Remarks:

New Models of Governance and Accountability

Mark H. Moore

March 4, 2004

I. Introduction

Driving home from work two nights ago, three stories dominated the news:

1) The new criminal indictment of the former CEO of World Com

2) The campaign to oust Michael Eisner as Chairman of the Board of Disney

3) The trial of Martha Stewart

Since I was about to deliver a talk about “new models of governance and accountability,” I thought, “Well, at last you’re on the cutting edge, and you are going to talk about something that real people seem to take seriously.”

Surely these stories indicated increased action by society to demand accountability from business corporations and those who lead them. 
But then I immediately began trying to think about what these stories might tell us about the broader issue of the ways in which society can in principle and does in practice demand accountability from corporations and those who lead them. 

I have an overly schematic and taxonomic mind, but my goal in this brief talk will to outline a way of thinking about the important related subjects of:

1) The ways in which society demands accountability from private corporations (let’s call this the “natural demand” for accountability)

2) The ways in which society, acting through laws and the state, structures the natural demand for accountability into a more orderly and coherent system of accountability (let’s call this the social governance of firm accountability”);  and

3) The role that structures and processes of firm level corporate governance play in influencing the degree and ways in which the socially constructed structures of accountability do or do not work to achieve the goals of protecting important rights, imposing important duties, and achieving practical goals such as promoting wealth creation, employment, and consumer satisfaction.
The practical goal of the talk is to try to persuade you that in thinking about issues of social accountability, social governance of firm accountability, and the governance of firms, we might be focusing on both the wrong goals, and the wrong instruments. Less ambitiously, I at least want to claim that there is a wider space of action and intervention that, as a practical matter, is now being explored by many practically minded folks, and that might useful be explored by thinkers and social architects as well.

II. Social Level Governance of Firms v. Firm Specific Governance Structures and Processes


At the outset, it seems very important to distinguish two different subjects we could address. The first subject I want to call social level governance of firms; that is, the ways that society, acting lawfully, through laws, and through state action, seeks to govern the conduct of private economic actors. 

It is important to understand, I think, that the most fundamental form of this kind of social level governance of firms resides in the laws that enable firms to come into existence and do their economic work by recognizing private firms as social actors that have rights of various kinds that will be enforced in publicly supported courts. The state will recognize the existence of a corporation, and with that its right to own property and to make contracts. It will protect a corporation’s private property one recognized. It will help the corporation enforce contracts. So, there is a kind of social regulation that makes it possible for private corporations to come into existence and do business.

One can quickly think of other kinds of laws and regulations that begin to pile burdens on companies. Some of these are laws that are designed to protect the interests of shareholders and customers of firms, and in doing so, help to create the market conditions through which Smith’s “invisible hand” transforms private material desires into such important social goals providing incentives and opportunities to individuals who have ideas about valuable products and services to go ahead and supply them to the benefit of the consumer, to create jobs and incomes for those willing to work on these projects, and to create wealth for those willing to invest in these ideas. Others are laws designed to protect consumers from non-competitive market conditions. Broadly speaking, we could think of this kind of social governance as the kind that is required to protect economic rights and set up market conditions that allow private firms to operate in ways that will benefit society as a whole by performing their basic economic functions well.

Other laws that form part of the social level governance of firms are designed not to insure the private and public benefits of a free market, but to avoid some of the harms that firms in a socially unregulated market can inflict on individuals and on society as a whole. Thus, we have two kinds of labor laws established by society to ensure that individuals in their role as workers (as well as in their role as investors and consumers) can benefit fairly from, and not be harmed by private enterprise. One kind of labor law is a procedural law that created conditions that allowed workers to bargain collectively rather than individually with the firm to establish a fair labor contract. A second kind of labor law requires firms to act to protect the interests of workers through specific substantive regulation governing workplace safety and health, non-discrimination, non-harrassment, and so on. We also have laws designed to protect the natural environment from economic exploitation. We even have laws that require private companies to make financial contributions to the state in the form of taxes. As citizens of the state, companies, too, have to make a fair contribution to supporting the state and its efforts to create the conditions, and achieve the purposes that the citizens of the state judge to be valuable.

So, social level governance of the firm can be seen at least in part in terms of the statutes that set up conditions and impose particular obligations on firms to protect the rights and interests of various firm stakeholders, and to help the state achieve social purposes of various kinds. These statutes consist of both economic regulations designed to make the market work well, and social regulations that prevent firms from producing external harms, and enlist them in efforts to achieve social goods above and beyond what they would decide to do voluntarily without the requirements of the law.

But we passed too quickly by a particular social level obligation that comes before the thicket of regulations designed to ensure the proper economic performance of firms, and those designed to enlist firms in the achievement of important social results. Among the obligations a firm has, and that come to bear at the moment of the firm’s creation, is the obligation to describe the particular structures and processes it will rely upon to make decisions guiding its conduct. As a condition of incorporation, a firm has to specify particular individuals who will act as officers of the firm that can be called to account for the firm’s actions, and the ways in which these individuals are chosen for these offices. This is the moment in which the structures and processes of firm level governance are established. 
Now, it turns out that the laws that require firms to set up and publicly describe the structures and processes through which they will govern themselves are very permissive with respect to these issues, and leave a great deal of choice to those who combined their assets to create the firm. The firm can be governed in a highly centralized way with voting rights over the use of the firms assets lodged in very few hands; or it can distribute voting rights over decisions about the conduct of the firm much more broadly. Those acting as officers of the firm can constitute themselves as a self-perpetuating oligarchy; or they can set up a system where they are elected to office by different classes of members of the firm. The firm can choose to restrict board membership to those who hold equity interests in the firm; or they can decide to have members of labor and the public on the board. Of course, most firms select relatively conventional forms of governance in which voting rights are limited to equity partners, the board has only a limited number of people, and so on. But the point is that firms are typically left with a great deal of discretion in deciding how to set up their own firm level governance structures and processes. Society, acting through its laws and state enforcement of those laws, says that a firm has to be some some governing structures and processes so that we know whom to address when we have concerns about the firm and its actions; and further that these have to be formally announced and adhered to; but it doesn’t say very much about what those structures and processes should be.
It is worth noting, I think, that one response society could make to concerns about the social performance of private firms is to shift its stance on this key issue. It could, for example, begin to try to regulate much more closely and more stringently the forms of corporate governance that would be allowed. It could, for example, specify a certain number of “outside directors.” It could insist on a separate audit and compensation committees where outside directors would be particularly important to try to eliminate conflicts of interest between the inside directors of the firm whose economic futures depend on external reports of financial performance, and the interests of the shareholders and society at large who want to be sure that those external reports are accurate, even if accurate reports are against the short-run private interests of those running the firms. This, I think, is the approach that is being taken in legislation like the Sarbanes/Oxley Bill. Contained in this bill is an effort to change the social level governance of firms through a statute that is very specific with respect to appropriate forms of firms level governance. In effect, we are trying to achieve more effective social level governance of firms, by calling them to account for choices they make about how to structure their own firm level governance structures and processes, trusting that the transformed structures of firm level governance will accomplish the goal of achieving a higher level of social performance from the firm.

This is all well and good. But the point I want to make is the effort to create social level rules guiding the structure and processes of firm level governance is only one of the possible ways of reshaping the social level governance of firms; and that it is not obvious to me that such re-structuring of firm level governance structures and processes is either necessary or sufficient for improving the social performance of private firms. I want to sketch a different picture of the world that expands our images of how society acting both alongside and with the state as its agent can demand accountability for social performance from firms, and the different ideas society could have about what constitutes an acceptable or particularly virtuous performance of firms. To do this, we have to start in a somewhat different place.

III. A Broader Framework for Thinking About Social Level Governance and Accountability of Private Firms


Suppose we began thinking about the issue of social level governance and accountability from a different starting point. Suppose we started with the idea that firms exist as politically and economically resourceful actors in the social landscape. They own substantial resources that could, in principal, be used for many different purposes. They have rather extraordinary technical capacities that are perhaps best used in producing the particular products and services they now produce, but might also, at relatively low cost, be turned to other uses if there were some (market or other) reason to do so. The actions that they are currently taking are producing many important consequences for the world. Some of these are good; some bad. Some good for some people, and bad for others. Some actions seem pretty good for all.


If we began with the fact that firms exist, have resources and capabilities, and take actions that produce good and bad effects on individuals living in communities and societies, we might quickly see as well that many different individuals and groups will have interests in what the firm does. The fact that they have interests will lead them to try to make demands and claims on the firm to encourage the firm to act more in their interests. We call such individuals and groups stakeholders. We often list them in the following order: shareholders, customers, employees, suppliers, local communities, government agencies, society at large. Further we expect these individuals to act to pursue their own interests. We expect shareholders to want long run wealth creation from the firm. We expect customers to want low prices, high quality, and strong warranties. We expect employees to want higher pay and more attractive working conditions. We expect the communities to want the company to act as a good citizen. We expect the government to want compliance with tax laws, economic and social regulation. And so on. In short, we see firms located in a world in which many different stakeholders have interests in what the firm does, and the desire to make claims on them that will cause the firm to deliver more of what they want. That is, they all want to call the firm to account for the successful achievement of the goals they think are important to the firm to achieve. As noted above, we might call this the “natural social demand” for accountability; the desire of stakeholders of firms to ask the firm to achieve purposes they think are important, and either are or should be part of the firm’s responsibilities to the wider society.


It is important for us to understand, I think, that in many ways this natural social demand for firm accountability is, at base, unregulated. Individuals in society can decide what firms owe them, and act to make the firm live up to those expectations. The images of looting in Haiti are, in some respects, images of the natural demand for social accountability. Haitian citizens have decided that the firm owes them the inventory it had for sale. Less dramatic but similarly, one can see the ideologies of both communism and socialism as regimes that create much different ideas of what it is that private firms, and private capital owe to the wider society. As long as there is freedom of thought and association among individuals, they are free to have ideas about what would be reasonable to expect and demand from private firms. 


It is also important to understand, however, that an important function of what might be called social level governance of the firm is actually to organize and constrain the natural demand for accountability. The laws of private property tell Haitian citizens that even though they think they are entitled to the contents of container bins, they are not, and that society, acting through the state, will act to deny their claims against the companies, and to prosecute them for theft if they can be caught. In essence, the laws of a society give some claimants, and some claims, against the firm social sanction, and offer the use of state powers to advantage the claimants and advance the claims; while they treat other claimants and other claims as hostile to important social purposes, and act to protect the firm from those claimants and claims.


This gives us the following image of a “society” acting to create social accountability for firms. First, we recall that society consists of many different individuals and groups, differently situated in society, with different interests. 
Second, we recognize that as a practical matter everywhere, and a legal matter in liberal states, those individuals and groups can take voluntary action to make claims against resource holding institutions that are within reach (both private companies, private associations, and governments). 
Third, society sometimes acts as a collective in establishing particular laws that will be enforced by the power of the state. Some of these laws grant or deny social sanction to particular claimants and claims that individuals would like to make against both private and public institutions. We give individuals a right to sue for damages or not. We give unions a right to bargain collectively or not. These laws tend to structure and organize the processes by which various social actors – not just the state – can call firms to account. 
Fourth, the government shows up in the first instance as a location in which laws are created, and as an apparatus that helps individuals claim the rights they have under the laws. In effect, government acts to structure the efforts of private individuals to call other private individuals to account. (This could be called indirect regulation since government helps others press their claims rather than presses claims of its own.) 

Fifth, government also shows up not just as an enabler of private efforts to call other private individuals to account, but also as an agent of a collective that has decided it wants to achieve particular purposes it judges important, through means it has decided are just and effective. These purposes can include advantaging particular individuals and groups that are deemed particularly important and deserving of collective support. Or, it can achieve something different that could be called the public interest. But the point is that the collective has asked the government to act as its agent in achieving something that is collectively valued, and the state shows up then as the executive apparatus that distributes the burden of achieving the result among all actors in the society. (This could be thought of as direct regulation as opposed to indirect regulation, since the government now has particular purposes is trying to achieve on commission from the wider society acting together through government.)

Sixth, there are important roles to be played both by private social actors and by governments in providing certain kinds of technical support to private efforts to structure the accountability of firms to various stakeholders. Thus, for example, government can mandate that firms provide accurate information to investors about their financial condition, and to customers about the products they buy. Alternatively, firms seeking competitive advantage, might decide on their own, or combine together in some industry group, to commit to doing the same thing. Similarly, government can construct new technical standards for accounting for financial performance, or the accounting profession can make these technical advances on its own. Whether at government or private initiative, the effect of such moves would be to increase the effective demand for accountability from private sources, and in doing so, strengthen the overall demand for accountability.
This image of how social accountability of corporations is constructed – from the natural demand for accountability, regulated (to some degree) by a structure of laws that give some claimants and some claims legal power over corporations, complemented by a body of both private and state actions that can increase the ease and sharpen the focus of private demands for accountability, and finally from bodies of laws designed to directly regulate firms economic and social performance – shows us a much wider range of possible actions to shape social level governance of firms than we are accustomed to thinking about. It is certainly much wider than the very limited idea that the most important, or most effective way to solve the “governance” problem with private firms is to try to directly regulate the form that firm level governance should take.

IV. Different Substantive Social Expectations of Firms

Linked to the idea that there is a wider array of tools that can be used to construct powerful forms of social level governance and accountability of firms is the idea that there are also quite different ideas about what society should want and expect from private firms. It is important, I think, to recognize that much of our current discussion about corporate governance is not really focused on the traditional idea of corporate social accountability. It is focused much more narrowly on the very limited issue of whether we can get firms to report accurately and honestly about their financial performance to the investing public, and whether we can rely on our private capital markets to operate reasonably fairly and transparently in providing investors with a level playing field in deciding where and how they should invest their money. These are the issues in the cases I mentioned above. And, in many respects, they represent a very limited idea of the social accountability of the firm.

The substantive idea of social accountability of the firm suggested by these cases is one of fiduciary responsibility to the investing public. One can quickly widen that idea out from the idea that investors ought not be defrauded, and they ought to have a level playing field in making their investments as matters of fairness to the broader claim that by acting in these ways we can ensure the efficient performance of capital markets, and with that, the efficient and effective performance of the economy as a whole – something in which we all have an interest. But even at its widest scope, this demand for accountability focuses on ensuring that the firm contribute to public purposes by being an efficient and effective part of a social economy that can build wealth and prosperity – an important social goal to be sure, but not the only social goal that is important, and not the only social goal to which society expects (and sometimes demands) firms make a contribution.

An alternative idea of social responsibility, of course, is that the firms live up not only to their fiduciary responsibilities to investors, and their economic contributions to social welfare, but that they also meet the obligations they have under the society’s laws to contribute to other social purposes. This is the idea of corporate social responsibility as legal compliance. It focuses attention on tax compliance on one hand, and regulatory compliance on the other. How exacting and demanding that is with respect to ways that company assets and performance are commandeered for social purposes will depend on the particular body of such laws that has been enacted. And that can either be a lot or a little. 

But the thing I want to point out here is that whatever that body of law creating direct regulatory responsibility is, it will not exhaust in either the short or the long run, the social demand for accountability. The natural social demand for accountability – the ability of firm stakeholders to have interests, and press them as legal, moral, or prudential claims against private firms – survives. Only some of that has been channeled (or corralled) into laws directly regulating the firms. The rest of it lies out there in society waiting to be mobilized through political, legal, and economic actions taken against the firm. 

V. New Ideas of Corporate Social Responsibility and the Challenges they Involve

This suggests that the new world of corporate social accountability will be an edgier and more uncertain one. One in which the firm can’t think that its only important social responsibility is to be an efficient and effective economic actor. Nor one in which a firm can be sure that all its important social responsibilities are contained in legal requirements. The free floating natural demand for accountability can show up and make claims on firms. Some of these will be legally supported either substantively and procedurally, and the firm will be forced by the state to act in response. But many will not have explicit legal sanction – at least in the short run. They will make claims on the firm rooted in their moral appeal to both those governing the firm, and the stakeholders that surround the firm. The firm will then have to make either a moral or practical judgment about the degree to which it should respond to these legally unsupported claims. 

I think it should be clear that this kind of world poses a much different kind of challenge to the firm level governance of firms than the challenge that it is associated with meeting fiduciary responsibilities to shareholders, and reporting accurately on the firms financial performance. Maybe there needs to be a special corporate social responsibility committee in the future plans for firm level governance to increase the capacity of boards to make the nice legal, moral, and prudential judgments about what the firm ought to do for society when the answer to that question is no longer given by a simple resort to the idea of maximizing the economic performance of the firm subject to the constraint of law. When we have lost confidence in the belief that firms, pursuing their economic goals, will produce things that are valuable for society at large, and when we no longer trust politics and government to write and enforce the rules that can force companies even to behave honestly, let alone in the public interest, then we are in a world in which the natural demand for accountability will become increasingly active, and the capacity of politics and the state to discipline that natural demand for accountability and shield the corporations from any person’s idea of what is owed to them by the corporation will be weakened. It is a very dangerous situation that will require firms to think about the degree to which they want to try to substitute for, and help to recreate the processes of politics and government which are, in the end, the only way we can reliably structure the processes of accountability to ensure both prosperity and justice.

