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P R O C E E D I N G S

(12:15 p.m.)




MR. MOORE:  We want to take advantage of what is a unique event, and a unique gathering, it's unusual for us to be able to put this particular cast of characters together in one room.  To me it's quite an exciting moment because in some sense this represents a significant portion of the university's brain trust in thinking about the issue of governance and accountability in organizations in general, business, nonprofit and perhaps government as well.  So it is a grand occasion, from my point of view, to have us all here, and I want to take full advantage of it.  




I know that some of our colleagues, from the Law School in particular, where they really work hard at teaching, have to leave at 1:30 to go meet their classes, and others might have to leave as well.  But I know that some of the Law School folks are going to have to disappear.  So the sooner we can move ahead expeditiously the better, and we will do the gross American impolite thing of eating while we're talking, though ideally, not at the same time.




So this meeting was essentially occasioned by three things, the first is that the Kennedy School and the Law School have received a gift from some generous donors to focus their research attention at the university on the governance and accountability principally of the voluntary sector.  Though one of the important ways of making progress in thinking about the system of accountability and governance in the nonprofit sector is to compare it with the systems of governance and accountability that we have for the for-profit sector and for government organizations as well.  So all of us who have been not attending to the voluntary sector and been focusing our attention on these other sectors of society may nonetheless play an important role in helping us understand how to solve the problem facing the voluntary sector.




The second thing that occasions this meeting is this is now an urgent topic for discussion in the United States Congress.  And episodically the United States Congress will turn its attention to the voluntary sector and get concerned about scandals and laxness there, just as it does in business and in government, and will reach for an effective legislative stroke that would solve the problems of the sector and we are right at the moment in the midst of one of those spasms.  And mostly what we end up trying to do, it seems to me, in the short run is ward off terrible things from happening.  But we'd like, I think eventually, to get ourselves to a position where we could not only ward off terrible things from happening, but actually imagine some good things that would make sense.  




So one of the reasons we are meeting today is to see whether there are some things that could make good sense, as well as some disasters to be warded off.  And in some sense to test the extent of our knowledge, and our ability to be helpful, in that public policy conversation that is now ongoing and will continue charging ahead for the next few months.  




And Marion Fremont-Smith, my colleague from the Hauser Center, will give us an update on sort of what is going on with respect to that conversation.  One way to think about this is Harvard didn't intend, this is like many things at Harvard, we didn't intend to create a faculty group that could give intelligent advice to Congress about governance and accountability of the voluntary sector.  




But as is the case in many things at Harvard, if we had to assemble a pickup team to accomplish that goal on a Friday or a Saturday, who could we assemble, and if you look around the table it's pretty impressive, not quite the dream team but pretty close to it, in terms of its ability to offer advice.  




So one of the things that would be fun for us to do, both to test our own knowledge, as well as a way of getting to know one another, as well as perhaps make a practical contribution to the world, is to imagine what we could say to the Congress of the United States if it said, okay, I know you haven't focused your attention on this over a long period of time, and you haven't done a huge amount of research yet, but if you had to say something today, what would you tell us?  So that is the second purpose of the meeting.




And the third purpose of the meeting is to take a slightly longer view and say, look, this is going to come up again in four to five years, so let's use this experience now where we are a little bit behind the curve, to see what we could have put in place four to five years from now, so that we would be in a good position either to respond or initiate a different kind of conversation about the governance and accountability of the voluntary sector than we are now able to do.




So those are the three things that bring us together here.  I should say a word about the organization of this effort.  The funds have come to both the Kennedy School and the Law School, but they come to two freestanding committees that are jointly staffed by the Kennedy School and the Law School.  And the two committees are the following, there is a research grant committee, which my colleague Martha Minow is on, among others, chaired by Derek Bok, and they are authorized both to advertise for and receive grant applications for carrying out research in this field.  




And we in fact are in the field with our first RFP and have received I think at last count about 12 or 15 responses, is that right?  Which was actually a larger number than we expected in some sense, because we weren't quite sure there was an active, robust research community that was already at work on this at Harvard.




The second committee is what we call the working committee, and Bob Clark and I and Dutch are on that, along with Marion and Dan Halperin, who hasn't joined us yet.  And the purpose of that committee is to essentially try to construct and sustain a learning community within the university about this.  So they are not precluded from making grant applications but understanding that we might need to have a set of convenings where we got people who are working in this field acquainted with one another and acquainted with the issues and up to speed and exploring with one another what kind of research would be important.  We wanted to create this little supply generating activity as well as the ability to review grant applications.




So it's the working committee that essentially convened this lunch, and the working committee convened this lunch in the interests of beginning the conversation among people at the university to talk about the subject of governance and accountability, and how we might individually, jointly, collectively, carry out research in either the short or the long run that would allow us to improve the public policy framework within which this was all being done.  




We felt that we could get, at this stage it would be a useful thing to just go quickly around the room and say who you are and what school you're associated with, and how your work and interests might or might not bear on the subject we have in front of us.




Reiner, would you like to start?




MR. KRAAKMAN:  Sure.  I'm Reiner Kraakman, I'm at the Law School and my principle areas are corporate law, corporate governance, corporate finance, so I come to nonprofits from the corporate side, in the corporate governance discussion.




MR. MOORE:  Jim?




MR. HONAN:  My name is Jim Honan, I teach at the Graduate School of Education.  My area of interest is nonprofit financial management and accountability in the various sectors.  And I spend a lot of time with Mark and others, and Dutch, at the Hauser Center in the issue of social enterprise.




MR. MOORE:  Joe?




MR. BOWER:  I am Joseph Bower, I'm at Harvard Business School.  My principle work has always been in the area of running large organizations.  In the late `60s to early `80s that got me involved in the building of public management at the Kennedy School, and I have a strong interest in governance.  And Dutch got me involved in accountability issues.




MR. MOORE:  Nancy?




MS. KANE:  I'm Nancy Kane, from the Harvard School of Public Health.  And I have been working in the health care side of management for many years.  And I think probably the thing that got me most interested in governance has been the last, probably 15 years, I've been helping attorneys general to sue hospitals that fail to do things that seem obvious in their charitable mission.

(Laughter)




MS. KANE:  And boards are often the most oblivious to their charitable obligations, so I began to get interested in how they got there and what they did.




MR. MOORE:  Bob?




MR. CLARK:  I'm Bob Clark, a professor at the Law School, who works on corporate law mostly.  I guess I actually participated in managing a large nonprofit, I managed the Law School.

(Laughter)




MR. CLARK:  And once upon a time, out of intellectual curiosity, I did some courses and some writing on the theory of nonprofits, hospitals in particular.




MR. MOORE:  Marion?




MS. FREMONT-SMITH:  Marion Fremont-Smith.  I know most of you.  I started my career with nonprofit charities running the division of public charities in Massachusetts as an assistant attorney general, more years ago then I want to say.  Then I practiced law in this area for many years.  And happily, when I turned 70, Hauser took me in, and I have been doing research and writing on governance and regulation of nonprofits.




MR. MOORE:  That was part of our effort to reduce homelessness.

(Laughter)




MR. MOORE:  Jerry?




MR. GROSSMAN:  I'm Jerry Grossman, and I am at the Kennedy School and now running a health care delivery forum of major corporations from all the stakeholders.  And there my focus now is a little bit the other way, which is why we can't be more accountable for quality, safety, efficiency, patient-centeredness, those things that corporate businesses seem to have a clear focus on.  We do not seem to have very many of those attributes built into our management or accountability.




MR. MOORE:  And you think that is partly because you are not held accountable for those things or--




MR. CLARK:  I would say that's pretty close.




MR. MOORE:  Dan?




MR. CURRAN:  I'm Daniel Curran, I am with the Social Enterprise Initiative at the Harvard Business School.  And until recently I have been managing a program in humanitarian leadership, working with some of the larger humanitarian agencies.  In this project I'm working with Dutch, as well as Joe and some others, in a program in looking at the specific challenges of multi-site organizations that have various boards, the same brand name, and various missions around the world.  And I am very interested in how we are accountable actually to the people on the ground, to the poor, to the people we claim to serve, and how we stay accountable to them.




MR. BOWER:  You ought to say what you just did.




MR. LEONARD:  He's been practicing what he preaches.




MR. CURRAN:  I'm just back on Friday from seven weeks in Banda Ache, doing relief work with a group called Mercy Corps, in the tsunami areas.




MR. MOORE:  What was it like?




MR. CURRAN:  The elevator pitch, it's going well, incredible destruction but the people are very, very powerful, and strong, and they are recovering quickly.  They are several steps ahead of all of us, any agency or government, and the best advice I can give is we need to get out of the way and help the people, because they are the ones making the decisions and moving quickly in their own recovery.




MR. MOORE:  Will we see a large number of scandals coming out of this?




MR. CURRAN:  Probably.




MR. MOORE:  Dutch?




MR. LEONARD:  Dan is actually being quite modest about this.  He is pushing the idea of trying to turn the disaster relief effort on its head, rather than being a top-down enterprise to trying to support the folks at the grass roots level, it's quite an interesting challenge that he is engaged in, and very much on the subject of accountability.




I'm Dutch Leonard, and I teach at the Kennedy School of Government and at the Harvard Business School, and have long been interested in issues of accountability, since I began my odyssey into management and leadership from economics by teaching courses with Mark Moore on public finance and financial management.  And the issue of accountability looms large in this area, the lack of accountability looms large.  




And I have long wondered why it was we had what I think of as imperfect but reasonably well-defined accountability structures for political organizations, and reasonably well defined accountability structures for business organizations.  In both cases you could imagine why they would produce an orientation to and incentive for relatively high performance.  But that in the nonprofit sector, where we put some of society's hardest problems, we have the structures that have the least incentive in them to produce high performance.  There is less of an incentive to try and take the money and run with it than there might otherwise be, because of all the rules against self-dealing.  But there is correspondingly no incentive to do really terrific, inspired things with it.  And I hope we can fix that in this seminar.




MR. MOORE:  Martha?




MS. MINOW:  I'm Martha Minow, I teach at the Law School, and I have taught a seminar on nonprofits and the law, with Marion Fremont-Smith's help.  I came to do that because of an interest in privatization, particularly looking at schools and social services, where the competition and relationship between and among nonprofits, governments and for-profits has dramatically changed in the last ten or fifteen years, and the accountability lines are very confused.  




But also, from the international field, so in my work in Kosovo I was given the job of trying to evaluate how the humanitarian groups functioned.  And it wasn't a happy picture.  So it seems as though internationally and domestically there are some issues.




MR. FUNG:  My name is Archon Fung, I teach at the Kennedy School, and most of my work is on democratic governance and civic engagement, so I am here very much as a learner.  




I come mostly at the third sector by thinking about the political role of secondary associations, not so much in their service delivery or productive role.  And in that we used to have this kind of idea that the best kinds of associations were democratic associations more or less.  And I think it's really hard to figure out what that means now, it certainly doesn't mean what it used to mean.  So I'm hoping to gain some purchase on that question here.




MR. RYAN:  I'm Bill Ryan, I am a Research Fellow at the Hauser Center and I am also the project manager for this project, which has caused me to chase and bother many of you by e-mail.  So it's great to see you here.




For the past several years I have been working on nonprofit governance, particularly looking at the problems with boards, with Dick Chaite from the Ed School, and more recently with Mark at the Hauser Center, looking at kind of the larger public policy environment that affects nonprofit governance and accountability.




MR. MOORE:  Dan, you arrived a little late, but you probably got the drill, right?




MR. HALPERIN:  Yes.  I apologize for coming late but unfortunately the Law School insisted I stay till the end of my class.

(Laughter)




MR. HALPERIN:  I'm primarily in the area of tax but I do teach a course in nonprofit law, which has caused me to worry a little bit and think about some of these issues.  So I'm happy to be here.




MR. MOORE:  Great.  And I am Mark Moore, the Director of the Hauser Center, and until about five years ago I had no views about the voluntary sector whatsoever, and fortunately Marion has told me all the important views to have, so I now feel a little bit more self-confident.




We have two pieces of work we thought we might do to get the conversation started among ourselves, and one of them would be to hear a brief report from Marion, who has been working with a trade association called the Independent Sector, which has been asked by the Senate Finance Committee to help them in sort of working their way through a set of issues that they might legislate about.  And Marion is going to give us a brief account of that.




Then we have the great good fortune of having Dean Clark having produced a very powerful paper on analyzing sort of the Sarbanes-Oxley forms of social construction of accountability for for-profit firms, through the Sarbanes-Oxley mechanisms.  And testing that in the for-profit sector.  And then that creates a jumping off point for us to think a little bit about whether similar kinds of legislation occurring in the nonprofit sector could be expected to do better or worse than it seems to have done in the for-profit sector.  




So if we can sit still for a few minutes and listen to those presentations, then we can let it rip and get ourselves into this mode of if we had to give the Senate or House of Representatives reasonable judgement about what to do, what would we tell them?




Marion?




MS. FREMONT-SMITH:  Last June, after spending a fair amount of time, and giving the sector warning that they were after the nonprofits, the Senate Finance Committee staff issued a discussion draft with almost forty specific recommendations for changing both the substantive laws governing nonprofits and the method of regulation.  Actually, they held hearings the day they were announced and Derek Bok spoke at those hearings, having been involved in advising the Nature Conservancy, whose problems were in part the inspiration to Grassley for getting into this area.




In the summer, the finance committee asked twelve "experts" and nonprofit personnel to submit comments on the discussion draft.  And I was one of those and I did participate in a roundtable hearing and did submit my reaction to the proposals.  And then in the early fall the finance committee requested Independent Sector to respond formally to the proposals, I think recognizing that they had gotten a little ahead of themselves and that this was a good way to divert criticism.




And Independent Sector has done an amazing job of responding, and at some point I think people would be interested in the way they did it, because as I say, I'm using that word with consideration.  They put together a panel on the nonprofit sector and then five work groups, encompassing about a hundred people, each one covering various components of the sector, an expert advisory group, of which Joel Fleischman and I are the co-conveners is what they call it, and a citizens advisory group, to give them more of a balance that way.  the panel was co-chaired by Paul Brest, who many of you know, from the Hewlett Foundation.




Today is the day that they have produced a 72 page interim report to the finance committee.  What they decided to do was address the issues first that they felt they could get consensus on most reasonably and easily, and they were pushed by the finance committee to get this done in February, although they knew it would be impossible to do the whole thing.  So that report is out, and I'm not going to dwell on any of the details in that, I'm just going to give you a quick summary of the approach, because I think the issues that we need to address are larger issues than many of the details in the proposals.




I broke the report down into three general categories, and one of them was fixes in the Internal Revenue Code and in the, particularly specific provisions and disclosure provisions to improve accountability.  Apropos for our talk today, they do include importations from Sarbanes-Oxley, specifically to require audits of organizations of a certain size, finance committee, $500,000 gross receipts.  Independent Sector panel, $500,000 to $2 million reviews, and $2 million and above, audits.  Officer certification and the original proposal was, required audit committees also.




The second set of proposals are extremely far reaching and they really will end up, if adopted, transform the Internal Revenue Service from an organization that enforces the tax rules, which happen to have rules demanding accountability of nonprofits, into an accrediting organization.  And they put forth in the report, the senate put forth in the report, a whole page of rules that they call best practices, that they would impose on charities as a condition of exemption, and say you have to be accredited either by the IRS or some independent organizations that the IRS authorizes and delegates to.  And they would say no less than three no more 15 board members, you must have X committees, and then a whole lot of defining what the duties of a board are, they really come from some of the materials of the Better Business Bureau Wise-Giving principles that they apply to fund raisers.




The other part, there would be a federal prudent investor rule, and as I say the most important thing here to think about is this concept that you would have to be accredited to become tax exempt.




The third group of proposals would be to increase regulations.  And the issues there will lead one to basically reconsider whether we should be sticking with the IRS or whether there should be a different agency to regulate charities.  And that leads you to the question of how bad it is and a whole lot of other things.  But those are the issues that underlie this, they would, they want to give equity powers to the Tax Court, they want to let co-directors and individuals have the right to bring suits, this is against basic laws of charity which limit standing.  




And just of interest, I would be able to go to the IRS and then bring suit against the Harvard Board of the Corporation, by posting $250 fee, and the fine if it was held to be frivolous would be $10,0000, so they are not what I call realistic.




So that's where we stand today, Independent Sector is moving ahead on the second phase, which includes the harder questions I've just been describing, and they will continue with the process of telephone conferences and conferences in person.  And one of the things they did which has been interesting is they convened two, and there is a third one coming, national conference calls, you can dial in and listen, you can send in e-mail questions.  They had 650 people on each of their phone calls, which is an interesting way to deal with national questions.  And I think that in itself as a procedural thing is interesting.




I'll stop there.




MR. FUNG:  Can you say a sentence or two about the kinds of problems or crises that the report sort of occasions such reform?




MS. FREMONT-SMITH:  They don't go into specifics on those, but you have sort of a building set of scandals, the Washington Post with the Nature Conservancy.  The Boston Globe articles certainly were a major influence.  Senator Grassley had been looking earlier than those at Make A Wish Foundation.  And then there was a study by George Washington University's Pablo Eisenberg, on compensation of foundation trustees, which picked up some pretty egregious things, and what it seems clearly is the whole change in the business sector slopped over into the nonprofit sector.  And that is what we're seeing and we're seeing a reaction to that.  I don't think it's widespread, but I think there are a bunch of things that need to be cleaned up, at the state level and the federal level.




MR. MOORE:  Just as one additional point, as we make the transition to Dean Clark, many of it looked like people stealing money from organizations, but at the same time there was a report that appeared, for example, in the Harvard Business Review, done by McKinsey, that essentially, the title of it was: "Billions of Dollars Being Wasted by Charitable Organizations".  And that was an attack that went at not stealing but efficiency and effectiveness at the organizations in the doing of their work.  




And it was quite an outrageous set of arguments that were made, with the combination of both stealing and low performance was giving people a queasy feeling about whether we could count on the voluntary sector to the degree that society seemed to be wanting to count on them.  And another way to think of it, in one earlier conversation we had about this, you could think of those as two different targets of regulation, guarding against theft and promoting efficiency and effectiveness.




And the question is whether we have the regulatory instruments that are good for both of those things or not, particularly when one of the regulatory instruments that people are reaching for is this very precise targeted mechanism that says we are going to change the structures and processes of the governance at the firm level, as though that would take care of all the issues of governance and accountability that the society has at stake in the overall performance of these organizations.  So one of the things that makes us queasy about this is precisely the mismatch between the instruments and the targets, in some sense.




MS. FREMONT-SMITH:  Mark, one quick thing, though about that, and I didn't go into the details in that first section, but one of them was that organizations would be required on their 990 to set forth the performance goals they had for the prior year, how they complied with them, and the performance goals for the coming year.  So there is an interest in that tucked into this larger thing.  And that kind of approach also fits into this list of the duties of the board.




MR. MOORE:  Right.  And it parallels an effort in England now to try to specify what constitutes concretely the public benefits of public organizations and requires them to begin reporting on them.  So all of us who are interested in performance measurement in the public sector are excited by the prospect that there might be a legal requirement that people do this, but terrified by the idea that somebody may have to actually guide organizations based on the primitive instruments that we now have available.




MS. FREMONT-SMITH:  Or that your exemption relied on it.




MR. MOORE:  Right.




So at this stage I'd like to turn to Bob Clark, who is now the university professor, Harvard University Distinguished service Professor, having served as the Dean of the Law School, and apparently constructed a performance measurement system and an extraordinary level of discipline in that nonprofit organization--

(Laughter)




MR. MOORE:  --as we have seen the efforts his employees are demonstrating here.  But he touches me personally because he is responsible for TIAA CREF, so I didn't realize I had my future invested in Professor Clark.  But in any case, we have the good fortune to have his paper to begin drawing from.




Bob?




MR. CLARK:  TIAA CREF is a nonprofit too.




MR. MOORE:  We understand.  And we hope you keep it that way.  I want all the benefits I can get.




MR. CLARK:  Let me just tell you what the relationship of this presentation is to the issues Mark was raising.  I looked at the Senate Finance Committee's set of recommendations that Marion was talking about, at an earlier meeting, it's a big thick volume.  And what struck me as a corporate law professor in looking through it is that at least several dozen particular items look like they were just transplant attempts, taking from the radical seismic shift in corporate governance practices in the for-profit in the last few years and moving them over, saying well they did it in the for-profit world, it must be good, let's move them over to the nonprofit world.  




The other thing was they took some old, long standing attributes of the for-profit world like the derivative action and tried to translate them, I will not talk about that.  What caught my attention was all the Sarbanes-Oxley and related reform moving it over.  It seemed to me that there were three issues one would want to pursue before doing that.  One is look at the source of the analogy, how well is it working in the for-profit world, before transplanting it.  Can we learn something by saying -- that's what I'll mainly talk about.




Second, after we've got a fix on that, do some careful analysis, are the structures and the problems in the nonprofit world different?  Yes.  And does that make a difference as to what if anything you'd want to transplant.




And then the third inquiry is, is there empirical evidence that some of these things work in the nonprofit world?  Well, I'm going to start mostly with the first because I wrote a paper about this, which is now in a form ready to go up on the web, social science research network.  And if any of you are interested I can give you a copy of it.  So I may skip over some things, if you want, just interrupt as I go.




This is an attempt to do several things, to tell you how the for-profit governance reforms came about, quick, very quick.  Second, an overview of the major governance changes, which I've tried to organize in themes.  Third, if there is time, I'll quickly refer to the kinds of things that have not been changed, there is a vast territory that has not been interfered with by this movement, mostly state law of corporations, which is still amazingly important in the US.




Fourth, which is most relevant today, the search for empirical evidence about the particular kinds of reforms, I've done a lot of looking into what is available, there is a surprisingly large amount and it has some interesting lessons as we'll see, beware basically.  And then my little proposal for the future, if we were doing a Sarbanes-Oxley kind of reform in the future, what would we try to build into the statute, some reflections on that.  Maybe that's relevant to the nonprofit sector.

(Crash sound effect)




MR. CLARK:  That was a crash, a market crash.

(Laughter)




MR. CLARK:  The stock market, as you all know, had a great run in the 1990s, the long dreamy days of the bubble, I call it.  Before happy prices were up the bubble burst though, in the early 2000s and the market was down for several years, almost three years.  During that downturn, which was a serious one compared to several decades prior, scandals emerged, as they often do.  




You found some companies that had had financial statements that didn't quite reveal how bad things were getting for remarkably long periods of time, sometimes that was due to outright financial manipulation or fraud, like in Enron, WorldCom, much was written of Enron had to do with special purpose entities, keeping debt from appearing on the balance sheet by putting it in companies that didn't have to be consolidated, very complicated stuff.  WorldCom, which tried to treat some things as capital expenditures to be amortized over time, instead of expenses that had to be taken right away, and many other things at WorldCom.  




And then there was some companies where you just had outrageous amounts of extravagance and siphoning off of assets by founding and controlling persons, like in Adelphia, sometimes disguised as loans but were actually rip-offs.




So anyways, these scandals came out, they got lots of press, I'm sure you've read about some of them.  The stories had a life of their own, they created outrage, they created what I would call a clear bandwagon for reform, politicians got into the mindset we've got to do something about this, restore public trust.  And as a result there was some major changes in the law.  For a while -- I like to throw this in for the Europeans who listen to me.  People in other countries would say the US is getting excessively carried away by all this, and then of course we rediscover that fraud is a global phenomenon, with cases like Royal Dutch Shell and Parmalat, and now we have the beginnings of corporate governance reform in those countries.




So that is the introduction.

(Drum roll sound effect)




MR. CLARK:  Drum roll; here is the response of our system.

(Laughter)




MR. CLARK:  It's important to realize it's not just one thing, there are at least four distinct waves or sources of the reform efforts.  One is the famous federal Sarbanes-Oxley Act of 2002, which many corporate lawyers and business types will say is the most important legislative change affecting public companies in the US since the Securities Exchange Act of the `30s, it's that big a deal, and I'll talk about it.  




But it's important to realize that's not the only source, following on on that the major stock exchanges, NASDAQ and the New York Stock Exchange, I'm only going to talk about that, changed their listing rules.  If you're one of the three thousand or so public companies on the New York Stock Exchange you've got to comply with these rules or you can't have your stock traded there or your securities.  The so-called New York Stock Exchange corporate governance rules, which go beyond SOX in many. many ways, very important ways that impact companies.




The next level is all these private corporate governance rating agencies who purport to tell the world what good governance is so they have scores, the institutional shareholder services, ISS is the most, the biggest most important, they've made quite an industry, if you go on their website you'll see something like sixty-one factors relating to corporate governance that they think will make companies run better.  If your company doesn't score well on all of them you don't get a high score and maybe institutional investors won't buy you or they'll vote against your directors, whatever.  There are many others though, Martha knows about this because her sister runs one of the better ones, which is more textured and investigatory.




Then finally, something that is missed by a lot of observers, there has been a kind of move in the tone of Delaware State Court judicial opinions that has been very significant.  A good example would be the Oracle derivative litigation of a couple years ago, where the court there, which was Leo Strine, who is teaching at the Law School right now, wrote an amazingly strict opinion about who counts as an independent director, for purposes of serving on a committee that can evaluate a lawsuit and maybe turn it away.  Of great interest to us professors, as Reiner knows, because why, who were the two independent directors?




MR. KRAAKMAN:  Joe Grundenfest.




MR. CLARK:  Professor at Stanford Law School,  former SEC commissioner, a good friend, I almost wrote a book with him.  So he was brought in, and he runs a director's college, of all things too, on the side, so he is supposed to be Mr. Governance.  He's on this little independent committee and the court gets all upset because the defendants in this rather thin derivative action against Larry Ellison and company for insider trading allegedly.  Because he and the other independent director are both professors at Stanford, which has received some significant gifts from these people in the past, and notice, they didn't get the gifts themselves, they weren't executive officers off the charity.  




The thought was that as faculty members they might have sympathy for not hurting the university in its efforts to cultivate major donors, and therefore that would weaken their resolve to really look at this law suit claim carefully.  Now, having been a dean, and knowing how faculty think about hurting government--

(Laughter)




MR. CLARK:  So that's a whole set of things.




There are literally hundreds of specific new rules in place, but interestingly, they fit under several headings mostly.  Sox, and the related legal changes are basically about three things, which reflect the scandals that caught the most attention.  They are attempts to fix the audit process in public companies, to change the structure and functioning of boards of directors on the theory that they should be engaged in oversight and monitoring.  And the traditional thing, improve SEC disclosure requirements, let the market work.  




I have a fourth item here in brackets, I think some independently generated reform ideas, empower shareholders to kick out managers or have takeovers more easily, got a little bit of a boost from the change in atmosphere, but they weren't part of it.  




MR. BOWER:  Where would you put, on those four, 404?




MR. CLARK:  In the audit process.




MR. BOWER:  Okay.




MR. CLARK:  Which is a huge, obviously big, big thing, it's the one that's getting people most upset at this very moment in time.  I'll give you some numbers on that too.  So I want to quickly give you an overview of these things.

(Crashing glass sound effect)




MR. CLARK:  That's crashing glass.

(Laughter)




MR. CLARK:  The idea of in both the first two big items, which are the most expensive audit related and board related changes, they each have two different parts or sets of parts.  Some of the changes are designed to reduce conflicts, the idea is any kind of situation or incentive arrangement or pressure or temptation that might lead an external auditing firm not to do a diligent job of policing a company that is preparing financial statements, we want to get rid of.  So reduce conflicts is the idea.




The second kind of rule, set of rules, has to do with how to make it all real, force action by changing incentives in powers or requiring certain actions and procedures.




So you can sort of see a similar thing with the board related changes.  So here is what we have, some of them are about limiting what the auditing firms can do for a company in the non auditing sense.  So, if you have KPMG or some other company auditing the books of a public corporation, can they also come in and provide some actuarial services, say yes, your pension plan is well enough funded, we think your assumptions about investment earnings and when people are going to retire, etcetera, are reasonable.  Can they do that and make a little extra?  Can they evaluate goodwill and make a little extra for that?  Can they supply some people to help the company do internal auditing or can they, here is one that made a lot of money, informational technology consulting, can they sell computer programs and advice about how to set up the books in the company?  Well, a lot of big firms had been doing that and it was pretty lucrative.  The thought here was well, gee, maybe the auditing team is going to be worried, we'll lose that business if we're too tough on the audit, that was the basic insight.  So just eliminate it.




If you're an auditing firm you can't do, seven of these are prohibited, a few others are still permitted but not as many.  The other thing that happened was the governance rating agencies all got on the kick of saying all right, even the permitted non audit work, we want it to be small in relationship to how much the auditing work is, just to eliminate that conflict.  And the SEC helped by having mandatory, by requiring companies to disclose the categories of payments to the accounting firms.  All this is conflict reduction, it seems like a non-brainer, right?




Think of arguments against it, why it might not work or make any difference as we're going.  Because then we'll look at evidence.




Another change like that was suddenly a little intrusion on state law here, corporate law, SOX requires that the power to hire, fire and pay the auditors be shifted from the whole board to a committee, an audit committee.  And then other rules in SOX require that the audit committee has to be composed entirely of independent directors, no managers, no employees, etcetera.  So the idea there is once again, you don't want that accountant thinking gee, if I'm too tough on the audit they won't hire me again next year.  You can reduce that, theoretically, by having the audit committee possess the power, even if state law allows you to put it in the whole board.  




And then there are some similar rules about reducing the bonding between the auditing team people and the people at the company they're auditing by requiring rotation of lead partners, and some limits on hiring the accounting firm employees by the company, there's a cooling off period.  Lots of times someone working on auditing a big public corporation would say I don't like this auditing work I'm doing, it's too hard, doesn't pay enough, I'd much rather be working for the company.  Well, you can still do it but you've got to wait a few years, the idea is to reduce the conflict.  




Another set of changes, your question, is trying to force action, make audits real.  Some of it is by capacity or capability requirements, so your audit committee members have to be financially literate, and there is a disclosure requirement that induces one of them to be a real expert, like a former accounting partner.  There is a new regulatory body, which taxes the industry, the PCAOB, peekaboo it's called, which is designed to audit the auditing firms, they go in and look at the quality controls and you can go on the web and see some of the results of the early reports by this PCAOB looking into the big accounting firms, they're very good by the way, these reports.




The one that has got everybody's attention right now is the requirement that companies have internal control systems and that the management has to attest to them and the accounting firms have to attest.  




Many of you don't know anything about accounting, or do you?  Do you have any idea what that is, what is all that?




MR. BOWER:  Well, what it really is asking is are the firm's measurement systems capable of detecting problems? 




MR. CLARK:  Right.




MR. BOWER:  And there are lots of reasons why they might not be.  But most interesting is, at least in my experience as a director and worrying about it, is that the accountants were lousy at this piece of work that in fact engineers understood process control better than accountants do.




MR. CLARK:  It's a little abstract, I guess, but there are literally thousands of things that would be called internal controls in a company.  Rules like when you set up an account receivable, who has the power to do it, make sure it's not somebody who would also be on the other side getting a check, you know.  Or when you pay the bill you've got to have a rule that says you've got evidence that the service or good was received by somebody who is not likely to be on the other--




MR. BOWER:  Entries into computer systems.




MR. CLARK:  Yeah, computer system, when somebody quits you have to have a rule that they lose their access to the system, all that, literally hundreds or thousands of specific little rules and procedures to prevent fraud or make sure information is accurate.  This is turning out to be a multimillion dollar process to get this straightened out.




MR. BOWER:  It looks, going ahead, it looks as if this piece of the legislation, when your audit firm works on 404, the fee going ahead will be about the same thing as its audit fee.




MR. CLARK:  Right.




MR. BOWER:  So it's just about doubled.




MR. CLARK:  Just about, yeah.  So I'll give concrete numbers, I'm a director of a public company that is very successful, that has a little less than $10 billion a year in gross revenues and it has about $725 million a year in net income, so they're very successful.  They paid about $70 million to implement 404, $10 million being the doubling of the outside auditor's fee, which was already about ten.  And the other $60 million was hiring staff inside the company to write up all the procedures and document things etcetera.




And the other thing worth noting is they originally thought in year two or three the cost will go down, now it doesn't seem like that at all, that's not going to happen.




MR. BOWER:  Well, and the penalty.




MR. CLARK:  The penalty.




MR. BOWER:  Material weakness.




MR. CLARK:  Is pretty bad.  So this is very expensive technical stuff.




The color change here is to move to the other kind of reform.  Now I can't complain too much, except as an academic about this, because it's benefitted academics, we're now in high demand, they need independent directors, you know, especially if you're a lawyer or business school type.  




But here is what went on.  SOX requires, mostly this is listing requirements right now.  Public companies have to have a majority of independent directors, that wasn't the rule before, you could have a board that was dominated by officers of the company, on the theory they knew more about the business, why not?  




But you know, institutional investors had often argued, you've got to have some outsiders too, and some of them, like TIAA CREF had been arguing for years you've got to have a majority, we think is a good idea.  So now that is required.




Second.  The new requirement's definitions of independence are much stricter, I could give you many, many examples, but not just you can't be an employee but not to have been an employee or officer for the last three years, not any of your spouses or close family members.  Furthermore, if you're the head or top officer of a company that does a lot of business with the company in question you're not independent.  And maybe even if you're a dean or university president and the company has given significant gifts to your beloved institution, you can't be counted as independent.  Now that is going too far of course.

(Laughter)




MR. CLARK:  But that's what they are now.




Third.  You can only have independent directors on the key committees and you've got to have the key committees, which is not required by state law, namely you've got to have separate committees with separate powers, etcetera, spelled out and put up on the web.  A committee for auditing, looking at the audits, compensation of executives and nominating committee, the committee that decides who will be the next round of directors has to be independent, so the thought is that over time you would break the influence of the CEO in putting new directors on the board.  




Some governance rating agencies would go further and say you should have a supermajority of independents, only the CEO if anybody, from the company should be on the board.  Furthermore, you should have independent chairs of boards, the CEO shouldn't be the one setting the agenda, controlling the information flow, etcetera.  




And seven, you are now required by listing requirements, to have regular executive sessions, you meet without the CEO and insiders, so you can say, yeah, we were polite when he was here but what do we really think of this guy, is he messing us up?




All of that, you can imagine the reasons for.  Then, as with the auditors, there are a bunch of rules that are designed to make board action more real or substantial.  How?; some of it is capacity requirements, the first two might be thought of that way, your financial audit committee members have to be financially literate, know accounting statements and balance sheets and cash flow statements.  They can't be on too many boards, bright line rules, according to some of the rating agencies, because would they have the time to do it.  




Third requirement is incentives, make a lot of, eight rating agencies now say we won't give a good mark to a company whose directors don't own stock, they should own something like three to five times the value of stock what they are getting in cash as directors, some guideline like that.  And they've got to keep it as long as they're directors, and if they stop being directors they have got to wait a half year or a year before they sell it, so they don't trade on inside information.  So there is a lot of strict rules about incentives, align their incentives with the shareholders.




Then you've got to have governance guidelines and codes, all on the web, that go through a whole checklist of items.  And the directors should get feedback by having self-assessment sessions once a year.  So all of this is now required.




Sounds good, huh?

(Cash drawer sound effect)




MR. CLARK:  Now, pros and cons, just trying to, if you just stop before we get into the empirical evidence and think, do these things about boards make sense?  You can say yeah, they have a kind of rough theoretical coherence.  They were not ideas, as my paper points out, that came out of nowhere, thin air.  They were ideas that were kind of floating around, activist institutional investors for a decade and a half had been recommending a lot of these things, like my institution, TIAA CREF, we'd been wagging our fingers at portfolio companies for a long time saying you should do these things.




So they had, they were based on analytical arguments, a priori arguments, and some experience of human nature and companies.  But then now that they are required you can also generate easily a skepticism about them, will it really make a difference if you have a majority of independent directors.  We know that these changes are costly, you have to have more independent directors and pay them more to get them on the boards.  They insist on hiring separate law firms to advise them now, the lawyers are having a field day cranking out all these charters and requirements and advising people on compliance.




Then all of that is kind of easy to see, what is interesting to me though is the most subtle kind of argument, that the whole thing is misdirected, because it misunderstands what boards are supposed to do.  And emphasizing all these things is hurting boards of directors.  So what is the, that leads to a kind of basic thought, which is relevant to the nonprofit sector, what are boards supposed to do?  I have two parts, you can group a lot of what they are supposed to do under two headings, management and monitoring.  




The part on the right, monitoring is easier for outsiders to see.  It's super easy to see if you're a lawyer, lawyers, judges and law professors are almost obsessively and totally focused on the monitoring function.  Why?; because you know, we care about what goes wrong, we care about law suits, that's what we teach, we teach from judicial opinions where things have crashed and there has been litigation and fighting.  




So if you teach corporate law from a case book, as I do, you get warped up after a while, you begin to think the whole world is full of slack and self-dealing and bad performance by executives, and that's what the law is all about, trying to control that, and indeed, that is what the law is all about.




The board is supposed to look out for these things, and it also has powers to decide and vote on certain kinds of transactions that pose the risk, like, something like say a takeover where the self-interests of the management might be different from that of the shareholders.  Or a transaction between the managers and the company.  And that monitoring role is what all the SOX related changes tried to reinforce.  When you think about it, step back, was the unifying theme strengthening the monitoring role, make it more likely, structurally, incentive-wise, etcetera, that the directors can act as policemen or as diligent, judgmental monitors, looking out for bad behavior.




Flip over to the left.  It's very interesting, if you look at the corporation statute of any state, say Delaware, 141A, and you ask what is a board of directors supposed to do, the basic idea is the business and affairs of a corporation are supposed to be managed by or under the supervision of the board.  That is the statement, it's a statement of managerial power and responsibility, there is not even a mention of monitoring for bad behavior, that is the sort of definition of what the board is given the power to do. 




If you do a historical inquiry as to what the theories are for giving power to a board rather than say an autocratic chief executive or al the shareholders as a group, you see a similar kind of analysis, boards get the benefits of group decision making without the confusion of having all the shareholders do it.  And their whole role is to run a business more sensibly.  You find almost nothing in the history of boards that reflects the monitoring role, nowadays it's different.




Now what is the point of distinguishing, there are many people in the business world who think by that by strengthening the policeman role, the monitoring role, you're going to hurt the collegiality of the board, which is important, they say, for other stuff.  The other stuff, I can tell you as a director of several public companies, is what takes up most of the meeting time and the activity, you spend most of the time talking about lines of business decisions, new ventures, the strategy, the CEO succession, how to finance things, whether to have this or that dividend policy.  It involves potential bad management conduct only collaterally.  And that is like 95 percent of the time and the effort.  There is the other part though, when you're talking about the audit committee's report and the policing.




Do these things interfere?  The SOX related, here is what I said, the SOX related changes, the law and the listing and the governance ratings all shift things to the monitoring side, the argument is will that hurt the manager, you can argue it's not a big deal, that these two things can coexist, you can shift your hats if you're a director.  And anyway, the net effect of the shift might be good.  So it's an empirical question, but it's a profound one, very profound.

(Applause sound effect)




MR. CLARK:  Everyone is supposed to like disclosure requirements, so that's why we had applause there.




The third, I'll be very quick on this, the SOX and related laws also require more disclosures from companies to the investing public.  For example, you've got to have explicit discussion of your sensitive accounting judgements, so-called critical policies, and quicker filing, you have to disclose more and better and faster about related party transactions, and other things that might be suspicious.  So there has been a tightening up of the US's already elaborate disclosure requirements for public companies.




Then there is some, I think Marion mentioned this, the certification requirements, the CEO and CFO have to sign a little statement every quarter saying I actually read this financial statement and I don't think it's materially misleading and I think we have good controls in our company, and so on.  Now they were supposed to be doing this already, so it's not exactly anything new, it's just that now you have to sign it and maybe you can get sued.  There are some penalties.  In fact a large part of SOX is about enhanced penalties for white collar criminals and directors, officers and CEOs who don't do the right thing.

(Gunshot sound effect)




MR. CLARK:  That was a shot in the heart.




The fourth kind of change that seems somewhat facilitated by all this is what I call shareholder empowerment type reforms.  These are not mandated by SOX or new listing requirements, these are ideas that some governance rating agencies like and some academics like, and some academics.  They are mostly concerned with reducing the incumbency protection or power of managers, sort of the analog to getting rid of union restraints on laying off people, except that it's the level of the boardroom and the management.




So the people who are urging these things say well, you not only shouldn't fight takeovers too hard, but you shouldn't have structural devices that make them hard.  So all the directors should be up for election every year, not one-third every year, make it easier for a company to be taken over if it's not performing well.  And a related idea, which is now dead in the water, but it at least had a good life because of SOX was making it easier for shareholders to nominate alternative director candidates.




So that's kind of the--

(Skidding sound effect)




MR. CLARK:  If there were time I'd tell you about all the things that aren't changed, state law is alive and well, don't worry.  But I won't.  Because I want to get into the question of evidence, all the things that were changed, do they make a difference?  It turns out that there is a fair amount of empirical work.  It's kind of obvious when you think about it, why you would have empirical work in the for-profit world, because there are all these stock prices, and there is data, there is stuff to play with if you're a statistician.  So there have been literally dozens of studies about some of these things, some of which seem very careful and elaborate.




So what do they show?  It's very sobering, very sobering.  My paper talks about five or six studies of the association between accounting firms offering a lot of non-audit services to their audit clients, and whether that is associated with suspicious things, like earnings restatements or discretionary accruals of certain accounts that might indicate they are manipulating the books.




What is the result?  Well there are one or two studies that found a problem, one that found a problem in a subset of companies, and the bigger and better studies seem to show absolutely no correlation.  Now you might ask, well how can that be, how can it be?  And the answer might be, well, I gave you before the arguments as to why you want to reduce the conflict.  




But if you had been listening to the head of an accounting firm before you did the studies you would have gotten an argument the other way, saying it's not going to make any difference if you prevent us from offering multiple services, we already have strong incentives not to mess up.  We're worried that if we audit and later a fraud is discovered we are going to lose that client, we're going to lose the non audit services, and  we're going to have a bad reputation and not get other business easily.  




So what are you doing by preventing us from offering multiple services except curbing potential efficiency.  We know the client so well, we are probably the logical people to cheaply provide the extra services.  I mean that can be a baloney type argument, obviously, the question is what does the evidence show about the competing arguments and the answer is it doesn't seem to matter.  The SOX 404 thing is new, so it's hard to know whether the enormous cost, $70, $60 million for a public company, on an ongoing basis, a year, is going to have a substantial benefit.  




My doubt, why I think we need studies, comes from a simple reflection on what were the scandals that led to all these legal changes.  Most of them were scandals that were sort of done at the top, they involved very aggressive accounting judgements or characterizations by the CFO, sometimes the CEO, even though Bernie Ebbers now says he didn't understand it.  They didn't come about because the company didn't have documentation of its rules about access to the computer system, which is where all the money is going now, to make sure you have all that in place.  




So my worry is okay, we'll have a lot of businesses that are run a little better, they have better management systems, there is less cheating at the lower level, but we still might have the mega frauds, which are based on some characterization in top level judgement.




Then here is the other one.  The studies about the association between board and dependents and long term firm profitability.  There are some long term serious, serious, and many studies, because this idea has been around for a long time, even before the crash.  The best study is Sanjay Bhagat and Bernie Black, 2002, which found no clear correlation between the two.  




Now this is a very complicated area, there are literally dozens of studies and some find some positive associations, others find negative associations from majority independent boards and certain measures.  But the basic result is we don't have any real reason to think this makes a huge amount of difference.  Again, you can sort of imagine why that might be.




So this is where all the money is and this is where the evidence is least persuasive, that's the bottom line in my presentation.




Yes?




MR. BOWER:  Just while you're at it, there is another piece to this, because it just happened that the SEC in the end of February, decided that the way retailers in the United States dealt with certain specific things, things like allowances from the people from whom they were leasing property, was wrong.  And they did that, interestingly, right after the end of the year, which was very important from the point of view of SOX.  All these firms have to restate earnings.  When they restate earnings that are all, that is evidence that there were material weaknesses in their systems.  So they are now all going to be guilty --.  




So one of the interesting things is when you get to the implementation of this, you start getting parties like the SEC involved, and the chief accountant here of the SEC has done some things which I think will actually tarnish the ability of the thing to work.




MR. CLARK:  Yeah, there's a lot of it.  You could have a whole course on this.  Anyway, I'm just trying to hint at the general problem.




Now, two other prongs of reform which do not involve as much money, and haven't been accepted as well, here is the double irony.  They are the ones which have good empirical support, namely, studies of mandatory disclosure show that in general very positive results. Alan Farrell on our faculty, did a wonderful study of the before and after of imposing the mandatory disclosure on over the counter markets, and very clear, positive results, very strong.  Now that doesn't prove that any specific new requirement is going to have a benefit, but it does suggest disclosure really can have benefits for investors because they have market power, after all, to buy and sell and maybe vote in and out directors, and if they have the information maybe they can do it better.




And adding to disclosure requirements isn't very expensive relatively, necessarily.  The other thing is there are some very important studies that show clear relationships between shareholder rights, namely to displace managers, ultimately, and stock results.  I mentioned a lot of them here, the Bebchuk, Coates and Subramanian study of a few years ago is about staggered boards, they found a very elaborate, multi-company study with lots of control variables saying if you have annual elections of stockholders it benefits the shareholders measurably.  And the reason is it's connected to the fear factor, you can be kicked out if you're not doing a good job.  And I could go on about this but that is where a lot of the positive evidence is, and that is the part that hasn't been implemented much by the reforms, the displacement.




MR. MOORE:  I'm a little mindful of time, we lost Reiner, and we're about to lose Martha.  So just before Martha leaves, if we could create a little bracket for her here.




MR. CLARK:  Okay, let me just tell you what the final point is.  My paper talks about how to do it better in the future and it's something, legal change is likely to come about only because of these social processes, people getting outraged, bandwagons, but that leads to suboptimal laws often, what to do about it is my concern.  My approach is don't fight it, if you want reform you've got to get excitement.

(Tinkling bells sound effect)




MR. CLARK:  But try to build into the statutes the process of research and readjustment, like we do in the environmental area sometimes.




So that's basically the reform.  Next time we do a SOX we should mandate, authorize and fund empirical studies, let the SEC control them, give money to academics to do it, for example, then reassess the regulations that they have devised themselves.  The law shouldn't try to spell it all out because we don't know what we're doing half the time.  And then maybe we can adjust laws as we go, be more rational, that is my basic approach, try to build in research and reassessment into statutes, but not have to go back to Congress and argue about SOX being a bad idea, that kind of thing, or SOX 404, because that will never happen.




Anyway, that's it.


(Applause sound effect)




MR. MOORE:  Thank you.  And I'd like to infer that if we accept your profoundly wise recommendations, the future importance of a group like this would be rather substantial.




MR. CLARK:  You could argue this was all biased by my academic perspective.




MR. MOORE:  Martha, just before you go, do you want to make any comments or observations?




MS. MINOW:  Well with such a superb presentation--




MR. MOORE:  You mean even beyond the graphics, you think--




MS. MINOW:  I guess just one question.  It seems from the empirical evidence that does exist there is a substantive point, in addition to the call for research, which is that those reforms or those strategies that dislodge entrenched leadership may have a better effect on the bottom line.  And I wonder whether that is analogous to issues in the nonprofit sector where frankly, many organizations have less turnover than they do in the for-profit, that's the one question that I have.




MR. CLARK:  So I mean the analogy would be if you were trying to improve governance at, say Harvard University, maybe you'd want to change the original statute a bit.




MR. BOWER:  Let me just raise a question.  One of the areas about which we know least and where the literature is worst, is around management succession.  There is some evidence that if you treat leadership sort of like, you do it by the test tube principle, which is sort of, you put leadership in the tube, heat it up, and see if it works, and if not throw it out and get another leader, that is pretty negative.  So the problem of dealing with entrenched leadership is a serious one, but how to do it intelligently is at least as difficult as the issues that Bob raised in his presentation.




MR. MOORE:  So there is an analogy there in some sense to throw out the scoundrels versus get them going, is that roughly analogous to monitoring--




MR. CLARK:  The problem is, in the for-profit world, it might work because you can require detailed disclosure and you can relate what has been disclosed to achievement of results very easily--




MR. MOORE:  Right.




MR. CLARK:  --like how is the stock price doing?  Whereas, in the nonprofit world, okay, you're going to require all this disclosure, then what?  And then maybe give more power.




MR. MOORE:  At this stage what I'd like to do is shift the basis of the conversation and turn it into an open conversation.  And Bill will facilitate the conversation.




MR. RYAN:  Traffic manage.




MR. MOORE:  So that I will be able to participate as a substantive contributor.




MR. RYAN:  And I'll be able to prevent him from contributing as a substantive--

(Laughter)




MR. RYAN:  So our agenda here is to obviously dig into this.  We want to save ten minutes, maybe five, at the end of the meeting, for another topic, which is to get some ideas for future seminar topics, since we hope to do this again.




So with that, Detlev?




MR. VAGTS:  Perhaps this was covered before I came in, but have the state authorities who are supposed to, but usually don't supervise charities, shown any interest in this project?  You would think they would want to object and try to retain some autonomy?




MS. FREMONT-SMITH:  Part of the proposals that I did not dwell on were to enhance state enforcement through various measures.  One is a monetary one, but they talk about $25 million, which wouldn't really do anything.  The other is to encourage the states to pass laws authorizing them to enforce the federal laws.  And the most important one, which has long been on the books as needed or recognized as needed, is just to let the IRS tell the states what the heck is going on, which they have not been able to do even though in `69 a provision was adopted in the Tax Reform Act saying that this should happen.  But it was interpreted by the Service as saying they could not let a state official know anything until the matter was totally through adjudication with the IRS, which means that at that point anybody who is bad is long gone. 




So that has been, it's really in a bill already, it came from a joint committee proposal.  But it is in this, so there is a recognition of the need to have the state.  But the record, sadly, in the states is it's so spotty, it's very difficult to turn to the states and say that is the answer.




MR. RYAN:  Nancy, are yo on this point?




MS. KANE:  Yes.




MR. RYAN:  We'll take Nancy and then go to Archon.




MS. KANE:  There's a good reason for that though, you know, there are something like I don't know, 350,000 charities out there, and neither state nor the IRS have anywhere near the monitoring capacity.  GAO did a paper about this a couple years ago, the IRS doesn't come close, and the state AG's office doesn't have anybody that can do this, they only find out because the media discloses these.  So there really isn't the capacity to do it.




MR. VAGTS:  Sort of a follow on question to that comment.  What are sort of the current ballpark statistics, how many profit corporations are subject to the full works?




MR. CLARK:  For Sarbanes-Oxley, it would be itself, all of the companies that have to file with the SEC, which is about 13,000.  But for the full range, all the independence, severe independence requirements on boards, that's the NASDAQ and New York Stock Exchange companies, that's more like 6,000.  So we're talking about a relatively small number but they account for something--




MR. RYAN:  Many, many fewer than nonprofits.




MR. CLARK:  --like two-thirds of the business revenues in the United States.




MR. RYAN:  Archon?




MR. FUNG:  I'm wondering, in this discussion as a relative newcomer, what do people make of the big, the sort of staggering disanalogies between the for-profit making firms and the nonprofit sector.  So from your presentation, and trying to make the weird kind of isomorphism of Sarbanes-Oxley to the nonprofit sector, you could break your measures down into two kinds, right, one is processes of board governance and the other is more or less disclosure requirements on the buy side.




MR. CLARK:  And then governance rules on how to change the power relationship.




MR. FUNG:  Right.  And focusing on the first two, there is no audience for disclosure in the nonprofit sector.




MS. KANE:  That's not true.




MR. FUNG:  I mean not an empowered audience, right.




MR. VAGTS:  They don't get to vote.




MR. FUNG:  Well they don't get to vote, they don't get to buy and sell shares.

(multiple people speaking)




MR. GROSSMAN:  But they get to determine whether they want to make a donation.




MS. FREMONT-SMITH:  Your donors for the board, the group within the sector that look to the public for contributions, you do have that interest, but that doesn't affect large, large amounts of charity.




MR. CLARK:  Some would be affected by that, some would not, depending on how much they depend on donors.




MR. FUNG:  Right.  So on the sort of clappings before your transparency slide, what effective transparency policies depend on is an organized set of consumers of that information.  And for the for-profits you obviously have analysts, institutional investors, other kinds of stockholders that are very, very sensitive to every detail that is disclosed.  So it makes sense to improve some disclosure because it's actually being consumed.  




Whereas, who, there are other potential donors for the nonprofit sector who do exercise some power, but it's a much more concentrated group, and then the people that are much more directly affected by the actions or inactions of the nonprofits, the service delivery ones anyway, are the clients who exercise, who don't consume that information and if they did would exercise--




MS. KANE:  That's not quite true though.  In the health care sector anyway there is a huge group of people who are interested in the financial results and disclosures of the charities.




MR. FUNG:  That's true, so you could array in ones that are more like operating--

(multiple people speaking)




MR. RYAN:  Let's go to Marion then--




MR. GROSSMAN:  I'd just like to follow up on Nancy's comment.  The health care sector is the largest, both in dollars and percent of GDP that wears the not for-profit hat as a, mainly as an institution.  Do we lump all of this together or does that belong perhaps separate?




MR. RYAN:  Marion, did you have a clarification?




MS. FREMONT-SMITH:  I was just going to say that we are really in a different state than we were five or six years ago because GuideStar now posts form 990s on the web.  And that has been used by The Globe for its articles, by the George Washington study to get compensation, clinical and philanthropy took that information to get loans to officers and directors who found there were large numbers of them in states where it was prohibited.  So there is a new interest that I think is changing things and without that we probably wouldn't have the senate finance committee doing what they have.  So it's another source of pressure, meeting the press and researchers.




MR. RYAN:  Mark?




MR. MOORE:  Just two quick points about this.  One is picking up on the first point that Archon was making, about the relevance and transparency to producing behavioral results, and his observation that transparency only produces behavior results in the firms if there is an agent out there that is paying attention to it and in a position to demand and impose some sanction, positive or negative, on the firm. 




We've been thinking about this analytically as a concept that we would call accountability agents, which then begins to differentiate the general abstract notion of accountability into a question that sort of says, look there are a set of accountability agents out there, people who would like to or have an interest in imposing accountability on an organization.  And one of the interesting ways in which accountability could be structured is by strengthening or weakening the claims that different accountability agents could make on the organizations.  




And once you begin thinking in those terms you begin realizing that the overlap between the people we would describe as accountability agents on the one hand, and stakeholders on the other, is virtually identical.  In fact I'm not sure they aren't entirely identical, because the meaning of the concept of a stakeholder is somebody who has an interest in what the organization is doing, some kind of interest, and who therefore presumably has the behavioral motivation to press their claim against the organization.




MR. FUNG:  But maybe not the means.




MR. MOORE:  Not the means.  And what then turns out to be interesting is providing them with the informational resources or the legal means to effectuate potential power.  And once you begin thinking that way, slightly abstractly, then the way in which you would construct social level governance for a sector is real different than simply trying to construct the influence the firm level structures and processes of governance.  And that turns out to be a subset of all the things you could do to try to set up the social level governance and accountability.




Having said that, notice that that is an analysis that precedes from looking at an organization, and what we suddenly got into with Nancy and Jerry is essentially an analysis that looks at the accountability of a substantive sector.  And an interesting feature of the health sector is it has got within it for-profit, nonprofit and government organizations, like many important sectors in the society do, nearly all three have participants from three different sectors.




And this raises the question then about whether we can talk sensibly about whether there is an accountability system for the health sector, or whether you actually end up having to say, the accountability for the health sector turns out to be constructed above some things that are specific to the health sector and some things that are specific to the particular kinds of organizational forms that show up in those sectors.  




And I think it would be a mistake to try to represent the accountability system that is operating in the health care system without simultaneously specifying those things that are specific to the sector, health, and those things that are specific to the kinds of organizations that show up in the sector, namely for-profit, nonprofit and government.  And then also perhaps to make some observations about how the balance of effort in that sector is changing over time, because if the balance of effort shifts one way or the other, then presumably the structure of accountability and the likely results of that operation change as well.  




So both comments then sort of have the effect of inviting an analysis that explores the structure of social accountability, as it is constructed by law, information and interest, would be one way to think about it.




MR. RYAN:  We're going to go to Jim, then Joe and Detlev, if you want to get back in.




MR. HONAN:  A quick question for Marion on this sector issue.  If the IRS moved into the accrediting business, could you imagine the need for sector experts and involvement of various people beyond just financial. 

 



MS. FREMONT-SMITH:  Absolutely.




MR. HONAN:  And then in your own mind, what would it look like?




MS. FREMONT-SMITH:  A nightmare.  They do talk about, by types of organizations and also possibly by states, so that they've already --.  




I want to add one more thing that I should have in my legislative summary, which is that the House Ways and Means Committee held hearings last spring also on whether hospitals, nonprofit hospitals, charities, should continue to be entitled to exemption.  And that is something that is not going to go away, and that has something to do with your questions, and the health care people, they way they did it with Blue Cross/Blue Shield, they're going to be taken off the charts.  And of course if that happens it's just an easy step to where you've got for-profit universities, colleges, why do we give them an exemption if they're only relying on tuition.  So that is again, part of the health care thing that is very important.




MR. RYAN:  Joe, and then Detlev.




MR. BOWER:  Well, the more I think about Bob's speech the more I think it's really very interesting.  And particularly in picking up where legislation went and where it didn't go.  Because actually, if you think about what Mark, you were just saying, in an interesting way we think of the for-profit sector as held accountable.




MR. MOORE:  Right.




MR. BOWER:  But in fact it is only held accountable in certain dimensions.




MR. MOORE:  Exactly.




MR. BOWER:  And if you think of employment, just employment practices, this whole thing right now of should Gillette have been sold to proctor & Gamble.  But the role of a corporation in the community, there are just dozens of things which, in the United States, where we do not hold a for-profit organization accountable.  In other countries they often do in those dimensions.  And there is an interesting question, and as we start looking at accountability of nonprofits, we might want to ask why it is we don't hold for-profit organizations accountable for the things where we are trying to hold nonprofits accountable.




MR. MOORE:  We do hold them accountable for a lot of things under direct substantive regulation, we regulate their employment policies, we regulate their environmental stuff, we regulate their--




MR. BOWER:  Some of them.




MR. MOORE:  Some of them, and that's what is so interesting about it.  But what is interesting then is you have this whole body of law that in some sense is requiring firms to contribute to public purposes, without getting paid for it, that is represented by these substantive laws, which then become part of the structure of accountability at large for private sector corporations.




MR. BOWER:  Or they turn out to be mandated non-tax expenses.




MR. MOORE:  Right, exactly.  Then it turns out --.  Well, you can all see where it goes from there.  So the question then really is whether the subject, in some sense that we've been asked to address is on the social accountability of all organizations, in some sense, or something much smaller than that.




MR. RYAN:  Detlev?




MR. VAGTS:  I was listening, sort of a sense of shock at your figures about costs for these additional things.  To what extent do they range according to scale?  What would it mean for the Cambridge Historical Society to live with?




MR. CLARK:  Oh, sure, there are clear economies of scale with the 404 process.  So the percentage of revenues, total revenues that has to be paid by a small cap company is going to be higher than the percentage by a large company.  And that has been supposedly giving some small companies an incentive to delist and go private, or other smaller companies not to go public in the first lace.  I don't know how serious that is, because I hear a lot of talk about it but i haven't seen much evidence.




MR. VAGTS:  And European companies are thinking of it.




MR. GROSSMAN:  Well, and I'm not sure there is exact scale, if you look at public companies with 160 subsidiaries around the world, they are going to have a very different example for--




MR. CLARK:  The example I gave was of a company that has literally hundreds of talent based agencies around the world, so it's kind of an exaggeration, but there are some, I think there is a rough relation with scale, I think it hurts the smaller companies.




MS. FREMONT-SMITH:  Proposals for nonprofits do have a threshold, so it's met in the certification, they recognize that small charities shouldn't be, any more than they would be subject to the full audit, they would be scaled for that.




MR. GROSSMAN:  I guess it goes along with the health issue, not for-profit health institutions with very large government relations are regulated, overseen and audited by those agencies.  My guess is that's true of the ever-increasing number of not for-profits whose principle source of revenue is the government, I mean that's what we've been doing.  So there is--




MR. MOORE:  We have a very big accountability agent in the health sector, which is the government, which conditions its payments on certain characteristics and treatment and all that sort of stuff.  So the government is this huge accountability agent because it's the largest purchaser.




MR. GROSSMAN:  But it's not as Dutch would talk about it, it's not performance based, there is an enormous pressure by the legislature to keep government payments commoditized rather than based on performance.




MR. LEONARD:  That actually is I think at the root of a lot of what Bob observes in the paper, which is that there is a, not only is there an orientation not to management but to monitoring, but the form of orientation to monitoring is all about procedural compliance, rather than even the outcomes.  




So one could imagine a scheme for accountability that was to say gee, we don't think these folks are performing very well, we ought to figure out how to get some performance out of them.  But almost all of the effort in Sarbanes-Oxley is to define a series of procedural activities that you have to engage in, as if those were obviously going to produce those results.  There is no obvious connection, as you are pointing out.




MR. GROSSMAN:  Well, there may be only, Nancy was just subject to this, the minute you get beyond numbers and into any kind of value judgement about quality outcomes, anything like that, there is an immediate hue and cry that that's--




MS. KANE:  It can't be measured, cannot be measured.




MR. GROSSMAN:  Cannot be measured.  So we have, one of the reasons that you pick these kind of things, monitoring, is those are numbers and facts and whereas, in talking about management and performance and the things we talk about are indeed subjective judgements.




MR. RYAN:  Joe?




MR. BOWER:  I was just, on this thing that's begun to bother me, I'd be very interested in this prison health system set of stories in the Times because there what is interesting is you have some evidence that when these activities were conducted by a government, another form of institution, they were able to pay attention to a whole set of issues that seem to have fallen out when you put it into a form of organization that was measured by numbers and held accountable.  But it turned out it was measured very narrowly.  




I think at one point, I'm trying to remember, we did some research at the Business School back in the `70s, I think, and there was some evidence that when local companies became part of large national companies the effect in the community was very, very noticeable.  And some of it was sort of obvious, they didn't give as much to charity and so on.  Some of it simply seemed to be that the head of the company didn't have to go to church in the area where they were behaving badly, or some equivalent of that.  There are also sorts of mechanisms--




MR. RYAN:  Informal accountability.




MR. BOWER:  Well social accountability is a big thing, it's the way society is normally disciplined.




MR. RYAN:  Archon?




MR. FUNG:  Yeah, I guess I had a couple of comments.  One big difference that struck me between the Sarbanes-Oxley discussion and your presentation of the proposed, or the discussion of the legislation for the nonprofits is that the active accountability agent, the active being the one who can actually impose accountability.  If the nonprofit case is sketched out to be largely governmental, centralized and regulatory, whereas in the Sarbanes-Oxley the centralized regulation is about kind of keeping procedures that then enable decentralized kinds of accounting, mainly by the shareholders or by independent directors or whoever.  And that seems to be a big difference and a big, big problem for the nonprofit accountability proposal, especially given the diversity of activities that nonprofits engage in.




The second point is that, just an observation, it seems like when we're talking about nonprofit regulation and accountability there should be a level of basic regulation to prevent the really, really bad things, like killing workers or maybe running off with the funds.  But then the good things are much, much harder to get, like performance, because what are you going to regulate a labor union and say okay, you get your -- I know they're not nonprofits -- but something like that, you get your status withdrawn if you don't organize ten percent more workers.




MR. RYAN:  They are nonprofits.




MS. FREMONT-SMITH:  They are not charities.




MR. FUNG:  They're not charities, right, because they lobby.  So that's a second point, we need some stratification here, and then the third point, building on Mark's idea of accountability agents is that, this winds back to the first point, is that nonprofits I think normatively need to be accountable to the general public because they are getting a tax break from the American people, they're getting a tax break, they're being absolved of this responsibility because they're providing general kinds of goods.  




But it's very hard to see what kind of accountability agent can be coalesced that plausibly stands in for the general public, and it's very unlike a for-profit firm that way, which is actively accountable to its shareholders, maybe ought to be accountable normatively but is not as much to its workers and to the communities in which it operates.  But has a kind of more specific set of obligations that is being contemplated for the purposes of accountability in the charitable case.




MR. RYAN:  We're going to go to Nancy, Marion, Jerry, then Bill and Dutch.




Nancy?




MS. KANE:  It's kind of hard to maintain a stream here.  But I think the problems with nonprofits and I think why Sarbanes-Oxley is going to be not too related is a lot of communities, and the federal government, don't really know what they expect of nonprofits.  To go back to, it looks like it's really obscure what we want of them and we keep changing what we want of them.  




But I've been involved a lot with local tax authorities, saying I'm not going to give that tax exemption to that hospital or that hospital's new medical office building.  And then it becomes this huge fight over what doe sit take to be a charitable organization and get a tax exemption.  And every locality seems to have it's own new definition that is not informed by federal law, it's not really informed by state law, sometimes they are very local definitions of what is tax exempt, at least at that property tax level.  




So you're seeing a whole lot of new kind of expectations come into the accountability and transparency of the nonprofit in the healthcare sector that there is no real justification for it.  And there is a lot of effort to try to capture all this by the social accountability budgets and Catholic Health Care, there is a lot of effort to define all these non financial things that we think result in what hospitals are trying to do.  But nobody has agreed on what they should be and they keep pulling different ones out of different levels of the taxing authority.  So it's a very transparency accountability is absolutely important but we're not sure for what, and different people have different whats--

(Multiple people speaking)




MR. MOORE:  We've got the accountability thing really down, we just don't know if it's for what or to whom, right.




MR. RYAN:  And how.




Marion, they Jerry.




MS. FREMONT-SMITH:  I was just going to say that charities have had a preferred status before we even thought about tax exemption for them.  And the enforcement power has always been in the states and the attorney general representing the general public, this comes from English Common Law, and it is the law in every state.  




So there has been a mechanism, it's been, in many states, just totally dropped because the states don't do anything because of budget or disinterest, and because of the all important factor of tax exemption and the deductibility of contributions.  That's what it really is.  So it isn't that it isn't there, it's that we haven't has, as a society, the interest in it.




MR. MOORE:  It also could be because we think it is impolitic to look a gift horse in the mouth.




MR. RYAN:  Jerry?




MR. GROSSMAN:  It seems to me as I've listened to this discussion, there are two thematic issues, one is that the United States, I think in contrast to many other countries, has used the charitable organization as the vehicle for delivering social goods.  And the theme of increasing the government's willingness to pay went up, in some way we watched it all go up since, we're watching lots of arguments, then Lyndon Johnson.  And then it began to decline again and we're back now with a very tight discussion about nonprofits not having revenue to support their functions.  So I think it's important to keep that piece of issue about the provision of public good through nonprofits as an important attribute of that, different from foundations or other groups.




MR. RYAN:  I'm next in the queue and I actually have a question for Dutch and for Bob, so when we go to Dutch next maybe you can pick up on it.




I was very struck, Bob, in the presentation on your distinction between the monitoring and the management functions, and then Dutch, you're trying to focus us on performance versus the compliance.  And that is something that in analyzing the problems of nonprofit boards, principally their kind of disengagement and as Nancy would say, their kind of obliviousness, nonprofit boards--




MR. FUNG:  From both the monitoring and the managing?




MR. RYAN:  Yes.




MS. KANE:  Although more interest in monitoring.




MR. RYAN:  They're more encouraged to participate in monitoring, and in some of our analysis we've concluded that perhaps that has a perverse effect, the harder you're tasked only to act in a fiduciary mode the more difficult that work becomes, and in effect more tedious.  But I'm wondering with this idea Marion mentioned about the disclosure of affirmative performance goals and yearly recounting, whether Dutch and Bob would look favorably on that and suppose it would have any real effect on improving the performance of boards or shifting the debate at least away from monitoring to the management of performance.




MR. LEONARD:  I think we could probably find examples where it would, and lots of us have been pushing those kinds of boards and those kinds of organizations to specify what they were trying to accomplish for a long time.  




But I want to go back to what Jerry just said, because I think it's really important.  We use charities to deliver social goods, why is that, what are charities?  In that sense I think the sense you're invoking is whether tax exempt or not tax exempt or whatever else, it is that they are organized in such a way that is designed to operate as a trust market, not as a for-profit.  A for-profit organization has incredible incentives to produce whatever it is the customer wants and to be as efficient as it can possibly be, because it gets to walk away with the difference between the value it creates and the costs it sustains in producing it.  So that is a pretty powerful incentive.  




So why would we want to organize something different than that?  Well, what if you couldn't tell very well what was actually getting accomplished, what if you didn't have a good way to assess whether it was valuable?  Or the people to whom it was valuable weren't there to watch, you know, there was different people to whom it was being delivered than the people who were valuing and supporting it.




So for a variety of those kinds of reasons you might want to create an organization that basically ran on and required a much higher level of trust, that what things were going on here were basically all in good faith and good intentions and as well as we can figure out how to do it.  Now to do that you create organizations where it was hard to walk away with the money, because it --.  So you'd have a lot of restrictions against self-dealing, but you would recognize that there might be a sector in which there were things that were intrinsically hard to manage and assess, hard to figure out what the performance was.  Those would, in effect, be things that would have gravitated toward this sector.  There might be some other things in the sector that where a fairly high degree of performance could be established or you could manage more directly.




What I observe is that over time we have seen a lot of those things that were formerly not really easy to assess, become better able to be assessed, and a lot of those we've migrated to in the private sector, because you can then use the private sector mechanism to produce better value.  So I'm a big proponent, as many of you have heard me go on endlessly about, about trying to bring more performance management of the sector.  




But I want to be cautious about the notion that you can specify everything in the sector to the degree necessary to be able to operate essentially on the same as a for-profit basis.




MR. RYAN:  Mark and then Bob, let me let Bob in since I had asked you a question, and then Mark and Jim.




MR. CLARK:  Just the transparency disclosure, what does that do, picking up on what you said, Mike, simple theory of the nonprofit sector is very similar.  Certain kinds of activities where it's hard to measure the output, or where there is some redistribution that you'd like to monitor, you want to have two kinds of alternative arrangements, one, you want to have a structural nonprofit, namely no residual owner class that has a claim on what is left over, so no shareholders.  




But two, you want to have a set of controls that sort of steers people towards accomplishing the emission that is non legal, so you'd like to have nonprofits controlled by people who have a religious commitment or an ideological commitment, in the case of an environmental organization, or a kind of exaggerated notion of the importance of education and research, in the case of a university--

(Laughter)




MR. CLARK:  --that sort of thing.  So you want to have these small and ideological controls in place and encouraged.




Then the question is if you have more disclosure in transparency, how does that improve things, who is it to, what are they going to do with it?  Your question again, that's the hard part to get a handle on.  It's a little easier when you're thinking about lots of disclosures, easily available to potential donors or in the case of hospitals and universities, payers, that's a little more like, but still that doesn't get you anywhere.

(Multiple people speaking)




MR. GROSSMAN:  If you look at the university, Title 9, the manner in which we've moved the government constraints of receiving federal dollars, to the behavior of the university, whether it's private or public.  And the people who opt out of taking a penny of federal money because they don't want to be subject to the regulations.




MR. RYAN:  Let's go to Mark and then Joe.




MR. MOORE:  What would have happened to your relief effort if you had an organization encumbered by Sarbanes-Oxley?

(Laughter)




MR. MOORE:  Would any of these provisions have helped or hurt with respect to the accountability, lack of theft, high level of performance?




MR. CURRAN:  It wouldn't have had a bit of difference for what we did down on the ground.  All these discussions are what happens in the board room, what happens in the stock markets, but how it actually affects the people on the ground, the discussions that come through these organizations up at the upper levels, very few things filter down and actually affect how.  I worked for the village LaMoujon, with the people of LaMoujon and how they worked, we worked in a coordinated effort with the charity Save the Children, and on one morning the senior leadership of the global Save the Children showed up, and I had a morning discussion with them and they were talking along these levels.  




But when they left the staff then told me about how the organization was in this gridlock and they couldn't really do what they needed to do, so they ignored everything the organization was doing and they had a passion, and they were out doing basically works on the side, for good for the people on the ground.  So I think a lot of times that would be my answer on that.




MR. MOORE:  I think it's quite interesting, just as an observation, you could imagine then that an important part of the resources that are fueling at least some part of nonprofit organizations emerge not from the motivation to the people at the top, but the people at the bottom, and that is in some sense a political movement grafted on top of the functioning as a producing organization, would be one picture of it.  




If that's true, the amount of control that one would expect an authoritative center to be able to, over an organization, has got to be much less, and the principle reason is they're controlling fewer of the assets and the incentives that are actually allowing the organization to run, because most of the assets that are allowing the organization to run are held in Dan's head and heart.  And if that's true then he is an equity holder in this enterprise because he has got control over his own level of motivation and effort, and he votes with his feet, about whether he is going to, what he is going to do with that particular asset.  




So there is a way in which all nonprofit organizations, insofar as they depend on quasi-volunteers, will have this profoundly decentralized structure of governance because every worker will think of themselves as being an equity holder in the institution, not subject to restrictions and rules and guidance that would come from the top of the organization.  Which really makes it a very interesting governance problem because then these poor people are sitting on top of the board's accountable for the performance of the people at the grass roots, but depending upon their independent initiative to get the job done.




MR. FUNG:  Who did you think, and people you worked with, should be accountable to?




MR. CURRAN:  To the people on the ground.  I mean the way I see it--

(Multiple people speaking)




MR. MOORE:  --but this doesn't pay, right--




MR. CURRAN:  This would be a unique crisis because we have, between the agencies on the ground is about $1.2 billion in private funding, from individuals that were giving on the web.  So in my opinion we have a fiduciary and ethical responsibility to deliver that directly to people, they weren't given to us to build the capacity of the government, nor to build the organizations, but to get it to the people.  




What is happening right now, what I also see in the nonprofit world is we have this whole world of we have become these gatekeepers of good development practices, of good ethical judgements on how people should use money and so forth.  And that is one of the things where I think the money and the responsibility disappears.  An example that some people here were talking about is the fact that the government sent, a number of nonprofit organizations hold funds from the government, so the government is in effect an accountability agent.  




However, what I think is important to look at is the link between what they claim accountable and responsible to what actually happens.  On the ground there the most prevalent funder is the USAID, the agency for international development.  It is possible to fully report on all your funding from USAID and do it in a very good manner, where they will give you an A+, and you do very little for the people on the ground.  It is very possible to do that.  Yet you could also do great things for the people on the ground and fail in your reporting to USAID and not get sustained funding down the road.




MR. RYAN:  Joe, the Detlev, and then Dutch.




MR. BOWER:  Dutch, do you want to go?




MR. LEONARD:  No, go ahead.




MR. BOWER:  I find myself forced to think about this in comparative terms.  Whenever, Mark, you speak passionately about the boundary between private and nonprofit I think that is likely to be arbitrary in the United States.  And I was thinking, for example, something that has been fascinating in Japan, if you have friends that are Japanese executives, is how desperately difficult they find what we call restructuring in the private sector.  Because basically it involves, as far as they are concerned, being a bad person.  There permanent employment is not something they take casually, it was sort of deeply ingrained in the way they thought about what society was, it's ideological.  




If you look at the Jesuit organizations, it's quite interesting because it's worldwide, it's four levels.  And on the whole it's been remarkably effective and it is very clear that compliance and performance are both managed by a relatively intense system of indoctrination and training in earlier years, and then you are kind of on your own.  




Schlumbergea is a very interesting company because basically what they sell is information, processed information, not the raw material.  And you have relatively young people in really strange places in the world, out on drilling platforms or in Africa, things like that, who possess astonishingly valuable information, and they don't give it to their client, who they're living with.  Now to my knowledge I don't know of any scandals in that system, and that is all done through indoctrination and training and morals. 




So I hope that as we go at this we can keep in mind that the objectives we have in mind, both compliance and performance, are often accomplished in other organizational systems through things other than, okay.




MR. RYAN:  Detlev and then Dutch.




MR. VAGTS:  These last few discussions sort of brought the concept of the multinational nonprofit into the picture.  We have some in which the recipients of the care are abroad and the donors are here, but I think with some firms like Oxfam, that is probably, the inflow of donors is multinational as well.  The nitty-gritty though is are we entitled to regulate what organizations do?




MR. MOORE:  We regulate those that operate within our boundaries.




MR. RYAN:  Dutch?




MR. LEONARD:  I think part of what we've done is to recreate the general challenge or intellectual structure, if you will, of the accountability challenge for nonprofits.  Which if you think about the sort of three sectors, in the for-profit world you have organizations that are founded on voluntary transactions where the transaction affects principally the two parties in the transaction.  In the public sector you've involuntary transactions between the government and the donors or payers on the one side, and often involuntary transactions on the other side as well, sometimes voluntary and sometimes involuntary, but it's on behalf of third parties, so that's a very different structure.




The nonprofit world is not like either of these in that both of the transactions are voluntary, nobody has to play, nobody has to give money and nobody has to accept the services.  So you're operating a voluntary scheme on both sides but it is on behalf of third parties.  




So when we say, well who are you doing this for, our natural assumption is, and Mark corrects us on this every once in a while, but our natural assumption in general is of course, they are set up, they are public benefit organizations they're set up to benefit the public.  Well that is not intrinsically obvious, we've got two different voluntary transactees with these organizations, the people who gave money and the people who are receiving benefits or services or whatever it is that the organization is producing.  




And at some level they both have claims and indeed the law empowers only the other ones, at this point the law principally empowers the donors not the potential recipients.  So no wonder we're confused about the to whom question and in what circumstances is whoever it is that is supposed to be able to tell whether this is being valuable or not, supposed to have influence over what the organization next does?  Because that is the basic fundamental idea of accountability is put it in the hands of someone who would be in a position to judge the performance, a lever and influence over what the organizations does.  And if you do that you'll produce good performance according to whoever it is you gave those levers to.  




So that seems to me, at a fundamental level is our challenge, where do we imagine, and again I want to come back to Jerry's earlier point, I don't think you can necessarily lump all the different sectors that nonprofits try to cover together, because I think the management problems for these different challenges are very different to each other.  Who it is that would be in a position to know?  Sometimes the answer to that is almost nobody, or only experts.  




Now the usual result of this is to me a pretty substantial model, who do we make responsible for this, self-perpetuating boards of directors.  Well now there is an interesting idea, there are all kinds of conflicts of interest in that.  So suppose we said we're going to get away from staggered boards, yeah, but they elect each other anyway, so unless you give different people votes it doesn't much matter what the structure of that is.  




So it just seems to me there is an interesting collection of issues here about how we try to sort through, and we may need to be more specific about different particular examples and say, in this example this kind of structure would work better, we'd want to empower these guys and in other circumstances we'd want to empower somebody else.




MR. RYAN:  Nancy, and then Marion.




MS. KANE:  In Europe, I was just in Italy, where their whole idea of who is accountable for the performance of their social sector in health care and others, is the government and elected office.  And the elected person is accountable by virtue of they lose the election if they blow whatever the perceived benefit is the community wanted out of their social services.  And I think we have supplanted that public accountability with this private, nonprofit board that is constantly thrown in my face that they are representing the community.  And I keep saying, but how, in what?

(Multiple people speaking)




MR. CLARK:  One thing that is interesting about the European example is if you go back a few hundred years it was quite different, the original universities and hospitals and so on were all founded by religious organizations, and they were nonprofit, not state, not for-profit businesses.




MS. KANE:  But the accountability stopped.




MR. MOORE:  This in some sense then raises the issue--




MR. BOWER:  Well, religion and the state were a little--




MS. KANE:  They were very close, closer than they are now.




MR. CLARK:  Close, but also importantly--




MS. KANE:  But you couldn't fire the religious--




MR. MOORE:  This raises a point that Dutch was overlooking a little bit and that Jerry was raising, which is that it's very important to distinguish the source, who is paying for the thing from who is producing it.  And it is not terribly important who is producing it, because that can either be a for-profit, nonprofit or government agency.  What really is important is where did the money come from that is purchasing that?  Because we often associate the source of the money with the capacity to arbiter the value of what is being produced and to impose the appropriate degree of accountability.

(Multiple people speaking)




MR. MOORE:  But I think there is a huge difference between--




MR. LEONARD:  It's not where it came from it's on what terms was it provided.




MR. MOORE:  Yes.




MR. LEONARD:  What degree of ownership influence, claim, etcetera, did that come with?




MR. MOORE:  But notice that there is an enormous difference between the money that is spent on behalf of a collective agreement that caused us to tax ourselves to produce a result.  And whether we spend that money then on direct government services, contracts with for profit or nonprofit organizations, vouchers, doesn't matter, because that money was raised through taxes and so it carries with it then the idea that the collective has to be the arbiter of the value of that, regardless of how we decide how we ought to spend that.  That is real different than the idea of a charitable donation, where the person gave up their own money, presumably retains some right to define the value of it.  




But unless we are going to make a mockery of the idea of charity in that sense, we think that that charitable donor should have had the interest of somebody else in mind rather than his own, and might even have tried to find out what that interest was.  And if wrong about it adjust his own idea about what that should be.  But nonetheless, he starts there.  




And then the third possibility is that I raise the money because I purchase the thing for myself, and then I am the only important arbiter of value.  Now those three different principles for revenue generation are really very different principles, and I don't think it's a matter of subtle distinction or degree there, I just think that's a fundamental difference.




MR. BOWER:  But it's not the only thing.




MR. GROSSMAN:  But that is not how it is accounted for, if you look at anybody's books, there is absolutely no recognition, unless you really ferret down between charitable donations, federal grants, programs.




MR. MOORE:  I agree.  But that I think is leading to a huge amount of confusion about the nature of these institutions, because the question about whether a private for-profit agency, health agency, that has 80 percent of its budget paid by the government, under terms set by the government--




MS. KANE:  They're still accountable to shareholders though.




MR. MOORE:  I understand.  They're also accountable to the government as a customer.




MR. RYAN:  I'm going to have to cruelly intervene and Marion, ask you to make your final comment, brief.  And you have the burden of being the last to speak before we seque to one bit of--




MS. FREMONT-SMITH:  I want to get into the context, to remind us that traditionally the role of regulation by government has been, you have a duty to carry out your mission.  You have a duty not to profit from your activities, and a duty not to be reckless.  And beyond that we have said, go do it.  And I think it can be argued that a great deal of the success of the nonprofit sector is because we've been hands-off in the measuring performance.  And that doesn't mean we shouldn't be looking for ways to accomplish that, but I'll keep reminding us that we don't want to go so far with that that we mess up that freedom.  




And in that context, donors under the traditional scheme don't have a say beyond what they have possibly said as they make their gift, so we do not empower donors.  And we do not empower the clients--




MR. MOORE:  Legally.




MS. FREMONT-SMITH:  Yeah, that's what I'm talking about.




MR. MOORE:  Morally and--




MS. FREMONT-SMITH:  Yeah, but there is reason for that, and it has to do with what I call a positive, which is freedom.




MR. RYAN:  That is a suitably lofty, if disputed, concluding remark.  So we'll leave it at that.  I'm not going to attempt, nor will I allow Mark to synthesize--

(Laughter)




MR. RYAN:  --everything that you've offered, which has been really terrific.  But we will be working with our transcript and try to pull out some of the really interesting ideas and reconfigured ideas that we heard here.  




And I want to see if we can use the last few minutes just to have a brief discussion in which we might hear from you about other ideas that as a group, and with others from around the university we might take up in future seminars.  We will definitely do this again, as early as May and as often as twice a year, and occasionally in the company of many more people in a bigger conference.  So I'd like to use the last couple minutes just to hear any proposed ideas, topics, themes that you came into the room with or discovered in the room in today's conversation.




MR. BOWER:  Well, I'll just raise the one, walking over with Dutch, I would be interested in the role of the press in the whole issue of accountability.  Because the media, taken broadly, not just the printed press, because when we talk about transparency and the value of disclosure, we are assuming that it gets broadcast.  And it would be interesting to think about the role of the media in that.




MR. CLARK:  Well transparency more generally, what role for mandated disclosure and what role for the media and how they interact.  Does it make a difference?




MR. BOWER:  I'm wearing my Nieman Foundation hat.

(Laughter)




MR. RYAN:  Detlev?




MR. VAGTS:  It seems to me that a lot of things that come up about measuring performance, when you don't have a simple net profit figure, what do you use?




MR. BOWER:  There are a lot of people in the university that have looked at that a lot, you could get them involved.




MR. FUNG:  You know, building off Marion's last remark, maybe we should spend some time talking about the known hypotheses, what is wrong with the status quo of fairly minimal accountability and enforcement, I mean maybe --?

(Multiple people speaking)




MR. LEONARD:  --what is the radical alternative to a higher degree of fiduciary monitoring and emphasis on procedural compliance with a set of prescribed rules for how you're supposed to go about doing your business?  What would be the alternative?




MR. CLARK:  Greater indoctrination and mission commitment.




MR. LEONARD:  Well, but it might also come back to the issue about disclosure transparency.  




One thing I'd be interested in, and this is something Archon knows a great deal about and I have no real knowledge about, but it seems to me to the extent which we say we want other groups that have been historically empowered to be able to say important things directing nonprofit organizations, so clients, beneficiaries, whoever that might be.  It seems to me that begs the question of in what form and through what kinds of vehicles that group could conceivably be A, placed in a position where it would be in a position to tell whether what it was getting was good service or not; and B, in a position to be able to articulate that in some intelligent aggregated way; and C, have some appropriate degree of influence through those first two. 




And that feels to me like an under explored, you can think of this as public deliberation comes to nonprofit governance.  To the extent you're going to be accountable to the public, what mechanism would you announce as how you knew what the public thought, or why you thought what you were doing was grounded in the public view of benefits?




MR. FUNG:  But you are representing the community.




MS. KANE:  Just to elaborate a little bit on that, I think you could do it from an international perspective--




MR. LEONARD:  I agree with that.




MS. KANE:  --because I think there are modes out there in other countries that do express the community in a certain way.




MR. BOWER:  The comparative is very powerful.




MR. LEONARD:  We also have a bunch of failed attempts at this, if you go back and look at legislation, the `82 Tax Reform Act, that specified that industrial development bonds and various other state bond issues had to be accompanied by a public hearing process, which rapidly became a complete sham.  So asking, okay, well that doesn't work, or what about that, maybe there is something particular about the way that was set up that made it not work, it seems to me there would be some interesting things to look at there.




MR. RYAN:  This is a full list, so that is really terrific.  And we will be in touch by e-mail to sort of refine and work these.




MR. MOORE:  Is there anybody who wants out at this stage?

(Laughter)




MR. RYAN:  They've suffered through.




Thank you very much for a fantastic presentation.




Thank you all.

(Whereupon, at 2:27 p.m., the meeting was concluded.)
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