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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.

Yon ety

N Ceac

Nigel Peace
Secretary



Why ethics matter
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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 Adaatic senior executies of
major companics have been accused and sometimes convicted of serious crime,
leading 2 host of commentators to wonder how other managers can b expected to

behave ethically 1f this is the example that business leaders rve,

At the same time, an increasing number of chief execuives have come under
pressure (0 resign because public opinion demands that they should not only behave
honcstly, but be perceived to do so. The costs of neglecting a positve and bl
insstence on the highest standards of ethical behaviour are high, both to the

individual and his company.

For some of those executives who have broken the law there is clear evidence
of personal gain as a motive. But only for some. Ernest Saunders, for example
spparenty believed himsclf to be acting in the interests of his company rather than of
himsclf, Often personal financial ain resulting from legal aceivies is at bes
indirect, Several studies indicate that such behaviour s far from uacommon and

indeed that the majority of exccutive crimes may be of this kind

\What appears to happen s that the company becomes such & dominan: part of
the cxecutive’s e that his or her sense of moral values becomes distorted. [f it
rght for the company, it must b right for the community, Few of these evecuaves
act in isoltion, They usully gather round them a cotene of equally committed
managers who reinforce each other's values, People who would not approve, or who

might blow the whiste, arc excluded from the chub - where the action s - making
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those within it feel even more close-knit. The club then develops 2 momentu of its

own, becoming ifficut o even impossbl to control

The stange thing about these exccuties i tha they are othervise rematkably
Jwabiding citens and ofen pilrs of the local communiy. However, they have
bult up  wall between the moraliy that zpples in thelr personal lfe and that which

applies in business,

S0 what can 2 board of diectors do to ensure that 2 company does behave
eticall? Thete is no simple answe, nor is it kel that any company can totally

eradicate the possbilty of wrong-doimg. But the bowed does have a duy to ke

what practical steps it can, and these should normally include t least the following

Publishing  cod of ethics

Some kind of touchstone or guidance s esseatl to help managers decide when - in
the view of the company - an action is ight or wrong, Ol the board can mike

this decision, athough it may delegate some of the groundwork 102 sub-committee.

About 0 of Briin' top 1000 companies have some form of company
satement that they use for stung brozd standards of behaviour. Howere, establish-
ing 4 staement of vlues - what the company stands for and how it wil reat each of
it stakeholders - appeats n many cases to be casier than creating code of ethics
Man companies avoid isuing codes of ethis for ear of sugesting o the outside

world that they have a problem n this atea. But the realny is chat very compny
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How many boards of direcors, for example, would relsh the embarrassment of
Cyril Gay, the chairman of Eurocopy, some of whose salesmen have been accused of
delbeately mislacing customersino sigaing unfavourable agreemenss? Although
Caj 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 atisacton”, the damage

t0 the company's reputation had already been done.

Contrast this with the eahanced reputaton of Johnson & Johnson, the 1S
maltnational. When an extortonis poisoned 2 batch of pain killes in 1982 instead
of walting for instructions many stff went out immediately 1 warn shopkeepers and
removed the product themselves. Because company polcy had slendy addressed the

problem, people knew what was expected of them,

Among irms with a strong belief in promoting 2 formal code of ethis i
Cachury Schweppes. Sir Adrian Cadbury explans that company policy tovards pifts
obliges employees to considr two ules of thumbs s the payment on the face of
the invoicer Would it embarnass the recpien to have the gift mentioned in the
company newspaper:” The first ensures that all payments, however wnusual, ar
rcorded and go through the books.  The scond s amed a lsinguishing brbes
from s, 2 definiion which depends on the sz of the if and the influence i i

lkely 0 have on the recipient,
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Pertormance monioring

Monicring the performmance of exccutves and managers aganst the i
code is essentil. An ethics code is only of value to the extent that people take

aotice of . The conpany has o take actve teps to polce the policy.

Companis on both sides of the Atantic use  varry of means o acheve tis,
Some, such as Perkin Elmer, equire all managers to confiem that they have not
deviated from the ethica guidelives, the company conducts sample zudis o check
that these statemens are true, Ochers - about one in fou of Britan's top .
comparies - make cthical monioring & specific esponsbily of non-executive
dirctors; in some cases, this means seting up an ethical sub-committee of the board,
Among the danger signs t ook for ate the esuablishment of secreive cabals where 2
sl group of ey individuls withholds nformaton that would normally be more

widely avalble, (This 2ppears to have been the case a Culoness, for example,

A few companies have dso gven individualdirctors the responsiblty to
inervene to maintain ethical standatds. For example, in the lace 1970, Gllleee
spoointed 2 Vice Presidet, Product iy When managers in one division
proposed to aunch & new shaving ceam serosol, knoving that 1 would only deliver
three quartrs of s contens, e blocked the product. The manager argued that the
customers would never know but the VP, supported by the board, insisted tht the
Junch was deayed for many expeasive months while a new propellent vas

developed
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An increasing number 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 responsibity for ethics education s to Le

with companies themselves.

Even smal companies can ngtute echics trining, For example, Cols and
Cables, a 44-employec company, backs wp is thica code with lunchime role-phying
sessions, The managing director leads thee sessions every two months, invitng
employees to discuss isses such a5 “Should & manager aceept2n alexpenses paid

weekend at the World Cup from a supphier?”

Ethics training should also be reinforced by the example set by top manage-
ment. 1f the exccutive team s clearly seen to be taking ethical isues serously, so will

other managers.

(reaing  romevworkfor egistering concen

Audiing and training wil st not nccessarly bring all wrong-doing to gt
parciclarly 1 senior manages ac ivolved, S0 comparies need mechanisms which

encourage people who feel disquiet bout actvites o regiser ther concem.

[n some companics, 2 non-executve diector acts a5 an informal ombudsman on such
ssues; fn others, such s the Joho |es Partnership, there are frequent discussion

groups whete employees are asked to speak up on ethicalfsuesJohn Lewis also has
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an anonymous lettrs page 1 its staff magazine to which people can wit i they fee

something Is immoral, {legal or unfai,

Perhas the extreme example of this kind of openness s the US equvalent of the
Atomic Energy Authority which has an annual staff competition for the best dissent-
ing essay. The programme, which is highly regarded internally, i 2 recognidon of the
fact that it is better to have potential whisteblowers bring issues directly to the

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

In condlusion

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

* indlvidual company to decide. Bu the potential financial damage from ethical falures

makes it essendial that every company does deat fimly wath these issues, [t is one of

the few poiats on which cveryone would probably agree

o
N

| Execuuwve Search Consultants
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Shareholder communications:
the CEO's respansibilty.

Keeping imesior
infomed wal demand
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Ihe C‘bz‘ef Exeautine's
tme it the 1990°,

Commanicating with the propricors of 2 business i jst one par of a Chief
Fxeutve’s ole today, However, opinions difer n Britain'’s boardrooms as to
how such responsibity should be handled. “When [ was atICT L used 0 tead
every leter from a sharcholder and make sure T answered it personally if nceds
be”, says Sir Jonn Harvcy-J‘ones. At the other cnd‘ of the spectrum, to paraphrase
viother controversil CEO, “My involvement n investor sckions i 2 waste of
time, pcople buy and hold shares simply on the tading and financil performance

of a company.”

Why bother?

A recent study conducted for Stepherson Cobbold provides nsght nto this
luck of consensus, it sl demonstrates the perceived importance and bencfis of
maintaining good sharcholder reladons, and especially of progtamnes
icorporating th persoral involvement of the Chief Exccutie The main benefit
ate steonger 2nd more stzble eqdity yalues which make t easier and cheaper to-
fnance furthe investment and sharcholder goodwll, which can play un invaluable
rle in proteccng a company in hrd times 2nd in defence against any predators.
“The Chief Executve who spends his e communicating wih shareholders...
finds they have the confidence to support him f times get tough, " says David

(assdy, Managing Direcor of Widney ple

Michac! Meyer, Chairman of Emess, concurs, “If we had 2 hostle bid

somotzow 1 don’t think I'd have to see my top 20 investors, who hold more than
) 3
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301 of the equity, because we have bul up their oyaly, When we needed urgent
proxies 2 couple of years ago, for exampl, we stanted asking on Thursday and had
them all in by Monday,

A essental, i ifclt, reltionhip

However, the relationship between Chief Exceutives and sharcholders,
particalrly the large insitutions, has never been especially easy. Although they
have a good many obyectves 1 common - both in theory want ezpal
appreciation and prowth in carnings per share and dividends - they also have
magor diferences. For example, says Meser, “lnvestors often don't understand the
walue of @ business: businesses ar not something you can wirch fnto or out of

ike sharcs. So there’s & fundamenal dispariy of views.”

Sir Simon Hornby, Chaiman of WH Smith, highlishts a maor atea of
ficion: whist instrutional sharcholders expect top management of companies 1o
behave propery towards them, the same instituions do not always recognise thei
own responshifies. “They should be investing in & company bocause they believe
i I, raher than to make a quick buck,” he explans. *! get angry when | read that

"WH Smit's view is Iaer term than the Cly wans'”

The essence of effective sharcholder relations appedrs 10 be understanding
and responding to their ustfiable expectations. But what do they expect’

According to the Chief Executives interviewed in the study, sharcholders require
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v That the business will be run well (profiably and ethically)

o That share values will be enhanced by dividend increases end market
confidence leading to capital appreciation - this confidence is often a
teflection of the percerved capabiity and track record of the CEO and hi

team,

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

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

Al of the Chief Execurives inteviewed stated that they spent a considerable
smount of their ime communicating with sharcholders - concenttated especill,
as might be expected, around the major reporting periods. The more frequentl
they teported, the more evenly spread actoss the ear the workload tended to be,
Although some had delepated routine work to nvestor relations departments, they
found there was no teal substiute for developing personal relaionships between
the CEQ) and.the shareholders. “Ting Rowland may not be popular with the
Establishment,” obscrves one Chairman, “but his shareholders love him - because

he talks to them.”

Of the many media avallable for appuising investors, three remain the most
popular: the annual teport, the annual general mecting and lunches with
insetutiona! nvestors and analysts, Glossy annual reports are by and hage 4
telatively ineffective means of heeping sharcholders infoemed. However, when

Thorn EML seat investors and analysts copies of its annual employees repor
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(which used simple language and provided much more information zbout what

was going on i the various divisions) it discovered that many found this eport
more useful,

Getting the message across

Nonctheless, numerous CEOs are making strenuous efforts to cnsure thar
thir annual reports contain & wider range of informaton - both pusitve and
negative - that wil enable nvestors to pin a broad picture of the company, i
sctvities and it business philosophy. BNFL, for cxample, carties & ke setion
healh and safery nctvites; Marks & Spencer and K17 have included additions
publicatons about their communiy relations policies, LASMO's Cheman, 1ord
Rees, sends a selected lst of nvestons - and any sharcholder who so requess - 4
sepasate company profle along with the annual report, The profile goes into much
greater detal about the circumstances of, and prospects for, each area of the
corpany. BP bas 2 simlar policy with regard to prss relesses, sending them 10 2
engtby kst of shatcholders a the same time s to the Press A growing number of
corpanes, such 2 BET and BP, also produce road shows in a conscious effort

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

dissemination i mlv worthwhle, howeves, f it is both credible and reassueig,

Methods used

Low of the CEOs perceive the AGM as a particularly strong vehicle for

cementing sharcholder relations unless the company has 2 haree mumber of nrivate
g . ¢




The poona mabement o employee sharcholders, David Ropes, a Director of Wassall ple, whose shares
i CEQ inthc e mainly institutionally held, explains: “Very few insitutional Investors turn up
it e s for outs; we hope they fecl well enough briefed already.” Some US companes
on el pat of b have tesorted to video-conferencing so that investors in different countres can
b attend the AGM without excessive travel, but the idea has not met with much
enthusiasm in the UK 5o far

Marketing the company to the City

Several CEOs cxpressed resentment at the time they spent with analysts
often because of the anlysts’ appatendly superficial understanding of the business
Saps one Chaimman: “None of these meedngs ever gave me anything that helped
me tun the busincss better,” However, others go to considetable trouble to
arrnge reguhr lunches for lagge investors and analysts, i necessay on 2 one 0

one basis where sharcholders are concerned. BP, for cyample, ensures that these

Junches ate aso attended by the heads of subsidiary businesses who can angwer

detaled questions,

Even small quoted companies find this ind of acivity important. Sam
Smith, Chairman of Bimec Industries, comments that after considerzble effort he
has persuaded fifteen brokers to follow the company. He Invites brokers to bring
instutonal imvestors o lunches, explaining “You have t0 take the initiative: smal]

companies are not 5o well looked afte since Big Bang”

How informative to be o1 these occasions can reguire 2 delicare balencing act
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As Sir Eric Pountain, Chairmman of Tarmac, expresses &, the tick is “10 promote
the company whis 2t the same time being honest on prospects and confienta
on matters of commercil sensiivity” Adds Michael Meyer: “We am to provide
the Insttutional investors - who own 90% of our company - with therr own

orvte vew of what’s going on and whetherthey should be n the shares or ot

In conclusion

Sir John Hnrvcv-lonc% comments, “A surprisc-free fife 1s what shareholders
want and it s up to the CE () to provide 1" For this reason, BP cnsures it
produces briciag documents - which give both the good and the bad news - s

investoss ate alvays aware of the contest of business moves

liicctive sharcholder communications - so that investors feel informed,
consulted and considered, f not activel involved - is kely to demand an
increasing amount of the Chief Executive’s tme In the 1990 many may find that
they ate foced to te-examine their priorites to accommodate these derands but
whether it s seen s pleasure o pain, investor communicatons 1 & fundamental

and growing partof the CEO’s ol

As Michael Meyer emphasises:
4 publc company it v ovmed by the mangers; e polinen,
iy ot your cmsttnsy o wil b ot ofa o

Executive Scarch Gonsultants
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28 August 1991

Nigel Peace

Secretary

Committee on Corporate Governance
PO Box 433

Moorgate Place

LONDON

EC2P 2BJ
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Dear Mr Peace

UI SAITAISS U0

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 into CEO's ..
perceptions of their roles vis-a-vis shareholders. The latter,ﬁ
found a remarkably low level of agreement among CEOs."

1ed],
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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 PR E
.. approach this director in confidence, in the knowledge that the - .. .. %
. 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. the'insurance”induStry to weight executivem

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

.../2

Directors: David Clutterbuck, Michael Long S
Keith Carby, Pauline Clutterbuck
Natalie Lynch, Eileen Scholes ;.7
Reg. in England 19717568 Reg. Office as above
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* establish more firmly the differences in capability
knowledge and function between directors and managers,
with a view 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




