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Supreme Court Rulings on
Race and Retribution:

Implications for the Workplace

by Peter Hillman with David Madison, Ph.D.

The following article is based admission. There were actually
on Mr. Hillman's address to the # two separate cases before the

Employment Roundtable. For a Court because the policies of the
D-af] €] O ?-1 ? undergraduate school and the law
school differed. The undergradu-

- ateschool used apoint system

description of this organization,
its mission statement and roster
that prompted one justice to
21y observe, “If nothing elsg, thisisa

of membership, see the end of
thinly disguised quota” Points

thisarticle.
ith thousands listen-
W ing inon April 1, were awarded, for example, for
2003 the Supreme high GPAs and SAT scores, serv-
Court heard the argumentsin ing in leadership roles, and for
Gratz vs. Bollinger and Grutter being African-American, Hispanic
vs. Bollinger, suits challenging or Native American.
the race-conscious admissions The law school, in contrast,
policy of the University of welcomed minorities without
Michigan and its law school. using points, quotas or explicit
For only the second time in its history, the Court even allowed goals. While it avoided a numbers game, it didn’t hide the fact
audio recording of the arguments, because of heightened public that it sought a critical mass of diverse people: if two applicants
interest (the Bush vs. Gore case to settle the 2000 el ection was had equal qualifications, it would favor the African-American,
thefirst time). The recording was released within an hour of the Hispanic or Native American if it felt to do so would help main-
dramatic confrontation, and even now isreadily availableonthe  tain minority representation and balance.
Internet.

The University of Michigan found itsalf the target of law- ~ AffirmativeAction: Now Deeply Rooted
suits, and subsequently the focus of national attention, because of These admissions policies—obviously forged with the very
its policy of using race as a factor in weighing applications for best intentions—almost inevitably Continued on page 3
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Do Yourself a Favor: Hire My BROTHER

eryone has a handicap—some-
thing they think will hold them
ack in their careers. It could be
that they feel they are too young or too
old, have too little education or too much,
are of the wrong race, creed, nationality,
sex or sexual orientation, or are very
aware that they have aphysical disahility.
In fact, serious prejudice does exist.
The subject is so sensitive that thereis
rarely honest discussion between people
with opposing points of view. | hope arti-
cleslike Peter’s will get more dialogue
going. Yet, in managing their own
careers, people must try to forget about
discrimination. Those who are too self-
conscious about their perceived handi-
caps will hold themselves back. To
advance, they must simply plow ahead
and find an open window when doors are
slamming shut al over town.
| got this attitude from my family.
My younger brother, Robert, developed
spinal meningitis when he was two years
old. The medical specialists could not
help. We dl loved him, but in his grade
school years we assumed he was mental-
ly deficient. What he actually had was an
uncorrectable speech and hearing defect.
Instead of sending him to high
school, my parents sent him to a trade
school to make sure he could earn a liv-
ing. There, he became brave and asked
his teachers to face him when they spoke
so he could read their lips. When they
forgot, he reminded them, and he gradu-
ated first in his class.
To make up for hislack of ahigh

school education, he went to junior col-
lege. Then he magjored in metallurgy at
the University of Pennsylvania—all the
while insisting that his teachers face him
so he could read their lips.

For much of the past 20 years, he's
traveled the world as a marketing manag-
er with corporations that have a metals
specialty. His physical limitation is barely
noticeable, he works like a demon and, as
it turns out, he is as smart as can be.

“No excuses. Do your best. Get on
with it.” Because of my brother, that's
what I've always told myself and that’s
what | tell my clients.

To managers, | say this. “Most of you
do not understand. You have no idea what
it's like to be judged on something other
than your skills, talents and personality.”

Bruce Faulk, ayoung, clean-cut,
gifted actor—and a Five O’ Clock
Clubber—learned our techniques and did
well in his career. He played in Hamlet
on Broadway and toured Europe with
Hair. Then they played in the U.S. One
night after a show in Boston, Bruce went
out for pizza. A few policemen stopped
him and asked where he thought he was
going. Bruce did not answer as respect-
fully as he might have. He was thrown in
jail. Of course, Bruce is black.

Most of the black male professionals
and executives | know have been treated
unfairly by policemen. Or have been
mistaken for messengers or delivery
men. When | ask white male executives
if they have ever experienced this sort of

thing, they can
barely understand
my question. It is

so foreign to them.
Dear

Manager: Try to
understand. Give
different people a
chance. Young people. Older people.
People with physical limitations. People
of different races, different ethnicities,
different genders or sexual orientations.
You will find plenty who work harder
and are smarter than you would have
imagined. You will be the winner for it.
And you will have hired my brother.
Kate Wendleton, President
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RACE AND RETRIBUTION

forced the issue
of reverse dis-
crimination,
prompting the
suits against the
undergraduate
school and law
school. The
issuein these
cases was racial
preference. The
plaintiffsin
both cases were
women (actually aman and awoman in
the undergraduate case), but discrimina
tion because of gender was not a factor.
In fact, there are now more women than
men in law school (51 percent to 49 per-
cent).

Peter Hillman

Discrimination because of
gender was not a factor.
In fact, there are now
more women than men
in law school.

Affirmative action has been the sub-
ject of debate since the concept was born
several decades ago, and these 2003 cases
represented an opportunity for the
Supreme Court to weigh in again on the
topic—with potentially far-reaching con-
sequences. The first famous case chal-
lenging affirmative action was that of
Allan Bakke, a white man who sued the
University of Californiafor its race-con-
scious admissions policy. But the 1978
Supreme Court ruling in the Bakke
case—even though Bakke won and was
admitted to the medica school—had
helped the cause of affirmative action
because of Justice Powell's opinion (with
the majority of the court agreeing) that
race can be used as a plus factor in evalu-
ating admissions. The EEOC, the
Department of Labor and Office of
Contract Compliance, among many oth-
ers, have used Powell's 1978 opinion as a
guideline.

The University of Michigan had
other grounds as well for assuming that
its race-conscious admissions policy had
the blessings of government and law.
Anyone who does business with the
Federal government knows the impor-
tance of Executive Order 11246, issued in

September 1965 by President Johnson.
The essence of this order is that anyone
who sells products or servicesto the
Federa government, at more than a token
level, must take ‘ affirmative action’ to
employ and promote women, minorities
and the disabled. And the government
doesn't just take it on faith that compa-
nies are doing their best. They must
develop affirmative action plans and be
audited. Furthermore, the Civil Rights
Act of 1964 provides that, in cases where
ajury has found intentional discrimina-
tion, the adoption of an affirmative action
plan is deemed a remedy.

Title Six applies specificaly to high-
er education, and stipulates that schools
that receive Federal monies must imple-
ment affirmative action plans. This has
had far-ranging impact because so many
schools do get Federal funds. Over the
years many states have followed the
example of the Federal legidation, adopt-
ing paralld statutes in support of affirma-
tive action. Many companies, valuing
diversity as part of their corporate cul-
tures—and simply wanting to be good
citizens—have voluntarily put affirmative
action policiesinto place.

Companies have recognized
that individuals from
diver se backgrounds bring
valuable differences in
perspective and experience
to all aspects of corporate
decision-making.

Input from the Business
Community

One measure of the keen interest in
the University of Michigan cases was the
volume of amici curiae or ‘friend of the
court’ briefs (more than 200) submitted to
the Supreme Court by parties wanting to
throw their support to—and marshal
arguments on behalf of—one side or the
other. And a measure of the degreeto
which affirmative action has become
entrenched in American life and in the
way we do business is the stature of the
friends of the court who stepped forward
to support the University of Michigan—
or who at least didn’t want to see affirma
tive action appreciably damaged or

diminished.

For example, the highly respected
Equal Employment Advisory Council, a

consortium of industry leaders, weighed

in with a brief that included eloguent
argumentsin favor of diversity—testify-
ing to an enormous shift from the climate

of the business world that prevailed at the
time of the Bakke case a quarter century

ago:

American corporations today operate
in an extraordinarily diverse environ-
ment. Internally, that diversity is
reflected in employee populations that
consist increasingly of individuals
drawn from widely varied backgrounds,
reflecting the growing diversity of the
nation as a whole. Externally, that
diversity isreflected in diverse con-
sumers often spread across global mar-
ketplaces. To be successful, American
companies must be able to operate
effectively in such an environment. This
will occur only if the corporate leaders
of tomorrow are themselves diverse
and are comfortable living and work-
ing with individuals having different
backgrounds and experiences.

The ‘business case for diversity’ is
strong and well-documented. Its basis
isthree-fold.

First, changing national demograph-
icswill require companies increasingly
to fill key management positions with
diverse candidates, both to communi-
cate with potential customers and to
manage effectively a workforce com-
posed of employees of differing back-
grounds.

Second, U.S. companies increasingly
are entering the global marketplace,
creating a need for employees at all
levels who are skilled in dealing with
the culture of each customer country.

Third, companies have recognized
that individuals from diverse back-
grounds bring valuable differencesin
per spective and experience to all
aspects of corporate decisionmaking,
from operations to marketing to com-
munications to human resources. For
all these reasons, cultivating a diverse
workforce leads to a demonstrable
increase in the ‘bottomline'....

Input from Military Leaders
Perhaps the most compelling and
intriguing brief in support of the
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RACE AND RETRIBUTION

University of Michigan was filed by sen-
ior (retired) representatives of the nation's
military, including Generals Wesley
Clark, Norman Schwarzkopf and Hugh
Shelton, among many others. Their state-
ment noted that, at the end of the Vietnam
War, only three percent of Army officers
were African-American. Today 19 percent
are minority (African-American,
Hispanic, Asian and Native American),
and this realignment was accomplished
only because of race-conscious recruiting
practices, which, they argued, must be
kept in place. The brief included the fol-
lowing points:

Thomas Jefferson did not
mean what we mean by ‘all
men are created equal.’
Men meant male and white.
But we can see the
implications of the words
even if he could not have.

At present, the military cannot achieve
an officer corpsthat is both highly
qualified and racially diverse unless
the service academies and the ROTC
use limited race-conscious recruiting
and admissions policies.

The military has made substantial
progress towards its goal of a fully
integrated, highly qualified officer
corps. It cannot maintain the diversity
it has achieved or make further
progress unless it retains its ability to
recruit and educate a diverse officer
corps. This court and others have rec-
ognized that in certain contexts, the
government may take race-conscious
action not only to remedy past discrim-
ination, but to further other compelling
government interests.. the military must
be permitted to train and educate a
diverse officer corps to further our
compelling government interest in an
effective military.

In full accord with Bakke and with
the Department of Defense Affirmative
Action Program, the service academies
and the ROTC have set goals for
minority officer candidates and worked
hard to achieve those goals. They use
financial and tutorial assistance, as
well as recruiting programs, to expand

the pool of highly-qualified minority
candidates in a variety of explicitly
race-conscious ways. They also use
race as a factor in recruiting and
admissions policies and decisions.

Today, there is no race-neutral alter-
native that will fulfill the military’s,
and thus the nation’s, compelling
national security need for a cohesive
military led by a diverse officer corps
of the highest quality to serve and pro-
tect the country.

The military cannot
maintain the diversity it
has achieved unless it
retains its ability to recruit
and educate a diverse
officer corps.

What Would
George Washington Do?

The nation’s top brass even reached
back to words of our first commander-in-
chief, George Washington, for a quote in
favor of diversity. In aletter to Alexander
Hamilton in 1796, Washington had
reflected on the positive impact of having
an army drawn from many parts of the
country:

The Juvenal period of life, when
friendships are formed, & habits estab-
lished that will stick by one; the Youth,
or young men from different parts of
the United States would be assembled
together, & would by degrees discover
that there was not that cause for those
jealousies & prejudices which one part
of the nation had imbibed against
another part...What, but the mixing of
people from different parts of the
United Sates during the War rubbed
off these impressions? A century in the
ordinary intercourse, would not have
accomplished what the Seven years
association in Arms did.

L eaders sent a message to
the high court:
don’t do anything that will
set back the clock on
affirmative action.

This argument might sound like a
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stretch to some, since Washington would
not have had multi-racial exposure in
mind. And Thomas Jefferson did not
mean what we mean by ‘al men are cre-
ated equal.’ Jefferson meant men asin
male, and, for him, all men meant all
white men. But we can see the implica-
tions of words written by Washington and
Jefferson even if they could not have.

Itis clear from these two amici curi-
ae that important business and military
|eaders were attempting to send a mes-
sage to the high court: whatever you
decide to do with the University of
Michigan, don’'t do anything that's going
to set back the clock on affirmative action
and diversity—both are too important:
America’'s competitive edge and national
security will bein jeopardy if either are
weakened.

The Supreme Court has
given the green light to
schools—and by extension
businesses—to use less
subtle ways than a point
system to take race into
account.

The Justices Speak: Clarifying
Rules for Affirmative Action

A majority of the justices relied
heavily on the two briefs quoted above,
and seem to have heard the message loud
and clear. On June 23, 2003 the Court
issued its rulings in the two University of
Michigan cases. A 5-4 mgjority, with
Justice O’ Connor regarded as the swing
vote, upheld the law school’s program
(the Grutter case), which considers race
as afactor in admissions but does not
assign specific weight to it, i.e., it does
not give a numerical value to race or oth-
erwise strive for arigid quota. That policy
was harrowly held not to be a violation of
the equal protection clause of the
Fourteenth Amendment. That is, the pref-
erence program does not unconstitutional -
ly discriminate against white students.
But, a broader majority (6-3) overturned
the undergraduate school’s program (the
Gratz case) that gave some minority stu-
dents an automatic 20-point bonus on a
150-point evaluation scale. The program
upheld in Grutter was found to be ‘nar-




RACE AND RETRIBUTION

rowly tailored “...to further a compelling
interest in obtaining the educational bene-
fits that flow from a diverse student
body.” The Court declared that a broad
social value may be gained from diversity
in the classroom. The stricken program in
Gratz, in contrast, was not ‘ narrowly tai-
lored’

Thus the Supreme Court has given
the green light to schools—and by exten-
sion businesses—to use less subtle ways
than a point system to take race into
account in admissions and employment
decisions. The critical caveat is that
schools and businesses must structure
these programs the right way. On August
28, the University of Michigan
announced that a new policy was being
implemented:

“It will be a much more individualized
review;  university spokeswoman Julie
Peterson said Wednesday. “ And clearly
with the volume of applications, we're
going to have to add staff, which we've
said from the beginning that we're
ready to do” A new application for
prospective students also was to be
available beginning Thursday, accord-
ing to the school’s website. Peterson
said the new admissions process has
been developed during the past several
weeks to comply with the Supreme
Court’s ruling. University President
Mary Sue Coleman has said the rulings
provided ‘ a reasonable and moderate
pathway to fair and equal educational
access! She also has said the new poli-
cy will continue to factor in race.
(Associated Press, as quoted on
www.CNN.com)

The Supreme Court on Punitive
Damages: Impact on the
Employment Practices

The high court aso ruled thisyear in
another case that has implications for the
workplace. Employers don’t just have to
worry about discrimination in hiring; they
also have to deal with issues such as
racial, ethnic and gender bias on the job.
Any employer who is attempting to
resolve discrimination cases will find that
punitive damages is an area of the law
fraught with danger—and spectacular
cases of excess and abuse have become
notorious and common. Although the

Supreme Court has shown a reluctance to
enter arenas that it doesn’t have to, when
lower courts indulge in egregious rulings,
it will take cases that offer opportunities
to address imbalances.

Employers don’t just have
to worry about discrimina-
tion in hiring, but also with
racial, ethnic and gender
bias on the job.

The issue at hand is the desire for
fair balance or ratio between compensa
tory and punitive damages. Put most sim-
ply, if a court awards you compensatory
damages following an auto crash in
which your car was totaled, you get
money egual to the value of your car and
other out-of-pocket losses. you are com-
pensated for your loss.

Punitive damages are much broader
in scope, and are usualy meant to serve
two purposes:

(1) Deterrence, the theory being that
aheavy fineislikely to make people
think twice about doing harm or damage
to someone else. Attorneys who plead
with juries for punitive damage awards
have been known to aim for the highly
dramatic, e.g., “| want you, ladies and
gentlemen of the jury, to send a message.
What you decide here will be heard by all
Fortune 500 companies. The sound of
shattering glass [asin aglass ceiling
being broken] will be heard throughout
Wall Street” One lawyer, making this
point, even broke a glass.

Excessive punitive damage
awards can themselves
cause damage and work

against justice and fairness.

(2) Retribution or punishment. That
is, someone who has committed a wrong
with intended malice should be punished.
Juries can be highly sympathetic to plain-
tiffs whom they feel have been treated
unfairly with malicious intent by an
employer. In the employment litigation
arenga, few things seem to count for more
than the violation of fair play. Juries seem
to relish the opportunity to strike back.

The presumed wealth of the defendant
also becomes a factor when juries
consider punishment. Self-styled ‘ country
lawyer’ Gerry Spence has won huge cash
awards for his clients using variations on
his famous ‘this is peanuts formula:
“Here's the annual statement of the com-
pany. Its profit last year was $500 mil-
lion. All my client is asking for is one
percent of that—this is peanuts.”

This has introduced what might be
caled ‘the lottery factor’ into the legiti-
mate business of redressing employment
grievances—which puts businesses and
their representatives at genuine risk.
Companies and lawyers may be reluctant
to take very defensible employment cases
to full tria if the prospect exists for run-
away punitive damages. It's so hard to
predict, let alone control, what ajury will
do behind closed doors. The alarm bells
go off particularly with claims of sexua
harassment—especially when physical
touching or verbal abuse is involved—or
when the charge is egregious race, gender
or sexual orientation bias. In 2003, Leona
Helmsley lost her case against Charles
Bell, who had claimed he was fired as a
Helmsley hotel manager because heis
gay. The jury awarded Bell $1.17 million
in compensatory damages and $10 mil-
lion in punitive damages. After aflurry of
post-trial motions, the judge substantialy
reduced the awards, and appeals have
ensued. But most people remember only
the initial headlines. Clearly the judge
and many others who worry about the
long-term impact of such actions might
agree with Mrs. Helmsley's attorney that
the punitive award was “irrational "

Excessive punitive damage awards
can themselves cause damage and work
against justice and fairness. We al end up
paying for excessive damage awards
when our homeowner or auto insurance
premiums go up—and when doctors go
on strike or opt out of the profession ato-
gether because they can't afford malprac-
tice insurance rates. The issue is not puni-
tive damage itself, but runaway awards.
There often are legal caps on punitive
damages, depending on the applicable
laws, jurisdiction and nature of the viola-
tion, but matters can till appear to be a
free-for-al. A federd or state cap has no
bearing if asuit is based on alocal
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RACE AND RETRIBUTION

statute; the Helmsley case, for example,
was based on a New York City law with

no caps.

We all end up paying for
excessive damage awar ds
when our homeowner or
auto insurance premiums
go up—and when doctors
go on strike or opt out of
the profession altogether
because they can’t afford
mal practice insurance
rates.

The Justices L ook for Balance

The Supreme Court decided to take a
case where the runaway award for puni-
tive damages appeared to exceed all stan-
dards of common sense and logic. In
April 2003 it handed down its decision in
the case of State Farm vs. Campbell,
which involved a punitive damage judg-
ment by alower court of $145 million
against State Farm, in comparison to $2.6
million in compensatory damages. This
represented aratio of about 56 to 1,
which the Court considered enormously
out of line, favoring aratio of 1to 1
instead. Even a worst-case scenario ratio,
the court felt, would be 9 to 1.

Although the State Farm case has
many aspects and nuances that limit its
applicability to many other cases (e.g.,
Campbell had not suffered physical injury
at the hands of State Farm), American
business in genera has been much com-
forted by this decision—especially since
the Court has aready sent cases involving
huge dollar judgments against Ford
Motors back to lower courts for review
and analysisin light of the State Farm
ruling.

The State Farm ruling appears to
make the future a little brighter for
employers eager and willing to defend
themselves fully against discrimination
suits, where state or local laws place no
caps on punitive damages. For example,
in an age discrimination suit involving a
highly paid senior executive, compensa
tory damages might conceivably reach
$2.6 million (the State Farm amount), if a

company is required to compensate for
back pay, lost benefits, pain and suffering
caused, etc. Since the Supreme Court
considered the 9to 1 ratio ‘the worst case
scenario, punitive damages could proba
bly be held at alow single digit ratio. e
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The Job-Search
Buddy System

0 you
D W sh
you

had soneone
totdkto far-
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infamlly
dat trelittle
things? Hre swa | mpaningto
do today in ny search? Wat are
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rovto nake sure ve ve done it. You
and your job-search buddy coul d
keep each ather positive and on
track, and encourage each ather to
do wat you tdd the snall group you
vere gang to do. Mke that cdl,
sed at those leters, witethet fd -
lowup proposal, focus on the nast
inportant things that shou d be done

rather than (for exanpl €) spend ng
end ess hours responding to job post -
ings on the \Wh

With your buddy, practice your
Tvo-Mnute Rtch get ready for inter-
vievs, bounce ideas of f each aher.
Sone j ob-search buddi es ta k every
day. Sne tak a fewtines a veek.
Mst of the conversation is by phone
adenal.

Sonet i nes peopl e natch them
selves wp as buddies. Just pick
soneone you get a ong wth in your
snal | group. Sonetines, your coach
can natch you up. Hwever you do
it, stay anay fromnegative peop e
viho ta k about howbed it is out
there. They will drag you domn.

The smal | group changes over
tine peopl e get jobs; new peopl e
cone in. If you |lose one buddy who
got ajob, get another buddy.

Your buddy does not have to be
inyor fidda indstry. Infat, bdrg
inthe sane fidd or industry codd
keep you focused on the industry
rather then the process. Bt yau do
have to get dong The re ationship
nay last only a nonth or two, or go
on for years. Sone buddi es becone
fries.

G course, you shoul d see your
Fve OQock QGub career coach
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Taking Aim at Corporate Delinquents:

Reform Legislation Benefiting the Workplace
by David Madison, Ph.D., Director of The Five O’'Clock Club Guild of Career Coaches

On September 8, 2003, The HR Network,
co-sponsored by Marsh and the Five

O’ Clock Club, met at the Marsh head-
guarters in Manhattan; the topic was the
2002 Sarbanes-Oxley law. The experts
on the panel were Rob Harwood,
William Henderson and Peter Hillman.
This article is based on their comments
and superb handouts, and we thank them
for their hard work to make the seminar
a great success.

eing an employer should be
B viewed, by those who assume
therole, as asacred trust. Thisis
for two reasons:
¢ Because an employer provides the
setting and tone for an eight-hour day
¢ and establishes a workplace environ-
ment that may endure for years and may,
in fact, be the context in which people
fashion their futures and their careers

... an employer has the power to
determine, in large measure, both the
morale and fate of the people hired. In
other words, the short and long-term
happiness of employeesisin the hands
of management, the people who do the
hiring.

Whether it's a mom and pop busi-
ness with five employees or a multina-
tional corporation with five thousand on
the payrall, the responsibility toward
those hired remains the same. Thisis not
the mindset of outdated paternalism—
thisis just the reaity of welcoming peo-
ple on board in a modern world where
labor expended is such amajor portion
of lifeitsalf.

In recent years we have seen spec-
tacular violations of this sacred trust.
Names such as Enron, WorldCom,
Arthur Andersen and Tyco have become
synonymous with scandal, greed, fraud,
mismanagement—and a disregard for the
well-being of employees. Thousands of
people who put trust in their employers
have seen their careers and secure

futures ruined. On the evening news we
have followed the stories of Enron
employees whose life savings were
manipulated into oblivion; people with
decades of service saw their hopes for
retirement blasted. The people at the top
who didn’t care about such conse-
guences had no sense of their obligation
as employers and no regard for the
scared trust.

An employer hasthe
power to determine, in
large measure, both the
morale and fate of the

people hired.

There Ought to Bea Law

The public outcry was, of course,
heard in Washington, and in the summer
of 2002 Congress passed landmark legis-
lation authored by Maryland Senator
Paul Sarbanes and Ohio Congressman
Michagl Oxley. It is one of the most
sweeping acts of business reform adopted
since the 1930s. Although Sarbanes-
Oxley hasn't exactly become a household
word in the fifteen months since its pas-
sage, its ultimate impact will be huge.
The literature about it is aready massive
and grows daily. Anyone researching the
topic will soon have a sense of informa-
tion overload; as of mid-September 2003
a Google search on Sarbanes-Oxley pro-
duced about 175,000 results (just for
comparison, a search on Roe vs. Wade,
which was 30 years ago, produced 62,000
results). The law itself can't be read and
digested in one sitting—a PDF of the full
text of the bill running 66 pages can
quickly be found through a Google
search. Anyone wishing to explore this
law in-depth can go directly to www.sar-
banes-oxley.com. Thisis avery wide-
ranging piece of legislation, covering
many aspects of corporate governance.

Thousands of people who
put trust in their employers
have seen their careers and

secure futures ruined.

TheAltered Landscape for
Everyone

The Sarbanes-Oxley law hasin fact,
fundamentally changed the way corpora-
tions do business—not just publicly held
companies targeted by the bill, but all
other companies as well, since the busi-
ness environment has been altered. The
impetus for the bill was the desire to
cure the crisis in confidence prevailing in
the wake of mgjor corporate scandals.
Everyone had the feeling that something
was terribly wrong when CEOs could
walk away rich, unindicted and unpun-
ished—while thousands of employees sat
dazed in the rubble of corporate collaps-
es. The public outrage was too intense,
so the old cliché about the rich getting
richer could no longer be considered
business as usual.

Expectations have been
changed about the way
business should be done.

One barometer of the impact of
Sarbanes-Oxley might be the fall from
grace of Dick Grasso as head of the New
York Stock Exchange in September
2003. The NY SE is a private company,
and thusis not directly impacted by the
law. But expectations have changed
across the board
about the way busi-
ness should be
done. Hence no one
will be shielded
from media scruti-
ny. The NY SE dis-
closed compensa-
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tion details, and obviously Grasso's $187
million package was a natural for tabloid
headlines; it also went against the grain
at atime of economic hardship for so
many. But the chairman of Home Depot
sitting on the NY SE compensation com-
mittee at the same time that Grasso
served on the Home Depot board of
directors meant that it had become far
too easy for the rich to help each other
get richer. The law was meant to send a
message to everyone and rein in such
abuses in corporate governance. Thus
everyone is impacted—public compa-
nies, private, not-for-profit—whether
they’ve heard of the law or not.

Sarbanes-Oxley is one of

the most sweeping acts of

business reform adopted
since the 1930s.

Restrictions for Accountants and
Auditors

It's probably not an overstatement to
say that Sarbanes-Oxley ended self-regu-
lation by the accounting industry. And
the government grew a bit in the process:
the act created a new body called the
Public Company Accounting Oversight
Board to regulate the audits conducted
by accounting firms. The PCAOB has
the power to:
¢ License public accounting firms that
conduct audits of public companies.
¢ Establish the rules for auditing, qual-
ity control, ethics and independence.
¢ Conduct inspections, investigations
and disciplinary proceedings—and
impose sanctions for non-compliance.

And, especially in the wake of the
Arthur Andersen debacle, audit compa-
nies are prohibited from providing many
of the non-audit services that had
become part of the standard menu of
service. For example, the following are
no longer allowed:
¢+ Bookkeeping
¢ Financial information system design
and implementation
¢ Appraisal, evaluation or actuarial
services
¢ HR or other management functions
¢ Broker deder, investment banking or

investment advisor

¢ Legal and other expert services,
including litigation support

In other words, the lawmakers
thought it best that auditors should stick
to auditing. Of course it is unfair to
assume that all business leaders, uncon-
strained by the law, will be out to thwart
the public good; but it would also be
naive for lawmakers to overlook the
human element, the inclination to mini-
mize the law if something isto be
gained. Hence Sarbanes-Oxley put afew
barriersin place to reduce human inter-
ference. For example the law stipulates
that an accounting firm cannot audit a
company if its CEO, CFO, controller or
chief accounting officer was employed
by that accounting firm and participated
in the prior year's audit. Furthermore,
when along-term relationship has been
established, every five years the lead
audit partner must rotate off the audit.

Something was terribly
wrong when CEQOs could
walk away rich, unindicted
and unpunished.

The Buck StopsYou Know Where
Of course it was president Harry
Truman who had the plaque on his desk,
“The buck stops here”—his way of mak-
ing the point that he wouldn’t shirk
responsibility for anything. How far we
had fallen from that standard became
clear during the Watergate era when
another saying became part of our politi-
cal vocabulary, “What did he know, and
when did he know it?" That question
was raised anew as the corporate scan-
dals broke and prominent CEOs and
CFOs appeared before congressional
committees, claiming that they had no
idea the books has been cooked.
Sarbanes-Oxley requires that heads of
companies know what they should know.
CEOs and CFOs must certify that they
have established and maintain internal
controls at their companies, and they must
sign off on the accuracy of financial state-
ments. Furthermore, they must certify:
¢ Whether there are any significant
changes in the control environment and
whether they have taken action with
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regard to internal control deficiencies.

¢ That any fraud involving officers or
employees involved in internal controls
has been disclosed to the Audit
Committee.

No doubt public outcry and indigna-
tion played arole in the criminal penal-
ties stipulated by Sarbanes-Oxley. CEOs
and CFOs who are guilty of false certifi-
cation are subject to 10 yearsin prison
and a $1 million fine; willful false certi-
fication can bring 20 years in prison and
a $5 million fine.

The law was meant to send
a message to everyone and
rein in such abusesin
cor por ate gover nance.

Crime and Punishment

Since Sarbanes-Oxley was written
from the perspective of witnessing how
far wrong things can go, and the errors
of omission and commission that pro-
duced the problems, it's no surprise that
the law ended up defining new crimes
and beefing up penalties for old
crimes—which means that we will see a
lot of corporate litigation over the next
few years. Suitswill probably fall into
three primary categories:
¢ Suitson behalf of shareholders. With
increased disclosure required by law and
heightened media coverage, people will
be able to see when companies fail
because they are ulcerated with fraud.
Shares may have been purchased in good
faith in companies whose executives did
not manage in good faith. In such cases
the sinking value of the stock cannot be
blamed on the market or the economy,
but on bad judgment, abuse of power
and greed.
¢ There will be derivative lawsuits,
i.e., shareholders will go after officers
and directors themselves.
¢ Employees and employee groups
will sue on behalf of themselves, for the
loss of their jobs, livelihoods and retire-
ment funds.

Getting at the Evidence:
Hindering Shredders and Helping
Whistleblowers

When we think of the high profile
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corporate scandals of the last few years,
one of the most enduring images is that
of an executive or underling laboring
into the night at the shredding
machine—trying to eliminate as many
documents as possible. Sarbanes-Oxley
provides enhanced penalties for such
attempts to thwart the work of investiga-
tors and law enforcement. For example,
destruction or falsification of records to
impede investigation by Federal agen-
cies, or in a bankruptcy case, can result
in a 20-year prison term; destruction of
audit records by an accountant could
mean 10 years in prison. The electronic
equivalent of shredding is also recog-
nized by the law, so the deletion of appli-
cable email recordsis also a crime.

The law also seeks to protect
employees at publicly listed companies
who have seen fraudulent or illegal
behavior but who may be hesitant to
come forward for fear of retaliation.
While employees may file for adminis-
trative agency investigations, if thereis
no response from the Department of
Labor, Sarbanes-Oxley enables workers
to sue for being retaliated against. Many
forms of retaliation are recognized, e.g.,
being fired, demoted, reassigned or relo-
cated; being given a cut in pay or title or
moved to an inferior office. If the retalia-
tion included being fired, the worker
may be reinstated while the case is pend-
ing. If the employee wins, he/she is enti-
tled to full back pay with interest, and
payment of attorney fees. Furthermore
there are heavy fines for a company
found guilty of retaliation.

Sarbanes-Oxley ended
self-regulation by the
accounting industry.

Implications for Human Resources

Compliance with Sarbanes-Oxley
will have significant impact on staffing,
training, and the management of talent in
genera—all the domain of HR. The law
mandates, for example, that boards
become more involved in company
affairs, including financial reporting, the
setting of executive compensation, suc-
cession planning, auditing, compliance
and internal investigations. It isincum-
bent on HR professionals to learn

Sarbanes-Oxley and the demands of
compliance across the board, especially
in terms of additional staff for auditing
and accounting procedures. Just as semi-
nars have been put in place over the
years to train managers about diversity
and discrimination issues, training should
now be required on the serious dangers
posed by document destruction, how to
handle whistleblowers and the liabilities
for retaliation.

Sarbanes-Oxley enables
workersto sue for being
retaliated against.

It islikely that, over the next few
years, employees will show greater will-
ingness to speak up—whether or not
strictly covered by Sarbanes-Oxley. This
raises the issue of providing a hotline or
other channels for complaints—and will
push HR into an investigative role more
so than in the past. HR officers who have
been content with limited horizons,
focused mainly on traditional HR func-
tions such as payroll, benefits adminis-
tration and annual reviews, will find that
the new law has placed HR in an impor-
tant partnership role with senior manage-
ment.

Stay Tuned for More Developments

Sarbanes-Oxley was enacted to deal
with an immediate crisis that gripped
American business in the wake of very
high profile scandals. For the next few
years we will be in the test-drive phase
with this legislation. To date, for exam-
ple, thereis very little case law based on
Sarbanes-Oxley to guide lawyers, judges
and juries as we go forward. And the law
itself recognized that it was only afirst
step. It directs many U.S. agencies to
conduct studies that may result in further
legislation over the next few years to
fine-tune the process of regulating all
aspects of corporate governance. Under
this study mandate, for example, are the
SEC, the General Accounting Office, the
U.S. Sentencing Commission, as well as
various registered securities associations
and state regulators. In years to come
Sarbanes-Oxley will likely be viewed as
the platform on which many more
reforms will be built. e

ZHR Network

briefings for the

informed professional

For HR Executives:

elow are the pandlists who spoke
at the HR Network in New York
on Sarbanes-Oxley: and how it

impacts HR in public, private and not-
for-profit organizations

Peter N. Hillman, of Chadbourne & Parke
LLP, has addressed the HR
Network before on the sub-

ject of Restrictive
Covenants. Thislively 7
speaker will tell you the e |
Sarbanes-Oxley-related J
issues that you should
addressin your own firm -- e
whether or not you are cov-

ered by theAct. Heisa Peter Hillman, head of

frequent lecturer and author employment practice,
Chadbourne & Parke

for publications such as
Andrew's and Mesaley's.

William Hender son,
SVP, Marsh, isan
attorney and CPA and
former federal prosecu-
tor. Because of the
impact of Sarbanes-
Oxley, Bill expects peo-
ple in most companies to speak up more.
You'll need more regulatory, compliance
and legal help, and will see anincreasein
HR-related hotline complaints. He'll tell you
what else to expect.

Robert |. Harwood isa
partner in the law firm of
Wechsler Harwood LLPin
New York. He specializes

in the plaintiffs’ securities |
class action field and has |
extensive experience pros-
ecuting al types of direc-
tors and officer’s liability
claims. Definitely a man
to listen to! Rob will tell
you how plaintiffs’ litiga-
tion strategy is developing
in the aftermath of
Sarbanes-Oxley.

Rob Harwood, partner,
Wechsler Harwood
LLP, initiates lawsuits
against organizations!

The next breakfastsin New York:
Friday, December 5th
Friday, January 30th
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