders. The time and cost of this kind of information

disserminacion is only worthwhile, howewer, 1 i is both credible and feassuring,

Methods used

L'ew of the CEOS nercetve the AGM as a marticularly strone vebicke for
ysiong

cententing sharcholder relasons unles the company bas a arge number of private




The poonal ket o employee sharcholders, David Roper, 2 Director of Wassall ple, whose shares
e CEQ i thi ate manly nsttutonally held, explains; “Very few insttutionalfnvestors turs up
immiatons e s for ours; we hope they feel well enough briefed already.” Some US compantes

on el of b hase tesorted to video-conferencing so that investors in different countries can

nk attend the AGM without excessive travel, but the idea has not met with much

enthusiasm in the UK so far.

Marketing the ompany to the City

Several CHOs cxpressed resentment at the ime they spent with analysts,
often because of the analyss’ ppacently superfcal understanding of the business
Says one Chairmas: “None of these meetings ever gave me anything that helped
me tun the business better,” However, others go to considetable trouble t0
arrange reguhr lunches for lrge investors and analysts, i necessry on 4 one (0
one basis where shareholders are concerned. BP, for eyample, ensutes that these

Junches are aso attended by the heads of subsidiary businesses who can answer

detalled questions,

Even small quoted companies find this ind of acivity imporant. Sem
Srmith, Chairman of Bime Industries, comments that after considetzble effort he
has petsuaded ffeen brokers to follow the company. He invites brokess to bring
istttonal investors o lunches, explaining “You have to take the initiative: smal

companies rc not 5o well looked after since Big Bang”

How informative to be on these occasions can fequire a delicae balancing act,




"A suprifee Ufe i
what shareholders

want.."

As Sir Bric Pountain, Chaitman of Tarmac, expresses it the trck 15 “to promote
the company whlt 2t the same tim heng honest on prospects and confidentl
on mattes of commercial sensiivity” Adds Michacl Meyer: “We aim to provide
the Institutional nvestors - who own 90% of our company - with therr own

orvate view of what'sgoing on and whethe they should be [n the sharesor ot

In conclusion

Sir John Harver-Joses commens, “A surprise-free lfe s what sharcholders
want and it is up to the CEO to provide it For this reason, BP cnsures
produces bricing documents - which give both the good and the bad news -

investors ate alvays awate of the contest of business moves

bffective sharcholder communications - so that fnvestors foel infommed,
consulted and considered, if not actively involved - is ikely to demand an
incressing amoust of the Chief Executive’s tme In the 1950 many may find that
they are forced to se-examine their prioiies to accommodate these demands but,
whether it i seen as pleasue or pel, nvestor communicatons s 2 fundamenal

and growing partof the CEO's ole

As Michael Meyer emphasiscs
4 ol company st ovned by e manges B  pln,
iy ot your cmstensy o wil b ot of a "

Executive Scarch Gonsultants
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28 August 1991

Nigel Peace

Secretary

Committee on Corporate Governance
PO Box 433

Moorgate Place
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Dear Mr Peace

Ul SAOTAJAS UO

Thank you for your letter of 13th June, for which apologies at
the belated response.

I have enclosed a couple of occasional papers, which I have
written on issues relating to Corporate Governance. One looks .-

. at the question of the CEO's responsibility for maintaining and :
- developing the ethical climate of an organization. The other .. ‘.
. reports on some recent research we carried out 1into CEO's .
perceptions of their roles vis-a-vis shareholders. The lattervﬁ
found a remarkably low level of agreement among CEOs."

1ed],

. gutu
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To pursue the ethics issue, I strongly believe that the board =
~ should contain an independent non-executive director, who has the -
credibility and breadth of understanding to act as corporate

conscience. Employees with an ethical concern should be able to EODVE
.. approach this director .in confidence, in the knowledge that the . . .. 3}
- issue will receive an independent evaluation. The director -
- should have the authority, where necessary, to investigate =
- matters on his own initiative. He or she should also sit on the

audit committee. A practical output of his or her activities -
should be a social responsibility report within the Annual
Report.

On a separate issue, having interviewed and taught thousands of
executives over the past two decades, I am frequently struck by
the poor level of competence many of them display in basic areas
of executive management.  While I would not support compulsory
“director training (it would simply be too unwieldy and would not
be practical for many small businesses) I do perceive the need
for measures to promote basic director competences.

Practical steps might be to:

.* . encourage. thé’insurance”induétry to weight executive“

liability.. policies .in. . favour of those who have .a.
,,recognised diploma An. company directorship

. g o o0 / 2 X
Directors: David Clutterbuck, Michael Long .-
Keith Carby, Pauline Clutterbuck
Natalie Lynch, Eileen Scholes ;.
Reg. in England 1971758 Reg. Office as above
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* establish more firmly the differences in capability
knowledge and function between directors and managers,
with a wview to developing better materials for
training and development

* encouraging the use of younger executives as NEDs on
subsidiary company boards, as a means of developing
directorial skills earlier in their careers.

I hope these comments are helpful, and would be happy to expand
upon them if you wish.

Yours sincerely

vid Clutterbuck

Chairman

Enc




