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The near meltdown of the financial system and the ensuing Great Recession have been, and will remain, the defining issue
for the current generation of executives. Now that the worst seems to be behind us, it's tempting to feel deep relief—and a
strong desire to return to the comfort of business as usual. But that is simply not an option. In the past three years we've
already seen a dramatic acceleration in the shifting balance of power between the developed West and the emerging East, a
rise in populist politics and social stresses in a number of countries, and significant strains on global governance systems, As
the fallout from the crisis continues, we're likely to see increased geopolitical rivalries, new international security challenges,
and rising tensions from trade, migration, and resource competition. For business leaders, however, the most consequential
outcome of the crisis is the challenge to capitalism itself.

That challenge did not just arise in the wake of the Great Recession. Recall that trust in business hit historically low ievels
more than a decade ago. But the crisis and the surge in public antagenism it unleashed have exacerbated the friction
between business and socigly. On top of anxiety about persistent problems such as rising income inequality, we now confront
understandable anger over high unemployment, spiraling budget deficits, and a host of other issues. Governments feet
pressura to reach ever deeper inside businesses to exert control and prevent another system-shattering event.

My goal here is not to offer yet another assessment of the actions policymakers have taken or will take as they try to help
restart global growih. The audience ! want to engage is my fellow business leaders. After all, much of what went awry before
and after the crisis stemmed from failures of governance, decision making, and leadership within companies. These are
failures we can and should address ourseives.

In an ongoing effort that started 18 months ago, {'ve met with more than 400 business and government leaders across the
globe. Those conversations have reinforced my strong sense that, despite a certain amount of frustration on each side, the
two groups share the belief that capitalism has been and can continue to be the greatest engine of prosperity ever
devised—and that we will need it to be at the top of its job-creating, wealth-generating game in the years to come. At the
same time, there is growing concern that if the fundamental issues revealed in the crisis remain unaddressed and the system
fails again, the social contract between the capitalist system and the citizenry may truly rupture, with unpredictable but
severely damaging results.

Most important, the dialogue has clarified for me the nature of the deep reform that | believe business must lead—nothing
less than a shift from what | call quarterly capitalism to what might be referred to as long-term capitalism. {(For a rough
definition of “long term,” think of the time required to invest in and build a profitable new business, which McKinsey research
suggests is at least five to seven years.) This shift is not just about persistently thinking and acting with a nexi-generation
view—although that's a key part of it. it's about rewiring the fundamental ways we govern, manage, and lead corporations. i's
also about changing how we view business's value and its role in society.

There are three essential elements of the shift. First, business and finance must jettison their short-term orientation and
revamp incentives and structures in order to focus their organizations on the long term. Second, executives must infuse their
organizations with the perspective that serving the interests of all major stakeholders—employees, suppliers, customers,
creditors, communities, the environment—is not at odds with the goal of maximizing corporate value; on the contrary, it's
essential to achieving that goal. Third, public companies must cure the ills stemming from dispersed and disengaged
ownership by bolstering boards’ ability to govern like owners.,

None of these ideas, or the specific proposals that follow, are new. What is new is the urgency of the challenge. Business
leaders today face a choice: We can reform capitalism, or we can let capitalism be reformed for us, through political measures
and the pressures of an angry public. The good news is that the reforms will not only increase trust in the system; they will
also strengthen the system itself. They will unleash the innovation needed to tackle the world’s grand challenges, pave the
way for a new era of shared prosperity, and restore public faith in business.

1. Fight the Tyranny of Short-Termism

As a Canadian who for 25 years has counseled business, public sector, and nonprofit leaders across the globe (I've lived in
Toronto, Sydney, Ssoul, Shanghai, and now London), I've had a privileged glimpse into different societies’ values and how
leaders in various cuitures think. In my view, the most striking difference between East and West is the time frame leaders
consider when making major decisions. Asians typically think in terms of at least 10 to 15 years. For example, in my
discussions with the South Korean president Lee Myung-bak shortly after his election in 2008, he asked us to help come up
with a 60-year view of his country's future (though we settled for producing a study called Naffonal Vision 2020.} In the U.S.
and Europe, nearsightedness is the nomm. | believe that having a long-term perspective is the competitive advantage of many
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Asian economies and businesses today.

Myopia plagues Western institutions in every sector. In business, the mania over quarerly earnings consumes extraordinary
amounts of sentor time and attention. Average CEO tenure has dropped from 10 o six years since 1985, even as the
complexity and scale of firms have grown. In politics, democracies lurch from election to election, with candidates proffering
dubious short-term panaceas while letting long-term woes in areas such as economic competitiveness, health, and education
fester. Even philanthropy often exhibits a fetish for the short term and the new, with grantees expected to become
self-sustaining in just a few years.

Lost in the frenzy is the notion that long-term thinking s essential for long-term success. Consider Toyota, whose journey o
world-class manufacturing excellence was years in the making. Throughout the 1950s and 1960s it endured low to
nonexistent sales in the U.S.—and it even stopped exporting altogether for one bleak four-year period—before finally
emerging in the following decades as a global leader. Think of Hyundal, which experienced quality problems in the late 1990s
but made a comeback by reengineering its cars for iong-term value—a strategy exemplified by its unprecedented introduction,
in 1889, of a 10-year car warranty. That radical move, viewed by some observers as a formula for disaster, helped Hyundai
quadruple U.S. sales in three years and paved the way for its surprising entry into the luxury market.

To be sure, long-term perspectives can be found in the West as well. For example, in 1885, in the face of fierce Japanese
competition, Intet famously decided to abandon its core business, memory chips, and focus on the then-emerging business of
microprocessors. This “wrenching” decision was “nearly inconceivable” at the time, says Andy Grove, who was then the
company's president. Yet by making it, Infel emerged in a few years on top of a new multi-billion-dellar industry. Apple
represents another case in peoint. The iPod, released in 2001, sold just 400,000 units in its first year, during which Apple's
share price fell by roughly 25%. But the board took the long view. By late 2009 the company had sold 220 million iPods—and
revolutionized the music business.

It's fair to say, however, that such stories are countercultural. In the 1970s the average holding period for U.S. equities was
about seven years; now it's more like seven months. According to a recent paper by Andrew Haldane, of the Bank of England,
such churning has made markets far more volatile and produced yawning gaps between corporations’ market price and their
actual value. Then there are the “hyperspeed” traders (some of whom hold stocks for only a few seconds), who now account
for 70% of all U.8. equities trading, by one estimate. In response to these trends, executives must do a better job of filtering
Input, and should give more weight to the views of investors with a ionger-term, buy-and-hold orientation.

if they don't, short-term capital will beget short-term management through a natural chain of incentives and influence. if CEOs
miss their quarterly earnings targets, some big investors agitate for their removai. As a result, CEOs and their top teams work
overtime to meet those targets. The unintended upshot is that they manage for only a small portion of their firm's value. When
MeKinsey's finance experts deconstruct the value expectations embedded in share prices, we typically find that 70% to 90% of
a company's value is related to cash flows expected three or more years out. If the vast majority of most firms' value depends
on results more than three years from now, but management is preoccupied with what's reportable three months fram now,
then capitalism has a problem.

Some rightly resist playing this game. Unilever, Coca-Cola, and Ford, to name just a few, have stopped issuing earnings
guidance altogether. Google never did. IBM has created five-year road maps to encourage investors to focus more on whether
it will reach s long-term earnings targets than on whether it exceeds or misses this quarter's target by a few pennies. “l can
easily make my numbers by cutting SG&A or R&D, but then we wouldn’t get the innovations we need,” IBM's CEQ, Sam
Palmisano, told us recently. Mark Wiseman, executive vice president at the Canada Pension Plan Investment Board,
advocates investing “for the next quarter century,” not the next quarter. And Warren Buffett has quipped that his ideal holding
period is “forever.” Still, these remain admirable exceptions.

To break free of the tyranny of short-termism, we must start with those who provide capital. Taken together, pension funds,
insurance companies, mutual funds, and sovereign wealth funds hold $65 trillion, or roughly 35% of the world’s financial
assets. If these players fogus too much attention on the short term, capitalism as a whole will, too.

In theory they shouldn't, because the beneficiaries of these funds have an obvious interest in long-term value creation. But
although today's standard practices arose from the desire to have a defensible, measurable approach to portfolio
management, they have ended up encouraging shertsightedness. Fund trustees, often advised by investment consultants,
assess their money managers' performance relative to benchmark indices and offer only short-term contracts. Those
managers' compensation is linked to the amount of assets they manage, which typically rises when short-term performance is
strong. Not surprisingly, then, money managers focus on such performance—and pass this emphasis along to the companies
in which they invest. And so it goes, on down the line.

As the stewardship advocate Simon Wong points out, under the current system pension funds deem an asset manager who
returns 10% to have underperformed if the relevant benchmark index rises by 12%. Would it be unthinkable for institutional
investors instead to live with absolute gains on the {perfectly healthy) order of 10%—especially if they like the approach that
delivered those gains—and review performance every three or five years, instead of dropping the 10-percenter? Might these
big funds set targets for the number of holdings and rates of turnover, at least within the "fundamental investing” portion of
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their portfolios, and more aggressively monitor those targets? More radically, might they end the practice of holding
thousands of stocks and achieve the benefits of diversification with fewer than a hundred—thereby increasing their capacity to
effectively engage with the businesses they own and improve iong-term performance? Finally, could institutional investors
beef up thelr internal skills and staff to better execute such an agenda? These are the kinds of questions we need to address
if we want to align capital's interests more closely with capitalism's.

2. Serve Stakeholders, Enrich Shareholders

The sscond imperative for renewing capitalism is disseminating the idea that serving stakeholders is essential to maximizing
corporate value. Too often these aims are presented as being in tension: You're either a champion of shareholder value or
you're a fan of the stakehclders. This is a false choice.

The inspiration for shareholder-value maximization, an idea that took hold in the 1970s and 1980s, was reasonable: Without
some overarching financial goal with which to guide and gauge a firm’s performance, critics feared, managers could divert
corporale resources to serve their own interests rather than the owners'. In fact, in the absence of concrete targets,
management might become an exercise in politics and stakeholder engagement an excuse for inefficiency. Although this
thinking was quickly caricatured in popular culture as the doctrine of “greed is good,” and was further tarnished by some
companies’ destructive practices in its name, in truth there was never any inherent tension between creating value and
serving the interests of employees, suppliers, customers, creditors, communities, and the environment. Indeed, thoughtful
advocates of value maximization have always insisted that it is Jong-ferm value that has to be maximized.

Capitalism’s founding philosopher voiced an even bolder aspiration. “All the members of human society stand in need of each
others assistance, and are likewise exposed to mutual injurtes,” Adam Smith wrote in his 1759 work, The Theory of Moral
Sentiments. "The wise and virtuous man,"” he added, “is at all times willing that his own private interest should be sacrificed to
the public interest,” should circumstances so demand.

Smith's insight into the profound interdependence between business and society, and how that interdependence relates fo
long-term value creation, still reverberates. In 2008 and again in 2010, McKinsey surveyed nearly 2,000 execufives and
investors, more than 75% said that environmental, social, and governance (ESG) initiatives create corporate value in the long
term. Companies that bring a real stakeholder perspective into corporate strategy can generate tangible value even sooner.
(See the sidebar "Who's Getting it Right?”)

ElWho's Getting it Right? (Located at the end of this article)

Creating direct business value, howaver, is not the only or even the strongest argument for taking a societal perspective.
Capitalism depends on public trust for its legitimacy and its very survival. According to the Edelman public relations agency's
just-released 2011 Trust Barometer, trust in business in the U.S. and the UK (although up from mid-crisis record lows) is only
in the vicinity of 45%. This stands in stark contrast to developing countries: For example, the figure is 61% in China, 70% in
India, and 81% in Brazil. The picture is equally bleak for individual corporations in the Anglo-American world, “which saw their
trust rankings drop again last year to near-crisis lows,” says Richard Edelman.

How can business leaders restore the public’s trust? Many Western executives find that nothing in their careers has prepared
them for this new challenge. Lee Scett, Walmart's former CEQ, has been refreshingly candid about arriving in the top job with
& serious blind spol. He was plenty busy minding the store, he says, and had little feel for the need to engage as a statesman
with groups that expected something more from the world's largest company. Fortunately, Scolt was a fast learner, and
Walmart has become a leader in environmental and health care issues.

Tomorrow's CEOs will have to be, in Joseph Nye's apt phrase, “tri-sector athletes”: able and experienced in business,
government, and the social sector. But the pervading mind-set gets in the way of building those leadership and management
muscles. “Analysts and investors are focused on the short term,” one executive fold me recently. “They believe social
initiatives don't create value in the near term.” fn other words, although a large majority of executives believe that social
initiatives create value in the long term, they don't act on this belief, out of fear that financial markets might frown. Getting
capital more aligned with capitalism should help businesses enrich shareholders by better serving stakeholders.

3. Act Like You Own the Place

As the financial sector's troubles vividly exposed, when ownership is broadly fragmented, no one acts like he's in charge.
Boards, as they currently operate, don't begin to serve as a sufficient proxy. Al the Devils Are Here, by Bethany MclLean and
Joe Nocera, describes how little awareness Merrill Lynch’s board had of the firm's soaring exposure to subprime mortgage
instruments until it was too late. *l actually don’t think risk management failed,” Larry Fink, the CEO of the investment firm
BlackRock, said during a 2009 debate about the future of capitalism, sponsored by the Financial Times. | think corporate
governance failed, because...the boards didn't ask the right questions.”

What McKinsey has learned from studying successful family-owned companies suggests a way forward: The most effective
ownership structure tends to combine some exposure in the public markets (for the discipline and capital access that
exposure helps provide) with a significant, committed, long-term owner. Most |large public companies, however, have
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extremely dispersed ownership, and boards rarely perform the single-owner-proxy role. As a result, CEOs too often listen fo
the investors (and members of the media) who make the most noise. Unfortunately, those parties tend to be the most
nearsighted ones. And 50 the tyranny of the short term is reinforced.

The answer is to renew corporate govarnance by rooting it in committed owners and by giving those cwners effective
mechanisms with which to influence management. We call this ownership-based governance, and it requires three things:

More-effective boards.

in the absence of a dominant shareholder (and many times when there is one}, the board must represent a firm's owners and
serve as the agent of long-term value creation. Even among family firms, the executives of the top-performing companies
wield their influence through the board. But only 43% of the nonexecutive directors of public companies belisve they
significantly influence strategy. For this to change, board members must devote much moere time to their roles. A government-
commissioned review of the governance of British banks last year recommended an enormous increase in the fime required of
nonexecutive directors of banks—from the current average, between 12 and 20 days annually, to between 30 and 36 days
annually. What's especially needed is an increase in the informal time board members spend with investors and executives.
The nonexecutive board directors of companies owned by private equity firms spend 54 days a year, on average, attending to
the company's business, and 70% of that time consists of informal meetings and conversations. Four to five days a manth
obviously give a board member much greater understanding and impact than the three days a quarter (of which two may be
spent in transit) devoted by the typical board member of a public company.

Boards also need much more relevant experience. Industry knowledge—which four of five nonexecutive directors of big
companies lack—helps hoards identify imnmediate opportunities and reduce risk. Contextual knowledge about the
development path of an industry—for example, whether the industry is facing consolidation, disruption from new technolegies,
or increased regulation—is highly valuable, too. Such insight is often obtained from experience with other indusiries that have
undergone a similar evolution.

In addition, boards need more-effective committee structures—obtainable through, for example, the establishment of a
strategy committee or of dedicated committees for large business units. Directors alse need the resources to alfow them to
form independent views on strategy, risk, and performance (perhaps by having a small analytical staff that reports only to
them). This agenda implies a certain professionalization of nonexecutive directorships and a more meaningful strategic
partnership between boards and top management. It may not please some executive teams accustomed to boards they can
easily “manage.” But given the failures of governance to date, it is & necessary change.

More-sensible CEO pay.

An important task of governance is setting executive compensation. Although 70% of board directors say that pay should be
tied more closely to performance, CEO pay is too often structured to reward a leader simply for having made it to the top, not
for what he or she does once there. Meanwhile, polls show that the disconnect between pay and performance is contributing
to the decline in public esteem for business.

CEOs and other executives should be paid 1o act like owners. Once upon a time we thought that stock options would achieve
this result, but stock-option- based compensation schemes have largely incentivized the wrong behavior. When short-dated,
opticns lead to a focus on meeting quarterly earnings estimates; even when long-dated (those that vest after three years or
more), they can reward managers for simply surfing industry- or economy-wide trends (although reviewing performance
against an appropriate peer index can help minimize free rides). Moreover, few compensation schemes carry consequences
for failure—something that became clear during the financial crisis, when many of the leaders of failed institutions retired as

wealthy people.

There will never be a one-size-fits-all solution to this complex issue, but companies should push for change in three key
areas:

* They should link compensation to the fundamental drivers of long-term value, such as innovation and efficiency, not just to
share prica.

» They should extend the time frame for executive evaluations—for example, using rolling three-year performance evaluations,
or requiring five-year plans and tracking performance relative to plan. This would, of course, require an effective board that is
engaged in strategy formation.

* They should create real downside risk for executives, perhaps by requiring them to put some skin in the gams. Some
experts we've surveyed have privately suggested mandating that new exacutives invest a year's salary in the company.
Redefined shareholder “democracy.”

The huge increase in equity churn in recent decades has spawned an anomaly of governance: At any annual meeting, a large
number of those voting may soon no longer be sharehclders. The advent of high-frequency trading will only worsen this
trend. High churn rates, short holding periods, and vote-buying practices may mean the demise of the “one share, one vote”
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principle of governance, at least in some circumstances. Indeed, many large, top-performing companies, such as Google,
have never adhered to it. Maybe it's time for new rules that woutd give greater weight to long-term owners, like the rule in
some French companies that gives two votes to shares held ionger than a year. Or maybe it would make sense to assign
voting rights based on the average iurnover of an investor's portfolio. If we want capitalism to focus on the long term, updating
our notions of shareholder democracy in such ways will soon seem less like heresy and more like common sense.

While | remain convinged that capitalism is the economic system best suited to advancing the human condition, I'm equally
persuaded that it must be renewed, both to deal with the stresses and volatility ahead and to restore business's standing as a
force for good, worthy of the public's trust. The deficiencies of the quarterly capitalism of the past few decades were not
deficiencies in capitalism itself-—just in that particular variant. By rebuilding capitalism for the long term, we can make it
stronger, more resilient, more equitable, and better able to deliver the sustainable growth the world needs. The three
imperatives outined above can be a start along this path and, | hope, a way to launch the conversation; others will have their
own ideas to add.

The kind of deep-seated, systemic changes I'm calling for can be achieved only if boards, business executives, and investors
around the world take responsibility for bettering the system they lead. Such changes will not be easy; they are bound to
encounter resistance, and business leaders today have more than enough to do just to keep their companies running well.
We must make the effort regardless. If capitalism emerges from the crisis vibrant and renewed, future generations will thank
us. But if we merely paper over the cracks and return to our precrisis views, we will not want to read what the historians of the
future will write. The time to reflect—and to act—is now.

Who’s Getting It Right?

Environmental, social, and governance initiatives can serve a wide range of stakeholders and benefit shareholders.
Companies can:

Create new products and markets

Three years ago Verizon developed a phone and a calling plan to address the needs of seniors and the disabled. It sold
400,000 of the new phones and doubled senior customers’ wireless spending.

Drive operational efficiency

During the past several years Walmart has been working to establish tough new targets for reducing suppliers’ packaging
waste. Its goal—to tiim packaging by 5% between 2008 and 2013—should generate $12 billion in savings across its global

supply chain.

Motivate and retain employees

Novo Nerdisk's mission to end diabetes would, if accomplished, put the company out of business. Yet the firm has an
enormously committed workforce, not least in developing countries and espedcially in China, where its Initiatives (such as the
first Chinese-language website for people with diabetes) have helped it gain a 70% market share.

Spur innovation

GE'’s "bottom of the pyramid™ development of low-cost medical imaging for the Indian and Chinese markets led to efficiency
breakthroughs in design and engineering and to new products that now account for growing sales in advanced nations as
well. (See “How GE Is Disrupting ltself,” HBR October 2009.)

Retain access to inputs

Coca-Cola has devised a sophisticated global water strategy that ensures that local concerns as well as local supply and
demand issues are integrated into the long-range plans for each plant. This approach helps avoid both public backlashes
over water use and operational problems due to water shortages.

Dominic Barton is the global managing director of McKinsey & Company.
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