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Executive Summary

This report is divided into three parts: the Kelso frame—
work; the GSOC; and the AGSOC.

The Kelso Frameworke Central to the analysis of capitalism
by Kelso and his associates is the alleged existence of a massive
maldistribution of income: cap."tal accounts for 90 percent of
the economy s output but gets only 30 percent of that as 1income
while labor produces only 10 percent and gets 70 percent.

There 1is also said to be a maldistribution cf wealth; 10 percent
of the households own all of the capital assets. They argue
that these two maldistributions are inherently contradictory
and, unless corrected, Mixed Capitalism (i.e., the type of
capitalism that exists in the U.S. today) will collapse into
State Capitalism (i.e., the type of capitalism that exists 1iIn
Russia today).

To prevent these developments, Kelso and his associates
advocate a capitalist revolution--the creation of Universal
Capitalism by the adoption -c a gigantic capital diffusion pro—
gram that would make new capitalists of the 90 percent of house—
holds that now own no capital. This revolution would require
that cor, rations no longer retain earnings for purposes of iIn—
ternal financing, thereby compelling them to pass profits through
to stockholders as -..vidends; would eliminate collective bar—
gaining by unions; nnd would abandon the full employment and
welfare transfer policies of the federal government. The mag—

nitude of these changes would be huge; these changes, designed



to reduce the alleged maldistribution of income, would require
that wages decrease by 85 percent and that the returns to capi—
tal increase by 600 percent. Similarly, the rate at which the
economy would have to grow in order to effect this transfer
would also be very large, given historic comparisons; they would
have to be "several””tin.ss four percent.

We suggest that, even if this analysis by Kelso and his
associates were correct, 1t is doubtful that such a program
of action i1s feasible. If the economy were to expand to the
extent and as rapidly as projected, we would expect inflation
to be a major problem and that the levels of concentration and
centralization in the economy would increase significantly from
their present levels. More important, however, 1is the high
probability that present economic/physical constraints on re—
sources, especially energy, would not allow the necessary rapid
rates of growth. The scope and speed of the proposed reform
are beyond current economic/physical resource capabilities.

More determinative of the relevance of the Kelso framework,
however, 1Is the fact that the alleged massive distribution of
income does not exist. Kelso and his associates provide no
quantitative support for the existence of the 90-10/30-70 break—
down. It appoars to be the result primarily of casual obser—
vation. The<r version of such an income maldistribution has
no known support among professional economists. It 1s argued
below that, 1in alleging the existence of such a maldistribution,
Kelso and his associates made a basic theoretical error. They

overlooked tho fact that entry and the competitive market dis—



tribute the results of particular productivity improvements,
whether made by capital or labor, primarily to consumers 1in the
form of lower prices rather than to capitalists and labor in the
form of persistently higher profits or wages. Given this his—
toric process, there is no justification for allocating exclusively
to capital a persistent and high rate of return for having Init—
1ated a productivity improvement.

Although a capital diffusion plan is central to the analysis
of capitalism made by Kelso and his associates, the invalidity
of that analysis does not necessarily make capital diffusion
also invalid. Such programs should be considered on their own
terms and rated up or down on the basis of their own merits.

This 1s true of both GSOC and AGSOC.

GSOC. The most 1important feature of the federal law that
created the opportunity for states to create GSOCs was the re—
fusal by Congress to grant two very significant tax exemptions
that were 1initially sought. The “ailure to obtain these exemp—
tions had three effects. First, the probability of a negative
cash flow during the first years of a GSOC was 1increased.

Second, this adverse effect on cash flow will increase the
probable need and duration to finance losses during the early
years of a GSOC. And, third, the possibility 1is increased that
during these initial years a GSOC will not be able to pay divi—
dends to its stockholders but wi"l pass through to them a tax
liability. During these years, the stockholders would be net
losers.

AGSOC. We analyzed three administrative and organizational



features of AGSOC, as currently proposed: the guarantee issue,
the i1ssue of the investment decision-making process, and the
holding v. operating company issue.

In connection with the guarantee issue, we concluded that
a loan guarantee fund would undoubtedly be required by private
creditors of an AGSOC. The key to long term legislative control
over an AGSOC lies in the enabling and appropriation acts with
respect to successive loan guarantee funds. But the signifi—
cance of the fund goes further: it can affect the nature of the
investment decision-ma .ing process.

Five parties will be involved in the investment decision—
making process: the seller of the asset, creditors, AGSOC manage—
ment, AGSOC*s Board of Directors, and the Legislature. Given
the elective nature of both the Board and the Legislature, it
Is hard to escape the conclusion that the investment decision—
making process will be subject to appreciable political influ—
ence. This means that Alaska Will have to rely heavily on
creditors to sift the good risks from the bad risks. In pro—
jects of the magnitude presently contemplated, it is doubtful
wisdom for uebtors to depend so heavily on creditors. Such
dependence will, at best, come at a price.

The general principle with respect to investment is that,
iIf markets work efficiently and if the buyer functions only as
a non-speculative and non-operating investor, the price paid
(i.e., the amount borrowed) plus interest paid on the debt _fill
just equal the 1income generated by the asset over its *ife.

This principle applies to assets with either a finite or perpetual

life.
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Given the above principle, how can a buyer borrow, 1invest,
pay back the loan, and still make money? A buyer can, for
example, make mone> 1f he has better information than the seller,
IS a better negotiator than the seller, 1is both more risk prone
and lucky, or is able to increase the annual income generated
by the asset. Income can be increased (1) if the buyer were
to become an operator as well as an investor and if he 1s more
efficient as an operator than the seller or (2) if the buyer
got a tax break not previously available to the seller. This
analysis suggests that, failing to get their desired tax breaks,
AGSOC proponents will begin to promote AGSOC as an operating
company rather than as a holding company. AGSOC as an operating
company, however, would break the Kelso conception as to the
nature of investment in capital diffusion programs. The ex—
pected result of such a change in function would be to increase
significantly both the risk characteristics and the degree of
uncertainty associated with the AGSOC. There would undoubtedly
be an adverse effect both on the ability to secure 100 percent
debt financing and on the probability of a reasonable pay-out

period.



Kelsoism, GSOC, and AGSOC

Introduction

The proposed Alaska General Stock Ownership Corporation
(hereafter AGSOC) came to Alaska in three steps. The first
step was the writings of Louis D. Kelso and his associates”
in which they set f*"~th a program of capital diffusion. The
second step was the inclusion by Congress in the Revenue Act of
1978 ol the General Stock Ownership Corporation (hereafter GSOC)
provisions in whicl Senator Gravel played a major role. The
final step was the introduction in the Alarkan Legislature of
a bill proposing to create an AGSCC.

The present report follows this development. The first
seccion 1s an economic analysis of the writings < Kelso and
his associates. The second section discusses major character—
istics of a GSOC with special reference to tax considerations.
The third section analyzes important issues raised by the AGSOC
proposal itself. The preceding executive summary will function

as a conclusion.

The Kelso Framework
Kelso and his associates identified four types of capitalism.
Primitive Capitalism was the "form of capitalism which existed

in Great Britain during the nineteenth century and which persisted

*These abbreviations will be used to i1dentify the following
three books. CM will identify The Capitalist Manifesto by Louis O.
Kelso and Mortimer J. Adler (Random House, New Vork) 1958; TFT
for Two Factor Theory: The Economic of Reality by Louis 0. Kelso
and Patricia Hotter (vintage Books, New Vork) 1967; and PA for
A Piece of the Action by Stuart M Spciser (Van Nostrand Reinhold
Company, New York) T577.



in a waning state until the end of the First World War™ (CM,

p. 104). State Capitalism is the "form of capitalism that
exists iIn Soviet Russia today” (CM, p. 105). Mixed Capitalism
is the "form of capitalism which exists in the United States

and Great Britain today and which has been developing since

the end of the First World War and the rise of labor unions to
power with the help of the countervailing power of government"
(CM, p. 105). Finally, Universal Capitalism or Capitalism "with
a capital *C"™ 1s the "form of capitalism which will exist,
probably in the United States first, after the capi* Ilist revo—
lution has brought into being the first justly organized capi—
talist economy™ (CM, p. 107). Universal Capitalism iIs advocated
by Kelso and his associates.

In brief, Kelso argues that Mixed Capitalism is doomed be—
cause of internal contradictions and will bo replaced by State
Capitalism unless the transition 1is made to Universal Capitalism.
Universal Capitalism will be the product of installing capital
diffusion policies--accompanied by other key changes in corporate
conduct, labor unions, and government economic policies- on a
sufficiently grand scale to give all citizens a second income
that 1is derived from their ownership of capital and not from
their labor. This section will briefly sketch out his argument
with emphasis on the key role of his capital diffusion program.
The General Stock Ownership Corporation (hereafter GSOC) and
the Alaska General Stock Ownership Corporation (hereafter AGSOC)
are directly derived from this capital diffusion program although,

as will be duly noted, they differ importantly from the diffusion
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institutions described in the writings of Kelso and his assoc—
iates. As they see it, the game is big and the stakes are ob-
viousl®™ high.

Mixed Capitalism and i1ts Fatal Flaw. It is the position
of Kelso and his associates that Mixed Capitalism contains a
fatal flaw or internal inconsistency that, unless eliminated,
will cause the collapse of Mixed Capitalism into State Capitalism.
This fatal flaw consists of a massive maldxstribution of wealth
and of income-;i

Maldistribution of wealth. According to Kelso and his
associates "2.3% of America®"s households own about 80% of the
economy®s productive capital, and an additional 5 to 8% own
the rest™ (TFT, p. 40). In short, 7 to 10% of U.S. households
own all productive assets. This massive maldistribution 1is
said to be the result of the two conventional methods by which
new productive capital 1is financed (TFT, p. 40, p. 79). The
first method is the internal corporate financing of new invest—
ments by the use of retained corporate earnings. The second
method 1s the iInsistence by creditors that debtors provide col—
lateral that consists of existing cap tal owned by the debtors.
The use of these two conventional financial processes assure!
that those who get more will be those who already have. In
short, the rich get richer. |Increasing centralization of capi—
tal 1is the result.

To this reader, Kelso and his associates use the concepts

of wealth and income in an ambiguous manner. In that which follows,

wealth 1is used as a stock concept and income as a flow concept.
For an example of the ambiguity, see CM, p. 129.



This maldistribution is said to cause a shortage of pur—
chasing power; "a few families have purchasing oower 1In excess
of their consumption needs, and the great majority have needs
in excess of their purchasing power™ (TFT, p. 40). According
to Kelso and his associates, 1t Is this excessive concentration
in the ownership of capital and the resulting shortage of pur—
chasing power "that is the basic cause of the economic dis—
locations or periodic "depressions®™ in an industrial economy
based on private property in capital and labor™ (CM, p. 151).
This condition 1is aggravated by the maldistribution of income.

The Maldistribution of Income. According to Kelso and
associates, over "70 percent of the wealth produced (read "in—
come™) 1is distributed to labor, but over 90 percent of that
wealth (again read "income"™) 1is produced, not by labor, but by
capital instruments”™ (CM, p. 129). In other words 1t 1is alleged
that, while capital accounts for 90 percent of output, :he
owners get only 30 percent of that income. Labor, on the other
hand, produces only 10 percent but gets 70 percent of the out—
put. In Mixed Capitalism, labor exploits capital! The massive
maldistribution of income claimed by Kelso and his associates
is advantageous to labor and disadvantageous to capital. No
vender that Milton Friedman, bel Laureate iIn Economics, said
of this theory; "It"s Marx stood on 1its head"” (PA, p. 124).7

3 More generally, Professor Friedman characterized the

"two factor theory"™ of Kelso and his associates as "a crackpot
theory™ (PA, p. 124).



This alleged maldistribution of income (we shall assume
for the time being that such a maldistribution of income exists.
I personally do not believe that this type of a maldistribution
of income exists.) 1is said to be the result of a conflict be—
tween a capitalistic mode of production and a laboristie mode
of distribution (CM, p. 129). The capitalistic mode of pro—
duction refers to the increasing use of capital and associated
labor-saving improvements in technology to produce an ever
increasing supply of goods while decreasing the demand for labor.
The laboristie mode of distribution distributes the national
income through wages paid in the process of emoloyment. "The
laboristie distribution which organ57-d I-Dor, with the help
of government, has managed to effect has been achieved by the
exercise of political and economic power, not by bargaining"”
(CM, p. 125). This laboristie mode has been supplemented by
a "needistic" distribution based on welfare programs that
transfer income from one group to another

The simultaneous use of capitalistic and laboristie modes
increaies *.he supply of goods to be distributed, thereby in-
creas 1 the pressure on the distribution system, while decreas—
ing the demand for labor, thereby decreasing employment and fur—
ther eroding the basis of distribution. A gap iIs said to de—
velop between society"s ability to produce goods and its ability
to distribute goods. As a consequence the governme.it comes under
increasing pressure to increase employment or to develop welfare—
like transfer systems 1in order to generate sufficient purchasing

power to move all that can be produced. The result has been
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the expeditous adoption of a full employment policy and the
development of a welfare system based on income transfers from
the rich to the needy. These "laboristie” and "needistic" pro-
gra: 3 are the heart of the policies of Mixed Capitalism.

The full employment policy, drafted as a partial solution
to the conflict between the capitalistic mode of production
and the laboristie mode of distribution, requires that the
economy be continually stimulated. This stimulation leads to
persistent inflation which, according to Kelso, is Mixed Capi—
talism®s "insoluble problem™ (CM, p. 129). “"Inflation is a
natural and necessary process iIn an economy that is capitalist
in i1ts mode of production and laboristie in its form of dis—
tribution™ (CM, p. 129).

In addition, Kelso sees a potential conflict between the
maldistribution of wealth and income: the "effective and highly
concentrated ownership of capital in about 5 percent of t..e
households of our econo»ny 1s incompatible with the production
of some 90 percent of the wealth (read income) by capital instru—
ments"” (CM, p. J.36) . As capital continues to produce more, the
increasing concentration of capital decreases the ability 0Ol
capital ownership to servo as a basis for distributing income,
thereby creating increasing pressures to use labor and employ—
ment as the basis for distribution. Kelso and Adler reached
this pessimistic conclusior:

IT mixed capitalism cannot check the inflationary
process of the last thirty years, 1f it cannot resolve

the conflict between 1its policy of full employment and

the technological advances that lie ahead, 1f by the
very nature of the elements in the mixture the laboristie



aspect of the distribution tends to expand and the

capitalistic aspect to contract..., then, perhaps,

mixed capitalism...contains the seeds of its own

destruction. (CM, p. 129)

The Kelso Program cf Reform. The principal goal of the
reform progrrm of Kelso and his associates is to create Uni—
versal Capitalicm whose essential characteristic is to make
effective capital sts of those 90 percent of the households
who own no capital. This transformation will provide the basis
for a distribution system that is based predominately on cdpital
ownership rather than on labor. Thi. capitalistic mode of dis—
tribution will be able to absorb the output of the capitalistic
node of production. The gap that breeds inflation will allegedly
be ¢ Bscd. And, according to the theory, this capitalist revo-
luation will correct the fatal maldistribution both of wealth
and of 1income.

More particularly, the capitalist revolution consists of
four steps. First, corporations will no longer be able to fi—
nance expansion internally from i1>tained earnings; profits are
to be paid to stockholders as dividends. This change will pre—
vent further concentration of wealth and facilitate the creation
of the New Capitalists by accelerating the repayment of funds
borrowed to finance the puichase of their equity positions.
Second, markets must be freed from the collective or 'coercive"
(TFT, p. 76) bargaining imposed by unions that has distorted
the distribution of income to the advantage of labor. Collective
bargaining

introduces into the economy a governmental enfranchisement

of unions to levy taxes upon employers, stockholders, and

upon the economy as a whole. It sanctions a form of monopoly
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and conspiracy made effective by organized force
which dwarfs any industrial monopoly ever contrived.
It eliminates from the major area of the economy
the use of objective, 1impartial, and free compe—
tition as a just determinant of economic values.

(C™M, p. 187)

A measure of the extent of the distortion Kelso and Adler at—
tribute to labor unions is indicated by this passage.

IT a competitive evaluation of the contribution of
labor were then to set wages at a level which labor
could justly claim as a return for its services,
labor®s standard of living might dwindle to bare
subsistence or even fall below it. (CM, p. 61)

Linder Kelso®"s program unions would indeed be transformed;
they would cease Y ing an organization that exploited capitalists
and become an institution whose function would be to protect
the small and medium sized capitalists from all challenges.

Under Universal Capitalism,

...the labor union will obviously not be needed as an
instrument of power to effect a laboristie distribu—
tion of wealth (read income)....But to say that the
union will not be needed to perform this function in
a justly orqganized economy, with diffused ownership
of capital and a capitalistic distribution of wealth
(read income), 1is not to say that there will be no
socially useful service for it to undertake. Volun—
tary associations of capitalist workers, operating
through democratic processes of self-government, may
serve their own members and the whole society by
functioning as agencies for the economic education

of the newly made capitalists, and as instruments for
the protection of their property rights. (CM, p. 157)

Kelso recognizes that the reform of corporations and unions
would be both necessary and diffcul*

The giant corporations whi / exist and the giant
labor union which has just j Into existence repre—
sent enormous concentrations of power which have not
as yet been made fully responsible for the use they
make of their power. The most difficult task that
government faces, in effecting the transition from

our present mixed capitalism, 1is to tame and harness

-0-



the power of these creatures of capitalism and, by

making them responsible in the discharge of the

limited functions they should perform, make them

serve (Universal) Capitalism, or at least prevent

them from despoiling either. (CM, pp. 156-157)

The third step i1s to create the class of New Capitalists
who presently own no capital. This will be a massive under—
taking because sufficient new capital must be created to give
those 90 percent of households that own no capital a grubstake
that will provide with them an important second income based
on capital ownership. Some 1idea as to the magnitud * of the
change required can be obtained from the following considerations.
Under Mixed Capitalism labor 1is the source of 70 percent of
household 1income. Under Universal Capitalism and after correc* ion
of the maldistribution of income, labor would be the source of
only 10 percent of that income- as determined by labor®s 10 per—
cent productivity. Capital ownership would have to become the
source of that 60 percent difference. In short, during the
transition from Mixed Capitalism to Universal Capitalism, wages
would have to decrease 85 percent (6/7s) and the return to capi—
tal would have to increase 600 percent, assuming no increase
in the standard of living.

This mammoth restructuring of both the production and dis—
tribution systems would apparently be accomplished by allowing
these households to borrow from banks and to purchase stock 1in
a limited set of well established, blue chip corporations; the
investments of the New Capitalists are not to be in venture

capital. The purchased securities would be held in escrow until

they had been paid for by dividends received. The New Capitalists
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would then receive their stock. Three programs would expedite
this process. First, the corporations could retain no earn—
ings; this would maximize the dividends to accelerate paying off
the loan. Second, tax exemptions would further maximize the
flow of earnings to repay the loan. Third, a Capita] Diffusion
Insurance Corporation would be created in order to encourage
banks and other institutional creditors to engage in 100 per—
cent financing by protecting them against losses. This last
proposal would, 1in effect, base creditor protection on the
collective credit worthiness of non-capitalist households rather
than on assets owned by est olished capitalists.

Finally, the U.S. economy would have to grow at a much more
rapid rate than it has in the past if the New Capitalists are
to acquire a capital base sufficient to make a difference; the
New Capitalists are not to be created at any significant ex—
pense to existing capitalists. The New Capitalists and their
"Second Income"™ are to be created out of growth. For example,
in the United States and Canada a growth rate will be required
that is "several times the three and a half to four percent that
Is currently achieved in the U.S. and in most Western economics.”
(TFT, p. 9 The situation would bo even more striking in less
industrialized economies; their productive capacity "may have
to be expanded fifteen, twenty or more times in order to build
second economies capable of producing general affluence.”™ (TTT,
p. 17) It is evident that the arrival of Universal Capitalism
will be heavily dependent upon realizing sustained rates of
growth significantly greater than the world has as yet experienced

in a sustained and general fashion.



Is the Kelso Program Workable? Let us assume for the sake
of argument that the diagnosis of Kelso and his associates is
correct and that their proposed remedies could solve the prob—
lems. Is the plan workable?

To answer this question, two economic features of the plan
should be recalled. First, the plan envisions a huge increase
in capital formation in order to create the capital base for
an adequate second income for 90 percent of U.S. households.
Second, 1in order to realize this great expansion within a reason—
able period of time, the economy must grow at an unprecendentedly
rapid, sustained rate of growth.

If we assume for the moment that such rates of growth are
within our physical capabilities, we must examine the effects
of such large and rapid rates of growth on tne national economy.
At least two consequences can be predicted with reasonable as—
surance: the program woul ! be inflationary and would lead to
an increase in both industrial centralization and concentration,

Kelso and Hetter have argued that his capital diffusion
plan would bo "deflationary” IJFT, p. 97) on the grounds that
the new capital formation would lead to a larger supply of goods,
ibcy acknowledge, however, that the debt financing aspect of
the program would increase significantly the supply of money.
This would, of course, be inflationary unless the supply of
goods could be increased simultaneously and commensuratcly.

The increase in the money supply and hence demand would begin
immediately with the start of the plan. The 1increase in the

supply of goods would come more slowly and later. Because of
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this lag, inflationary pressures would develop. History does
not support Kelso"s implicit assumption as to the almost spon—
taneous responses of supply to a sharp and sustained increase
in demand. We could expect significant lead times, lags, and
bottlenecks. The inflationary potential of the Kelso plan
was recognized by a 1976 staff report of che Joint Econmic
Committee of the U.S. Congress.4

Tne Kelso program would funnel much of this new capital
expansion into established, well-managed firms (TFT, p. 97).
This would 1increase their size relative not only to the economy
as a whole but also to other less favored firms with which they
compete in relevant markets. The first type of 1increase we
customarily call centralization and the second type concentration.
Because of this preference for blue chip firms, we can expect
the capital diffusion plan of Kelso to increase both centraliza—
tion and concentration.

A more important difficulty, however, than the likely in—
flationary and centralization tendencies of the Kelso program,
is the great likelihood that the projected rates of growth are
beyond our present economic/physical capabilities. It Is iIn—
creasingly apparent that we are ent .ing a mandatory slow growth
period, constrained by energy >ind raw material supplies. Growth
targets have been reduced by both developed and developing coun—
tries. What might have been a potentially viable policy in the

4 See PA, p. 254-6 for a discussion of that report. The

report did support, in general, efforts to diffuse capital owner—
ship.
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60"s appears no longer to be viable, given the magnitude of
the proposed change.

Implementation of the plan would also undoubtedly pose
political problems. Two major economic inscitutions, both
with political clout, would have to undergo basic changes.
Management would lose the flexibility associated with internal
financing. The 1impact on labor unions would be even more far-
reaching. Not only are unions accused of exploiting capitalists
(albeit apparently of willing capitalists) but the plan would
dismantle collective bargaining as we know it. The new unions
would function as the protectors of the interests of small
capitalists.

Political problems could also be associated with the need
for waqcs to fall some 85 percent during the transition to
Universal Capitalism as the income to households from capital
ownership rose 600 percent. Upheavals of this magnitude boggle
the mind and challcnge credibility, especially when the whole
conception 1is based on an alleged massive maldistribution of
income that does not exist.

Is There Really a Basic Maldistribution of Income? From the
standpoint of a professional economist the most suspect aspect
of the analysis by Kelso and his associates is their contention
that, although labor gets about 70 percent of the economy®s in—
come and capital gets 30 percent, capital should get 90 percent
and labor only 10 percent based on their comparative productivi—
ties. This contention was rather summarily dismissed by Pro—

fessor Paul Samuelson, a Nobel Laureate in Kconomics, in a brief



report that he prepared on Kelso®"s i1deas for the Puerto Rican
government.

Kelsoism is not accepted by modern scientific economics
as a valid and fruitful analysis of the distribution
of income, but rather it iIs regarded as an amateurish
and cranky fad....lts central tenet (the 90-10/30-70
gap) 1s contradicted by the findings of economic em—
pirical science: according to statistical study of
macro-economic trends, by such distinguished scholars
as Professor Simon Kuznets of Harvard (Nobel Laureate
in 1971), Senator and Professor Paul H. Douglas
(award winner for his Cobb-Douglas statistical measure—
ment of the aggregate production function), MIT Pro—
fessor Robert M. Solow, and numerous researchers at
the National Bureau of Economic Research under the
direction of Arthur M. Burns, chairman of the Board
of Governors of the Federal Reserve System, economic
adviser to Presidents Eisenhower and Nixon, the contri—
bution of labor to the totality of GNP 1is in the
neighborhood of 75 percent, with only 25 percent at—
tributable to land, machinery and other property.
...this 75-25 percent breakdown is diametrically
opposite to the Kelso presuppositions, which are purely
speculative and not based on econometric analysis of
the observed statistics of nations at different stages
of development. (PA, n. 112)

According to Samuelson, the principal determinants of the
distribution of income between capital and labor are changes 1in
the relative supplies of labor and capital, changes in tech—
nology, trade union pressure, antitrust policies, and welfare
transfers.5 The process, however, 1s dominated by the first two
determinants. The two have combined to stabilize the 75-25
(similar to Kelso®"s 70-30) d;stribution of income.

Professor Samuelaon®s comments do not quite get to Kelso"s
concern. I do not believe that Kelso"s problem 1is that the 70-30
(or 75-25) breakdown fails to measure what capital and labor get.

* Paul Samuelson, Economics(McGraw-Hill, New York) 1973,
9th edition, pp. 741-748).



His concern 1s that the distribution should reflect the relative
contributions of capital and labor to national output.

capital produces 90 percent, it should get 90 percent. It

labor produces only 10 percent, it should get only 10 percent.
It is for these reasons that he contends "there is 10 longer

any basis fot believing that the available statistics give us

an accurate picture of the relative economic productivity of
capital and labor™ (CM, pp. 260-261).

The real 1issue 1s the relative productivities of capital
and labor. Kelso and his associates offer no empirical support
for this important quantitative aspect of their analysis. It
seems to be based on nothing more th*n casual observation. I
believe that Kelso and his associates have made a fundamental
theoretical error. The central question is simply stated:

How is the productivity dividend to be dirtributed? Kelso"s
answer 1is straightforward: Capital, not labor, 1is responsible
for the 1increased productivity; therefore, it is only just that
capital should get it all. But, in a market system (and recall
that Kelso is a strong believer in a market system) there are
three claimants to a productivity increase: capital, Ilabor, and
the consumer. Kelso overlooks the critical role of the consumer.
In a market economy, the initial, high return to capital for
innovation 1is eventually eroded and prices fall a entry of

new capacity, attracted by the profits, increases industry sup—
ply. New products have such a life cycle. The price experience
of small hand-held calculators over the last five years 1is a
good example. In short, the principal beneficiary of increases
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Iin productivity in a market economy is the consumer and not
the capitalist. The consumer benefits from the lower prices
made possible by technological gains and enforced by a competi—
tive market. It is the consumer, not capital or labor as factors,
who is the principal beneficiary of productivity improvements.
IT the above analysis is accepted, there 1s no reason to accept
Kelso"s 90-10 breakdown or, more importantly, his claim of a
massive maldistribution of income that i1s alleged to be a fatal
flaw of Mi>ad Capitalism.

Does Capital Diffusion Make Sense Qjtside the Kelso Framework?

According to Kelso and his associates, the two fatal flaws
of Mixed Capitalism were the maldistributions of wealth and in—
come. Of these .wo, the maldistribution of iIncome was both the
more controversial and the more 1important. In my opinion, the
maldistribution of income as described by Ke)io, does not exist.
It 1s not a fact. Is there, however, a maldistribution of wealth?
In this instance, the facts are less controversial and reasonable
people can disagree as to the desirability of the existing dis—
tribution of wealth. For those who would prefer a more even
distribution of wealth, a cap”.al diffusion program is one way
to achieve 1I1t.

In 1976, fir example, the Joint Economic Committee of the
U.S. Congress stated in its Joint Economic Report:

To begin to diffuse the ownership of capital and to

provide an opportunity for citizens of moderate incomes

to become owners of capital rather than relying solely

on their labor as a source of income and security, the

Committee recommends the adoption of a national policy
to foster the goal of broadened ownership. (PA, p. 25?)
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In sum, a policy of capital diffusion should be evaluated
outside the Kelso framework and its dire predictions of the
collapse of Mixed Ojitalism. Such a policy should be allowed
to stand on its own feet and be voted up or down on its own
merits. In this conclusion, | agree with Stuart Speiser, an
admirer of Kelso, when he wrote concerning Kelso"s two factor
theory- the theory that is based on the existence of the massive
maldistribution of income---that it is "an irrelevant issue that
would be ruled out of the case if Kelso were trying it in court”
(PA, p. 95) and "a millstone arour.i Kelso"s neck™ (FA, p. 172).
In addition, Speiser believes that this theory "has absolutely
nothing to do with capital diffusion or universal capitalism”
(FA, p.- 95 . I would, however, go one step further and argue
that capital diffusion policies should be evaluated on their own
terms and not even as a part of that broader program, Universal
Capitalism. It 1s in this limited context that we proceed to

an analysis of GSOC and AGSOC.

The General Stock Ownership Corporation

The General Stock Ownership Coiporation (hereafter GSOC)
plan, as initially conceived, had at its heart two elements:
finance by borrowing and significant, tax exemptions to facili—
tate that debt financing. Debt financing was at the ideological
core of the Kelso program: individuals were to utilize their
collective credit worthiness to finance their increased part|I-1-
pation in the capitalist system. This was to be a "boot strap”

operation- a painless way for all to become capitalists and ac-
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quire a significant second income. Although we shall concen—
trate in this section on the tax exemptions, it is important, to
stress that their importance derives from the key role of debt
financing.

The GSOC plan, as initially proposed in the U.S. Senate,
sought two major tax exemptions. First, the corporation in
which a GSOC acquired stock was to be allowed to deduct as an
expense dividends paid to GSOC. This would approximately double
the revenue to GSOC relative to other stockholders. Second,
the bill proposed that GSOC be given tax-exempt debt financing.
Not only would GSOC have been able to deduct the interest pay—
ments on its debt but it would also be able to deduct its pay—
ments against the principle. In other words, the principle debt
was not to be paid out of taxable 1income as 1t normally is,
for example, 1in a home mortgage; the mortgage payment would 1t—
self be tax deductible. This was a critical exemption and would
have significantly facilitated debt financing.

In the final bill, Congress gave GSOC neither of these
Iimportant exemptions. Instead GSOC was allowed to integrate
i1ts tax liability with its stockholders; the corporation was
allowed to escape double or triple taxation by passing its income
tax liability through to the stockholders. This is the same
type of tax advantage that is routinely exercised by small busi—
ness .

The refusal of Congress to grant the previous two major tax
exemptions has three consequences with respect to the operation

of a GSOC. First, by reducing the after tax income of the GSOC
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Congress®™s refusal Increased the probability and duration of a
negative cash flow during the first years oi the GSOC. Second,
this adverse effect on the cash flow will 1increase the probable
need and duration to finance losses during the initial period
of a GSOC. In particular, 1t complicates attempts by a state
legislature to guarantee the debt of the GSOC to its creditors
either by a guaranteed loan or a loan guarantee fund.

The third consequence of Congress®s refusal to grant the
tax exemptions initially sought by the GSOC proponents 1is the
taxable i1ncome issue. It will be recalled that under the only
tax exemption granted- the tax integration exemption- GSOC"s
taxable 1ncome flows through to i1ts stockholders. This tax
liability flows through whether the stockholders receive any
dividends or not. The source of the problem is twofold. First,
although 1t i1s not inevitable, 1t is probable that a GSOC will
initially generate a negative cash flow. It, therefore, will be
unable to pay dividends because its expenses, including in—
terest and payments against principle, will exceed i1ts revenros.
Second, despite the negative "ash flow and consequent inability
to pay dividends, the GSOC can generate a taxable 1income which
passes through to the stockholders as a tax liability. This 1is
a result of the fact that a payment against principle 1is included
in taxable income because it is not deductible, theroby in—
creasing taxable income, but i1s excluded from cash flow because
it i1s paid to the creditors, thereby decreasing the cash flow.
In sum, in the first years of a GSOC it is very probable that

iIts stockholders will get no dividends but will receive an ad-
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ditional tax liability. The cost to particular stockholders
will depend on their tax status. In passing, we might note that
at a hearing of the Alaskan House Finance Committee on November
2, 1979, Senator Gravel acknowledged the probability that the
plan "can wind up having to saddle the people with a tax
liability."

In conclusion, the proponents of the original GSOC went
to Congress and asked for a silk purse. Instead, Congress gave
them a sow"s ear. And 1t is well understood that you cannot
make a silk purse out of a sow"s ear. Congress, however, could
be asked once again for the silk purse- i1.e., for the two major
tax exemptions--in order to minimize the taxable 1income problem
and to increase the financial viability of the GSOCs. Such
action by Congress would create a new set of p.oblems- equity
problems associated with transfers from one set of taxpayers
to another set.

It is convenient to distinguish between two types of tax
subsidies: direct subsidies and indirect subsidies or tax ex—
penditures. A direct subsidy involves taxing A to pay B; 1t 1is
a direct transfer from A to B. A tax expenditure involves a
more complex subsidy. One set of citizens (A) gets a tax break.
Government revenue 1is reduced by this amount; conseuuently, in
order to compensate for the revenue loss, B"s taxes must be -
creased or C"s benefits must be reduced. A transfer 1is in—
volved: A benefits at the expense of B or C. Peter is robbed

to pay Paul.
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It 1s correct to note that tnese "bilk pjrse”™ exemptions
would not m"ke a GSOC a Robin Hood. Robin Pjod took from the
rich to give to the poor. Such a GSOC would instead take from
all (rich and poor) to give to some (rich and poor). Congress
recognized that these "silk purse" exemptions were a potential
threat to the corporate tax base at the national level. This
erosion would increase as the use of GSOCs expanded. This 1s
why Congress rejected these exemptions and will undoubtedly
continue to reject them. Consequently, the future viability
of GSOCs in general and of AGSOC 1in particular must be assessed
on the basis of the verv limited tax exemption given 1in the
1978 law.

AGSOC: Some Administrative and
Organizational Features

We shall consider three 1important issues raised by the
administrative and organizational features of the proposed
Alaska GSOC (hereafter AGSOC): the guarantee issue; the issue
of the investment decision-making process; and the holding v.
operating company 1issue.6

The Guarantee Issue. An AGSOC will bo limited to financing
its investments by borrowing. There will be no initial payments
for stock. There can be no relatively significant retained earn—
ings by which an AGSOC could finance 1its own expansion. An
AGSOC could borrow directly from the State of Alaska or from

6 Other 1important issues include the constitutional 1issue

and the 1issue of stockholder control. These will not be dis-
cuBsed in this report; they have been the subject of other reports.
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-he private sec-or. I shall limit this discussion to efforts
to borrow from the private sector.

In borrowing from the private sector (e.g., banks and
Insurance companies), an AGSOC would have three possible options:
borrowing with no guarantee or collateral to protect the creditor;
borrowing with creditor protection provided by a guaranteed
loan; and borrowing with protection provided by a loan guarantee
fund.

1. Borrowing Without Creditor Protection. It 1s very
doubtful that this 1i1s a realistic option for at least four rea—
sons. First, there is the need for 100 percent debt financing.
As a result, there would be no margin for error; the creditor
would be fully exposed. The creditors would not even have the
minimal protection provided by an equity contribution to the
original 1investment.

Second, the very large sums of money that are involved in
proposed investments can be expected to assume that creditors
will seek some type of protection. *t is one thing to lend
$1,000,000. Tt is quite a different order of magnitude to lend
$500,000,000 or $>,000,000,000. Third, the probability of an
initial negative cash flow which must be covered by borrowing
raises further difficulties when financing muse be 100 percent
by debt. Losses are not assets that could conceivably protect
the creditors.

Finally, Mr. Kelso and his associates have recognized the
historical need for creditor protection. In conventional finance,
based on the assets of individual debtors, "existing financial
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or tangible capital is put at risk to insure against the possi—
bility that newly formed capital either may not pay for itself
within a reasonable time, or that if i1t does so, the wealth

it produces may not be used to make that disbursement™ ( FT,

p. 93). They would substitute for that individual credit worthi
ness either the collective credit worthiness of all within a
given jurisdiction or some insurance scheme. For example, a
Capital Diffusion Insurance Corporation (CDIC), modelled after
the Federal Housing Authority Insurance Plan, was suggested

(CM, p. 241) in order to insure institutional creditors against
losses in the realization of any capital diffusion plans. In
brief, AGSOC will almost certainly have to offer its creditors
some type or a guarantee against losses.

2. Borrowing With a Guaranteed Loan. It 1s quite certain
that the Alaskan Legislature cannot ;onstitutionally guarantee
a loan to an AGSOC. Such a guarantee does not involve a capital
improvement. The Alaskan Legislature can, however, protect
AGSOC"s creditors, 1if 1t so desires, by the creation of a guaran
tee loan fund.

3. Borrowing with a Loan Guarantee Fund. The creation of
a loan guarantee fund would 1involve two legislative acts: an
enabling act and an appropriation act. The enabling act is
necessary to create the loan guarantee fund. Conditions that
determine the reach and functions of the fund are 1in control
of the Legislature. This would be an important statute. The
appropriation act would provide the money required by the fund.
The amount of the appropriation would depend on negotiations

between AGSOC and the seller of the assets being acquired (this
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determines the amount of money AGSOC would have to borrow"

and between AGSOC and 1its creditors. The Legislature would

be asked to appropriate the amount of money that AGSOC and its
creditors negotiated as sufficient to protect the creditors,
given the size of the Ic.an. This could be 50 percent or more.
The appropriate money would, 1in effect, sit there; 1t could be
put to no other use. This use of state money would be at the
expense of other uses. There would be no free lunch.

Neither the enabling act nor the appropriation act appear
to present any constitutional issue. An adequate "public pur—
pose"” can almost certainly be found.

The proposed AGSOC bill includes a start-up loan guarantee
fund for which it appropriates $5,000,000. This fund is for the
limited purpose of enabling the AGSOC, when created, to be able
to borrow enough to cover 1ts organizational, start-up costs.
The bill, however, makes no provision for a loan guarantee fund
designed to cover 1investments made by the AGSOC.

It has been stated that the bill does not provide for an
investment loan guarantee fund in ordc * to maximize the flexibil—
ity and discretion of AGSOC"a board of directors. Others have
suggested that i1t might well be a political maneuver- a two stage
strategy. Initial silence with respect to the loan guarantee
fund should increase the probability of passing the AGSOC bill
because the 1issue of financial consequences would be minimzied.
Then, once the AGSOC bill 1s passed, it would be easier to pass
the necessary enabling and appropriation acts on the grounds

that, without them, there can be no AGSOC.
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The key to long term legislative control over an AGSOC,
whether created by a legislative act or by referendum, lies 1in
the enabling and appropriation acts in connection with succes—
sive loan guarantee funds. But the significance of the fund
goes further: 1t can affect the nature of the iInvestment decision—
making process.

The Investment Decision-making Process. The declared goals
of AGSOC"s 1investment decision-making process are that it be
professional and free of political considerations. The nature
of AGSOC"s 1investment decision-making process raises important
issues that might well have an adverse effect upon the reali—
zation of these goals. It is apparent that five parties will
be involved in this process: the seller of the asset, the
creditors, AGSOC"s management team, AGSOC"s Board of Directors,
and the Legislature. The anticipated role of each will be
briefly discussed.

1. The Seller of the Asset. The purchase price of the
asset will be negotiated by the sellet of the asset and AGSOC"s
management. Because of the nature of the decision-making pro—
cess, however, participation in one form or another along the
way can be expected from the creditors, AGSOC"s Board of Directors,
and the Legislature. The result of the negotiation between the
seller and management will refloct their relative positions with
respect to information, risk preferences, and negotiating skills
and power. As pointed out in the last part of this section,
these differences are key to determining the price and resulting
profitability of the transaction.
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2. Role of Creditors. Creditors hold a veto power.

With 100 percent debt financing, nothing happens without their
approval. Their interest in the extent of a loan guarantee fund
will depend upon the degree of risk involved in the investment.
It 1s clear that Mr. Kelso and his associates prefer relatively
low risk, blue chip type of investments. Speiser, for example,
says that "Kelso thinks that venture capital (capital for start—
Ing new enterprises) 1is a game to be played by the very wealthy”
(PA, p. 80). The proponents of AGSOC appear to be somewhat am—
biguous as to whether AGSOC should be used to promote develop—
ment and new ventures or should be limited to taking over a

part of a major, successful enterprise. Whichever is the case,
It Is certain that the creditor will relate the risk to the
amount of money demanded in the loan guarantee fund.

3. Role of AGSOC"s Management. Management is to make
the initial investment decision for AGSOC. This will be pre-
rumably a professional decision, 1.e., based on the intrinsic
merits of the case. But their decision must be approved by the
Board of Directors. Given the probable political nature of the
Board as described in the following section, it is quite cer—
tain that management will have to exist and survive in a politi—
cal environment.

4. Role of the Board of Directors. The role of the Board
is critical in the investment decision-making process. The
Board®"s approval 1s necessary before any project can begin.

At this point we can expect political considerations to be iIn—

jected directly into the process because the Board 1is quite
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explicitly designed to be a political institution. Directors
run in a statewide election; the usual proxy system ,3 pro—
hibited. The electorate is broader than the usual electorate
because stockholders (and, therefore, voters) will include

those vounger than the normal voter. In addition, after a phase-
in period each Director wilx serve a limited term of two years.
There will be an election every year at which one half of the
Board must stand. Given such short terms and annual elections,
a Director will always be running for office. In addition,

the candidate nominated by the Board can be challenged by nomi—
nees put forward by groups of stockholders. Under these cir—
cumstances it iIs hard to escape the conclusion that the Board
will be a political institution and that the investment de—
cision-making process will be significantly influenced by po—
litical considerations.

It is legitimate to ask what, 1In this context, is meant
by the term "political.”™ Without impugning the motives of any—
one, 1In this contex*- political means that the decision-making
process 1S subject to a perverse incentive system; Directors
will be unable to make decisions that are unpopular with this
diversely structured electorate whose decisions will almost
certainly not be professional in nature.

5. Role of the Legislature. The Legislature becomes in—
volved In the investment decision-making process because of the
almost inevitable need for a loan guarantee fund and the con—
sequent need for passage of the enabling and appropriation acts.

It is here that the Legislature takes over the investment decision-



making process; its political decision-making process will be
able to dominate the investment decision-making process at this
point. The Legislature is the final hurdle.

While one enabling act may be able to serve more than one
project, 11t is more than likely that each project will require
iIts own appropriation act. This 1s likely because each pro—
ject can be expected to differ as to risks and the identity of
creditors and, therefore, as to the magnitude of the loan
guarantee fund. By the very nature of the AGSOC arrangements,
the Legislature will be involved in the investment decision—
making process and will be held accountable at the polls.

In sum, Alaskan participation in the investment decision—
making process will be influenced by two political institutions
(the Legislature and the Board of Directors) which may or may
not be able to work together in harmony with one another7 and
a third group (AGSOC management) which, through ostensibly pro—
fessional, must function and survive in a political environment.
Those considerations mean that Alaska would probably have to
depend heavily on creditors to sift the good risks from the
bad risks. In projects of the magnitude presently contemplated,
it is doubtful wisdom for debtors to depend so heavily upon
creditors. Such dependence will, at best, come at a p.ice.

6. Is *n AGSOC-type Investment Possible? The non-speculative
and non-operating investment 1in an income-producing ass.t creates

For example, they differ (1) as to the nature and extent
of their electorates, (2) as to the roles of the traditional

political parties, and (3) as to the range of issues that they
must consider and the consequent focus of their energies.
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some 1interesting questions as to the nature of the profitability
of the investment. Two examples will be used to i1llustrate the
nature of the problems involved. The first example involves

the purchase of an asset with a limited life; the second 1is a
perpetual asset.

Asset with a Finite Life. Assume an asset with a five
year life that produces an annual after-tax income of $100.
Further assume that s buyer and seller have the same infor—
mation, the same risk preference, and are subject to the same
discount rate of five percent. Under these conditions, what
Is the maximum price that the buyer should pay and what 1is the
minimum price that the seller should accept? Both prices should
depend upon the calculations by the buyer and seller of the
discounted present value of that future flow of income. Based
on calculations given 1in an Appendix to this report, the maxi—
mum price of the buyer and the minimum price of the seller are
both $432 (rounded off). A deal 1is possible.

If the buyer bought the asset for $432, how wou)d he fare
after five years? The buyer would have received an income of
$500 over the life of the asset. Over the five years, however,
he would have paid back $432 to his creditor, returning the
principle borrowed plus a total interert payment of >i8 (rounded
off). In short, tne buyer would have paid out $500 for the $500
th.it he received. Mis cash outflow equals his cash inflow. Me
started with nothing and wound up with nothing. The general
rule is that, if markets work efficiently and if the buyer

functions only as a non-speculative investor, the price paid
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(i.e., the amount borrowed) plus the interest paid on the debt
will just equal the income generated by the asset over its
life. This principle also holds in the case of an asset with
perpetual life.

Asset with Perpetual Il.ife. Assume an asset with a per—
petual life that generates an annual after-tax income of $100.
Further assume that the buyer and seller have the same informa—
tion, the same risk preference, and are subject to the same
discount rate of five percent. Under these conditions, the
maximum price that the buy«*r will pay and the minimum price that
the seller will accept is $2,00T ; £ .05). Assume that
the buyer borrows $2,000 for ten years to buy the perpetual
asset. At the end of the ten years, the buyer will own the
asset and 1its future stream of income. He will, however, have
received only $1,000 in income while he will have repaid the
$2,000 that he borrowed plus ten years of interest. In short,
after ten years he will own the perpetual asset but he will
have paid out much more than he received during that time.

Aftor ten years the asset should begin to pay back his arrears.
Theoretically, however, over time, this transaction should also
wash, 1i.e., the o inflow should equal cash outflow.

IT the general principle holds that repayment of principle
plus the interest paid equals the income generated by the asset
over 1its life, how can a buyer borrow, invest, pay back, and
still make money? It can be done but under a different set of
circumstances than those that govern the general principle.

A buyer, for example, can make money if he has better information
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than the seller, 1s a better negotiator than the seller, 1is both
more risk prone and lucky, or 1is able by one way or another

to increase the annual income generated by the asset. Income
can be increased in the following twc wa/s. If the buyer 1is
an operator as well as an investor and i1f he is more efficient
than the seller, 1income will increase because of the more ef—
ficient operation. Second, 1income will increase if the buyer
gets an income tax break that was not available to the seller.
It should also be noted, however, that the buyer can lose if
it turns out that the seller had better information, that the
buyer encountered bad luck, or that income fell because, for
example, the buyer was a 7*ss efficient operator.

The above analysis 15 relevant to the proposed AGSOC pro—
gram in at least two ways. First, 1t demonstrates the critical
role in the viability of an AGSOC of the two "silk purse"™ tax
exemptions that were initially sought and finally refused.

And, 3econd, it suggests that AGSOC proponents will begin to
promote AGSOC as an operating company rather than as a holding
company. As an operating company, an AGSOC would apparently
gain tax advantage through its tax integration feature and
might be able to increase income if it proved to be more ef—
ficient as an operator than the seller. But AGSOC as an ope—
rating company would break with the Kelso tradition as to the
nature of investment in his capital diffusion program.

The Holding v. Operating Company Issue. The federal en—
abling statute simply empowers a GSOC "to invest in properties.”
It 1s assumed that this empowers the GSOC not only to purchase
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and hold securities in other corporations (the holding company
issue ) but also to purchase assets and oDerate a business in its
own name (the operating company issue). As a holding company,
the federal law limits a GSOC"s holding to 20 percent of the
stock of any corporation. As an operating company, however, a
GSOC can apparently own 100 percent of the assets of a business
operated under its own corporate name.

In the Kelso scheme of things, the 90 percent of households
were to be allowed to invest only in a limited group of corpo—
rations. This group was more broadly conceived in CM than 1in
the later TFT and PA. In CM individual households were to pur—
chase directly the stock 1In existing corporations so as to
realize a "balance between securities of well-seasoned corpo—
rations and those of still somewhat speculative businesses;"
investment in the securities of "brand new and completely un—
seasoned enterprises” as well as those of "unseasoned nd specu—
lative” (CM, p. 241) firms was to be denied. Concern over the
need to reduce the level of concentration, however, induced
Kelso and Adler to suggest that the program "should direct a
predominant share of new capital formation into new enterprises
owned by new capitalists™ (CM, p. 215). In later writings in—
vestment recommendations became more cautious.

In TFT Kelso and Hetter wrote of investment only 1in terms
of "well manaqed”™ firms (TFT, p. 61 and P. 97). Speiser in his
PA 1s more descriptive. According to him, Kelso advocated in—
vestment only in the "big winners,"” the "profitable girants"”

(PA, p. 56), the "major successful businesses” (PA, p. 54), and
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and the "largest and most successful™ corporations (PA, p. 80),
Investment was to be discouraged in "new start-up ventures"

(PA, p. 56) and i1n "venture capita® (because that) 1s a game to
be played by the very wealthy"” (PA, p. 80).

In sum, 1investment by households was to be done either
directly or through a special mutual fund arrangement ir. major,
well-managed corporations. Investment in speculative or start—
up ventures was to be discouraged. In no event and at no place
did Kelso and his associates in the three books covered in this
report recommend a comprehensive capital diffusion program that
would involve creation of and investment by non-capitalists 1in
a special corporation that would both acquire productive assets
and manage the operation.

As we noted in the previous section, AGSOC proponents may
well come under increasing pressure to transform an AGSOC from
a holding company 1into an operating company. Such a development
would certainly break with Kelso®"s previous reasoned conceptions
of the nature of iInvestment by non-capitalist households 1in the
corporate economy. The expected result of this development
would bo significantly to increase both the risk characteristics
and the degree of uncertainty associated with the AGSOC. There
would probably be adverse effects on the ability to secure 100
percent debt financing and on the probability of a reasonable

pay-out period.
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Appendix

The discounted present value of a future income stream 1is

calculated by this formula:

Yr 4 o 4 Y7 .+ YL n  where
241 (2¢D)2  T3+T)3 Q2+

Y 1s the annual income for that year, 1 iIs the discount rate,
and n is number of the years in the asset"s life. If we assume
Y to be $100, i tobe 5percent, and the lifeof the asset to
befive years, the result of thecalculations wouldbe:

$100 . $iro . $100 , $100 ,$100
1705 + T.T + Lie * 1752 +T7T6 ™

$95.24 + $90.90 + $86.21 + $81.97 + $78.13 = $432.45
The buyer should, therefore, be willing to pay $432 for the asset
or less. Using the same calculations, the similarly situated
seller would accept no less than $432.

If the buyer borrowed $432 for five years at Tfive percent
to buy the asset, his situation at the end of five years would be

1. He would have received $500 in income over the
five year period.

2. He would have paid back the $432 he borrowed pius $68
in interest payments on the declining balance to the
creditor- a total of $500.

In short, his cash inflow would equal his cash outflow for the

five year period.
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MEMORANDUM March 10, 1980
FJBJECT: Final draft of CS for House Bill 240
TO. Representative Mike Miller

FROM: Tamara Brandt Cook

Legislative Counsel

Enclosed please find the final draft you requested of CSHB 240,
| noted that sec. 10.50.295(b) relating to shareholder removal
of directors is ambiguous and would suggest that this section

be redrafted for the sake of clarity. It now reads:

"An individual director may be removed if the majority
of votes cast for his removal exceeds the number of
votes he received at the last preceding election
(Emphasis added)

This is capable of being interpreted to mean that a director
ma'- not be removed unless the number of votes over 50 percent
of che votes cast (a majority) is greater than the number of
votes he received when elected. On the othe” hand, it could
simply mean that only a majority of votes is required if the
number exceeds the number of votes which the director
initially received.

TBC:J dn

Enclosure



WORDING PAPER ON

DIVIDEND DISPERSAL PROGRAMS

By Governor Jay S. Har*aaond

There 1s 1increasing interest in providing Alaskans with a
"piece of the action” through some method of distributing
"dividends."

I am encouraged by this for 1 believe it appropriate that

all Alaskans receive some direct benefits frcm their resource
wealth rather than simply receiving whatever more government
we politicians think they should have.

ALASKA INC.
Some few years ago, | proposed a means by which a portion of
income earned from investments of the public®"s resource
wealth would be distributed in direct dividends to all
"shareholders™. This proposal became known as Alaska, Inc.
I introduced a modified form of Alaska, Inc. again this
year, as has Senator -.umner.

AGSCT
Another Means of granting Alaskans a "piece of the action”
has been proposed by Senator Gravel. This 1is known as
"Alaskan General Stock Ownership Corporation™ or AGSOC.
Unlike Alaska, Inc. which disperses a portion of earnings
from investments of citizen-owned resource wealth, an AGSOC
would permit citizens to own shares of development programs
which might relate - but not necessarily exclusively - to
the manner 1in which tnat resource wealth was transported,
refined or manufactured. The necessary capital to acquire
ownership in such endeavor could come either from the sale
of tax free revenue bonds, private financing or State
guaranteed funds.

MUTUALLY EXCLUSIVE OR COMPATIBLE?
While the 1intent of both programs 1is similar, there are
important distinctions. Moreover, while they are by no
means mutually exclusive, | am increasingly convinced that
insofar as the State®s long term best interest Is concerned,
an AGSOC can best work only if an Alaska, Inc. program is
first fut into place and, as well, certain amendments are
made to both tills now before us.



In order to discuss my reasons for so concluding, 1t 1is
necessary first to explain how, ideally, 1 believe an
Alaska, Inc. program should work.

MECHANICS OF ALASKA INC
Each Alaskan would receive, annually, one share of 1/2 the
earnings of Permanent Fund investments for every year they
have resided in "an area where cost of living was recognized
by the Federal government as warranting a 25 percent cost of
living pay differential for its employees.”™ While nothing
Is said about residency versus nonresidency, all Alaskans, of
course, would qualify. Those with longer tenure would
accrue more shares. Shares would not be transferable.
However, new Alaskans, upon qualification, would as well
receive shares.

Application for annual dividends could be made upon filing
an 1ncome tax form attesting to ones having resided during
most of the previous year in such a high C.0.L. area. Thus,
persons who leave the state would no longer qualify after
one year.

In a bill I presented to the Legislature this year, House
Bill 99, such "dividends"™ would come only in the form of tax
credits. Moreover, no one would qualify for more than one
share for each year during which the applicant had paid
State iIncome taxes up to a total of five shares. This
five-year limitation was proposed since Department of
Revenue tax records are held for only five or six years.

While this a:proach was taken to curry support from those
who wanted tax relief as well as for administrative con-
venience in checking an applicant®s eligibility, it raises
serious questions.

For example, all citizens, whether they®"re taxpayers or not,
are i1mpacted by Alaska®s high cost of living. Moreover, if
you truly believe, as 1 do, that Alaskans collectively own
such resource wealth as their royalty oil, how can we justify
dispersing income investments of collectively owned Alaskan
wealth selectively to only those who make enoi gh money to
have to pay taxes? Accordingly, 1 would prefer that divi—
dends go to all otherwise qualified citizens either in the
form of tax credits or as a negative iIncome tax return.

Additionally, since the rationale for dispersing dividends
is based on the belief that with all their energy wealth
Alaskans should receive at least some direct relief from the
exceptionally high price they®ve had to pay for energy, then
Lnere i1s little rationale to compensate them for but 5 years
of such impact. Compensation should be for each year so
impacted.



Though determining the number of years for which each appli—
cant is qualified may seem difficult, it is less difficult
than obtaining similar data required for proof of eligibility
for receipt of the longevity bonus, guide licenses, limited
entry permits, or entry into a pioneer home.

To minimize administrative costs and the likelithood of
perjury, we could require an affidavit from the applicant
with two other "shareholders™ as witnesses. IT all parties
were to lose eligibility should they perjure themselves, it
iIs unlikely many would falsify claims. In those cases where
no witnesses will come forward, shares could be confined to
the number of years the applicant can provide document, tion
to prove his case, 1.e., tax records, etc.

The conclusion that an Alaska, Inc. type program should be
established before an AGSOC proposal was reached primarily
because of the potentials of an AGSOC to place the share—
holders®™ 1interests precisely at odds with State interests.
For example, one AGSOC proposal involves partial purchase of
the trans-Alaska oil pipeline. Should all shareholders then
get dividends based on the profitability of that purchase,

It 1s to the shareholders®™ Dbenefit to get the highest possible
price - i1.e. tariff - for transporting oil. However, the
State treasury, including the Permanent Fund, gets more
money the lower the tariff. Thus, the AGSOC"s interest
would "e precisely opposite those of the State in regard o
the level of tariff. On the other hand, in the case of an
Alaska, Inc. type distribution of Permanent Fund earnings,
the interests of the State and the shareholders would be
precisely the same.

Similarly, if an AGSOC were to invest in a petrochemical
plant, 1ts shareholders would benefit if we sold that plant
our royalty oil at a cut rate. This too would be a loss to
the State"s Permanent Fund and to those who did not hold
shares of that AGSOC.

Only by passing an Alaska, Inc. type program first could we
likely establish conditions where the State and all Alaskans”
interests were compatible insofar as maximizing the return
from the citizens®™ resource wealth. Once in place, such
programs reduce the likelihood of conflicting AGSOC proposals
being undertaken.

In 1ts present form, proposed AGSOC legislation has other
problems:

l. Since only one share cf stock goes to each person here
in Alaska at the time each AGSOC is formed, ultimately
there would be two types of Alaskans: those who were
shareholders, and those who were not.



Remedy:

One way to remedy this is to amend the bill to provide one
share of stock for each year the shareholder has resided in
a locale where the government recognizes cost of living
impact sufficient to warrant their payment of a 25 percent
cost of living differential to government workers. Then all
Ala“kans would be shareholders.

2. AGSOC shares would be transferable, permittting money
to leave Alaska. This should be amended since the
prime objective and rationale i1s”to insure that Alaskans
get a "piece~ctf the action”™ to. compensate them, 1in
part, for the exceptionally™hlgh cost of living impact

here persons who have moved to
Hawal justification for receiving
such

Remedy:

A remedy would be to"require that persons make application
for their annual, dividends on an Alas“kan income tax filing
form attesting to their having resided during most of the

previous year in an area of qualifying high cost of living
differential.

3. Another problem 1s, what i1f the AGSOC loses money? Who
then pays off tne bonds or other debt obligations? |
am opposed to State guarantees. Would the AGSOC share—
holders then become liable?

Alaska, 1Inc. concept in
place first, guarantees or coll? .eral could be an AGSOC
shareholder®™s prospective Alaska, Inc. divider "3. Far
better to use the AGSOC shareholder®s prospective Alaska,
Inc. dividends as such than use, as guarantees, Permanent
Fund principle or general fund monies which belong to all
Alaskans, not just AGSOC shareholders.

4. Under an AGSOC proposal some shareholders may be unwill—
ing participants in programs to which they are philo—
sophically or otherwise ill disposed.

Remedy:

If one is already a shareholder in an Alaska, Inc. program,
they should be able to elect whether or not they wish to
become an AGSOC shareholder. By so doing, they would not be
compelled to participate in some development program they
may not favor in order to get any "piece of the action”
whatsoever.



Another reason why the Alaska, Inc. program should go 1n
place first i1s because 1t would motivate placement of more
oil wealth behind the Permanent Fund "rope"™ where it could
not be used for more government or as guarantees for some
shakey AGSOC proposal. Since Alaska, Inc. shareholder
"dividends"™ are directly dependent upon the amounts of money
placed in the Permanent Fund, there would be a countering
pressure to those political pressures which create bigger
government.

Because the Alaska, Inc. approach would provide "dividends"”
from an "enterprise” already returning revenues which belong
to all Alaskans, the charge of "improper involvement of
government ii.to private sector affairs”™ is absent. Of
course, since AGSOC"s are not truly government functions the
traditional "undue involvement”™ charge does not really wash.
However, because of the potential 1impact on government funds
to bail out ailing AGSOCs, a reverse concern may be valid:
"undue i1nvolvement by the private sector in the affairs of
government."

Other advantages recommending prior implementation of
Alaska, 1Inc. are i1ts comparative simplicity and the fact
that unlike the speculative nature of any AGSOC, we would be
betting on a "sure thing." For example, we know that we have
a fully capitalized, debt free enterprise in the Permanent
Fund which can immediately start paying "dividends"™. No
loans must be made; be ids sold; speculation engaged in. We
are already functioning "in the black.™ Surely if we"re
going to condition the public to feel comfortable with any
"dividend distribution® system at all, we should start with
a simplistic "sure" winner.

A major benefit of increasing contributions to the Permanent
Fund is that the other half of the resultant increased recurring
income from Permanent Fund investments would flow into t.he
General Fund where it could supplant these non-recurring oil
wealth dollars now improperly funding our day to day govern—
ment operations. Such reduction of our dangerous dependence
upon principle dollars for funding operations - which should

be funded with income dollars - 1is imperative.

IT the AGSOC program goes on the line first, the chances of
finding surplus State dollars to place into the Permanent
Fund would Ilikely diminish.

Thus, while I favor both the Alaska, Inc. and AGSOC concepts
for insuring all citizens a "piece of the action,” | believe
It imperative that the Alaska, Inc. program be placed on
line before an AGSOC be established. Meanwhile, 1 would
like the enabling AGSOC legislation amended to deal with
those problems I1"ve previously outlined.
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April 26, 1979

Dear Friends:

Governor Hammond in his "Working Paper on Dividend Dispersal
Programs"™ criticises the House State Affairs Comnittee AGSOC
bill. He assures me that his comments were not intended to
give the Impression that he would veto the AGSOC bill, but
were offered as an aid in moving the bill forward. However,
the Governor has made some assertions which are wrong and need
to be corrected.

The Governor implies that AGSOC, like Alaska Inc., 1s merely a
means of distributing "dividends" to Alaskans. AGSOC is not a
scheme for distributing state assets to Alaskans, but a vehicle
through which Alaskans can acquire new wealth Independently of
government. AGSOC 1s a vehicle for new capital ownership by
the citizens of Alaska, not a scheme to distribute something
they alrtady own.

The Governor maintains that AGSOC would place the interests of
the shareholders at odds wlti the Interests of the state. The
Interests of the state are not Independent of the interests of
its people. The shareholders of AGSOC will be the people of
Alaska. It is my conviction that people will be better citizens
1f they have a real economic 1nt -cst in private enterprise and
that they will act in their own Lest Interests as economic
snareholders and political citizens.

The Governor criticises AGSOC because it will create two types
of citizens, shareholders and non-shareholders, and proposes as
a remedy a scheme which creates many classes of citizens share-
holders based on length of residency in Alaska. The Governor
misses the point of AGSOC. The rational for AGrDC is not to
""compensate" anyone for living in Alaska, but to provide a means
other than the taxing power of the state for Alaskans to parti-
cipate 1n the economic development of their state.

The House State Affairs Committee AGSOC bill prohibits ownership
of AGSOC shares by outsiders. When a shareholder leaves the
state he 1s required to sell his stock either to the corporation
or another Alaskan.

The House Comnittee carefully considered the question of state
financial assistance to AGSOC and made It clear that AGSOC was

to be treated no differently than any other private corporation
seeking state financial assistance. If, after full legislative
action, the state decides to assist 1n AGSOC financing It will

be doing no more than what 1t has already done for those Alaskans
holding more than $150 million 1n state low interest business
loans.

The corporate doctrine of limited liability protects the share-

holders of AGSOC from any liability for the debts of the
corporation.

There 1s no requirement that an Alaskans become a shareholder of
AGSOC. He may reject the stock offered to him at any time within
one year of Its Issue. If he becomes a shareholder and does not
want the corporation Involved In a particular investment he may
put the question to a vote of the shareholders.

Best regards.

Mike Gravel



February 23, 1979

Honorable James Duncan
State Representative
Pouch V

Juneau, Alaska 99811

Dear Jim:

I would like to take this opportunity to expressmy opp<'-.4tlon toyour General
Stock Ownership Plan (G.S.0.P.) bill.

I feel the State"s royalty and/or permanent fund Income would be more equitably
used as a vehicle to reduce Income taxes and Increase revenue sharing. This
would result In a distribution which relates 1n some mannm to the widely varying
burdens carried by different people by present Income and property tax schedules.

I likewise find the $100/200/300 tax credit bill passed last year distasteful.
The person who pays, say, $10,000 a year In State Income tax realizes no more
benefit than the person who previously paid only $300 and only an Insignificant
benefit 1n comparison to the person who draws welfare and pays no taxes.

A program for an across the board percentage temporary tax credit or permanent
tax reduction would be more equitable. A scaled credit with a smaller
percentage applying to higher tax brackets would be less preferable than a flat
credit but would still be preferable to last year"s credit or the proposed
G.S.0.P., which are both nothing more than thinly-veiled welfare programs.

Sincerely,

Roger R. Shattuck
RRS/ce

cc: honorable Hike Miller
Honorable 6111 Ray

P



ALASKA
GENERAL STOCK OWNERSHIP CORPORATION

BILL SUMMARY

Federal law requies state authorization of general stock
ownership corporations receiving special tax treatment under
Subchapter "U" of the Internal Revenue Code. The bill creates
the Alaska General Stock Ownership Corporation (AGSOC). This
corporation is a completely private for profit corporation
which will operate under the Alaska Business Corporations Act
to the extent consistent with the AGSOC act. The shares of
the AGSOC will be owned and voted by the citizens of Alaska

with each resident holding a share of stock.

The bill directs the Governor to appoint 1incorporators
to form the AGSOC and sets forth the following:

1) Board membership limitations assuring Alaskan control;
2) Federal requirements for corporate articles;

3) Stock distribution to all Alaska residents;

4) Penalties for fraudulent acquisition of AGSOC stock;
5) One year statute of limitations on AGSOC challenges;

6) Financing for AGSOC startup costs; and,

7) Technical amendments required to Alaska statutes.

The corporation is designed to have as its shareholders
existing Alaskan residents. Stock will be distributed to
eligible 1individuals without cost. Investments by the AGSOC
will homade through the U3e of borrowed funds and the* earnings
from those investments used to retire the loan and distribute
dividends to the shareholders. Except for minor exemptions the
AGSOC will be subject to the same rules as all other Alaska

corporations.



DETAILED EXPLANATION

The bill creates a new Chapter 50, entitled "Alaska
General Stock Ownership Corporation”™, within Title 10, the
Corporations and Associations title, of Alaska Statutes.
The act contains nine sections which may be summaried as

follows:

Section 1 sets forth those areas where the AGSOC differs
from a typical Alaska business corporation organized under
Chapter 5 of Title 10. To the extent that these provisions
co not conflict with the provisions of Chapter 5, the Alaska
Business Corporations Act, Chapter 5 will apply;

Section 2 includes the corporation among those organi—
zations eligible to receive secured loans from the Permanent
Fund;

Section 3 allows the investment of surplus state funds
in bonds of the AGSOC;

Section 4 exempts the AGSOC from registration under the

Alaska securities laws while providing protection from fraud;

Section 5 creates a one year statute of limitations on
nuits brought to challengo legality of the AGSOC;

Section 6 makes the provisions regarding eligibility for
stock ownership "nonsevorable” in order to assure that if this
fundamental section 1s found unconstitutional the entire law

will be voided;

Section 7 makes fraud or misrepresentation in obtaining
or selling shares of the AGSOC a Class C felony; and,

Sections 3 and 9 provide effective dates immediately

following the Governor®s signature for most of the legislation.



ANALYSIS: SECTION 1

Section 1 of the bill constitutes the primary legis—
lative section. It creates a new chapter, Chapter 50, of
the Alaska Statutes, Title 10, setting forth technical
requirements for the Alaska General Stock Ownership Corpor —
ation. The Chapter is divided into nine sections dealing
with creation of the AGSOC, federally required charter limi—
tations, board of directors, notification cf shareholders™
eligibility, limitations cn corporate liability, restrictions
on application for shares, fraud penalties, corporate divi—
dends and definitions. A section by section analysis of

Chapter 50 follows.

50.010. ALASKA GENERAL STOCK OWNERSHIP CORPORATION CREATED.

This section directs the Governor to appoint
nine people as the incorporators and initial board
members of the Alaska General Stock Ownership Corpor—
ation. These nine people, a majority of whom must
be Alaskans, will adopt corporate articles and by—
laws and file with the state to create the corpor —
ation as required under the Alaska Business Corpor—
ations Act. The bill allows the appointment of
some non-Alaskan directors to provide flexibility
in obtaining special expertise.

The status of the general stock ownership
corporation 1is made clear by this section. AGSOC
is not and rray not be considered to be an agency,
instrumt tality or political subdivision of tho
State of Alaska. This parallels the federal statute
which provides that a GSOC shall bo treated as a
private corporation and not as a governmental unit.
Tho section also clarifys AGSOC status 1in relation
to other statutes by requiring that it comply with
tho provisions of Subchapter U of the Internal
Revenue Code and tho Alaska Business Corporations
Act. To the extent that tho AGSOC authorizing
legislation i3 not inconaistant with Chapter 5 of
Alaska Statutes Title 10, AGSOC will bo subject to
all the rules applicable to any other Alaska
business corporation.



50.020. ARTICLES OF INCORPORATION.

Federal law requires certain charter provisions
for general stock ownership corporations and these
are set out as requirements for the articles of incor—
poration of the Alaska General Stock Ownership
Corporation. Each of the subsections in .020 set
forth a different requirement which must be included
in the AGSOC articles.

Subsection 1 provides that the AGSOC may 1issue
only one class of stock which impliedly must be voting
common stock.

Subsection 2 provides that stock may be 1issued
only to a certain class of individuals. The group
to whom stock may be 1issued, a closed class of
original 1issue shareholders, are those people who
fulfill two tests:
a) They were residents of Alaska, as defined
by the definition Section .900, as of the
effective date of the legislation which,
under Section 8 of th>" bill, will be the
day following tho Governor®s signing; and,
b) They remain residents of Alaska until the
shares are 1issued.
50.900 defines resident as a person who lives
in Alaska and intends to remain here permanently.
The definition allows for temporary travel or employ-
rent outside without loss of residency. c a dispute
arises over residency all of tho facts and circum—
stances indicative of permanent residency must be
considered.

Subsection 3 provides that at least one share
of stock must be 1issued to each eligible resident
unless that person elects within one year not to
receive tho stock. The Ilegislation contemplates
issuance of shares to eligible individuals free of
charge with corporate investments financed entirely
with borrowed funds. The one year period allows
shareholders who do not wish to receive stock for
whatever reason to reject tholr share, but this
election not to receive stock 1is irrevocable and
once made may not be changed.



Subsection 4 provides for limitations on the
transferrability of the stock so that shares may not
be sold or used as security for a loan during the
first five years unless the shareholder dies or
moves out of the state. Shares may only be trans-—
ferred to another Alaska resident and then only if
that person would not own more than ten shares of
AGSOC stock after the transfer. Corporations and
other artificial persons may not be shareholders.
Finally, in order to protect minors, shares may not
be transferred until the shareholder reaches 18.

Subsection 5 provides that the corporation
shall qualify as a general stock ownership corpor—
ation subject to the special tax provisions of
Subchapter U of the Internal Revenue Code.

Subsection 6 provides for a limitation on
investments which the corporation may purchase.
The corporation may not invest in assets acquired
by it or for its benefit through the power of
eminent domain. This 1is not to imply that the
AGSOC has the power of condemnation since that
power may be exercised only by the government.
The limitation 1is designed to prevent tho AGSOC
from acting 1in collusion with an agency or local
government to acquire a going business from an
unwilling seller. It is not intended to prevent
the purchase at arm"s lenght of a business where
a portion of the seller®s assets may have been
acquired by condemnation. The AGSOC would not be
prevented from investing in a project where some
minor portion of the assets must be acquired
through eminent domain 1is the State or local
government determines that the exercise of 1its
condemnation power 1is appropriate. Such a situ—
ation might occur should the AGSOC become invol—
ved in the construction of a major pipeline.



50.030.

Subsection 7 provides the AGSOC v;ith a right
of first option to purchase, at a price not less
than book value, any stock offered for sale during
the first five years of the corporation. The terms
and conditions for exercise of "this right will be
set forth in detail in the corporate bylaws and a
notice of the restriction will appear on the stock
certificates or receipts.

The five year period for the right of first
option parallels the time during which shareholders
are prohibited from selling their stock. Only a
limited number of shares will become available for
s .e du-ing this period of time and it is unlikely
that an organized market for AGSOC stock will develop
during this period. Discretion is left with the
corporation to pay prices higher than book value
for the stock, but it is likely that the directors
will determine that book value is the appropriate
price.

Since shareholders who become non-residents
during the five year per; d of transfer restrictions
may be able to sell their stock at a high price
in an uncontrolled market emigration might be
encouraged. The option by the corporation pro—
vides a controlled market during the transfer
restriction period and allows time to structure
the full public market which will develop after
the transfer restrictions lapse.

30AF.D OF DIRECTORS .

This section sets out the provisions for AGSOC
directors which differ from those applicable .ndcr
Alaska Statutes Title 10, Chapter 5. The n
incorporators serve as the original board of directors
and are divided into three groups 1in accordance with
AS 10.05.186, except that only one-third of the
directors will stand for election at the first annual
meeting, ono-third at the second annual meeting and
one-third that the third annual meeting. Thereafter
each director will serve for a term of three years
as provided 1in AS 10..5.186. None of the other
provisions of the Aliska Business Corporations Act
regarding directors are changod and the normal rules
of Chapter 5 apply to the AGSOC.



50. 080,
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SHAREHOLDER.

This section provides a civil right of action
against individuals who obtain stock through fraud
or misrepresentation and who sell stock on the same
basis. It allows tl a stock to be voided, dividends
to be recovered with interest and costs of the suit
to be paid by the defendant.

DIVIDENDS OF THE CORPORATION.

Under the rules of the Alaska 3usiness Corpor —
ations Act a corpor tion may pay dividends only out
of earned surplus, the retained earnings of the
corporation. Since the AGSOC 1is required by federal
law to distribute 90% of its taxable income to its
shareholders on an annual basis 1is may be necessary
to distribute a dividend in excess of earned surplus
Such a situation can arise because accounting for
tax purposes and for purposes of the corporation®s
books may not and are not required to be the same.
For this reason an exception to the general rule of
Chapter 5, Title 10, is required allowing the AGSOC
to distribute dividends as required to meet the
terms of Internal Revenue Code Subchapter U except
where such distribution would cause the corporation
to become bankrupt or when the" corporation 1is
already bankrupt. Bankruptcy in this situation
means when the corporation 1is unable to meat 1its
current obligations.

ExXSHPTION FrROM AS 10.05

This section exempts the AGSOC from the pro—
visions of the Alaska Business Corporations Act
which requires $1,000 of paid in capital before
operation of the corporation commences.

GUARANTEE FUND.

This section establishes a fund within the
Department of Revenue which 1is to be used to
guarantee loar.3 to the AGSOC by private lenders,
This fund is intended to provide security for
private credit to be used by the AGSOC for its
startup expenses such as the costs of stock
issue and the 1investigation of potential
investments.

This section defines the terns used in Chapter
50. Especially important is the definition of
resident y.ince that definition will dctermina who
Is eligible to receive AGSOC stcck without charge.



50. 030.

50.050.

50. CKO.

NOTIFICATION OF ELIGIBLE SHAREHOLDERS.

Sir.ce stock is to be distributed free of charge
all Alaska residents must be notified of its avail—
ability. This section sets out the minimum notice
requirements of weekly broadcast and publication for
at least three months before stock distribution and
monthly broadcast and publication for eleven months
after distribution. These are minimum recuireme..cs
cnly and the board of directors may determine that
the corporation should take other steps to identify
and notify potential shareholders. The AGSOC might
want to compile mailing lists from various sources
to develop a list of potential shareholders while
in the bush it might be appropriate for it to hire
census personel to locate and identify eligible
Alaskans.

CORPORATION NOT LIABLE TO SHAREHOLDERS.

This section makes it clear that although the
AGSOC 1is required to take reasonable steps to notify
potential shareholders of their right to stock the
burden of applying for stock lies with the resident
and the corporation 1is not liable for failure to
notify or issue stock to a potential shareholder.

IT a resident makes application for stock after the
distribution of one or lore dividends he loupes his
right to those dividends and 1is entitled to receive
only those dividends declared and paid after tho
date upon which his stock was 1issued to him.

LATE AFPLICATION FOR SHARES,

The legislation provides that stock 1is to be
issued to all qualifying residents and the corpor —
ation directed to use reasonable efforts to ider.tify
potential shareholders. The burden of application
is upon the resident. Those residents who are
identified or who identify themselves will have one
year 1in which to elect not to receive stock. To
protect against those eligible residents who are
not identified and fail to identify themselves hoping
to see how the corporation faros before applying
for their stock, a final cutoff date 1is provid*-. i
after which distributions of stock will be made only
upon payment to the corporation of book value.



State of Alaska
OFFICE OF THE GOVERNOR
Juneau

March 12, 1979

The Honorable Mike Miller
Chairman
House State Affairs Committee

The Honorable Brad Bradley
Chairman, Senate Commerce Committee
Alaska State Legislature

Juneau, Alaska 99811

Dear Sirs:

Thank you for this opportunity to offer my views on SB 170/HB 240, the
enabling legislation for an Alaska General Stock Ownership Corporation
(AGSOC). As you know, |1 have been an advocate of a similar idea, Alaska,
Inc., which was designed to distribute a portion of the income produced
from Permanent rund to Alaskans. This idea has been incorporated into
my proposal for the Permanent Fund through the distribution of one-half
of the earnings of the Permanent Fund to Alaskan residents in the form
of tax credits.

As | understand it, the AGSOC concept proposes a completely private
corporation, the shareholders of which would be Alaska residents who
elect to receive a share. Like Alaska, Inc., the earnings of the AGSOC
would also be distributed to residents as dividends on their shares. |
would like to express my support of the AGSOC idea in concept. AGSOC
would represent a unique experiment to provide an opportunity for the
broad participation of Alaska residents in the financing of resource
development projects in the state. I would encourage you to undertake
as much investigation and public discussion as possible in order to
familiarize all Alaskans with this idea and to insure that a wise and
informed decision will be made. While 1 wish to reserve judgement on
the specific details of this idea pending additional review, 1 do hope
to work closely with your committee and other committees as the bills
proceed through the legislative process.

To facilitate this cooperation, | have requested the Division of Policy
Development and Planning to coordinate the AfMnlstratlon®™s review of
this legislation, and to work closely with the Departments of Law,
Revenue, Commerce and Economic Development, and with Sterling Gallagher,
who 1is on contract with my office on this issue.



The Honorable Mike Miller
The Honorable Brad Bradley

March 12, 1979
Page 2

Specific comment and recommendations on the bill must await additional
analysis. However, there appears to be a number of philosophical and
technical difficulties with the sponsor substitute which we wish to take
up with your committees at subsequent hearings.

One fundamental issue which 1 would like to raise at this point is the
question concerning the applicability of the normal procedures for
corporate governance (annual shareholder meetings, voting by pr-.xy,

etc.) to this unique corporate creature which will make shareholders
voice their concerns and influence or veto management decisions. I hope
that this experiment in economic democracy might be linked tc an experi-
ment In corporate democracy which might Involve the creation of mecha-
nisms specifically tailored to insure adequate shareholder representation
and participation in major management decisions.

There are many details about the bill which require closer scrutiny,
such as the amount of state assistance which will be required and the
investment opportunities available. My Administration intends to work
closely with you on this issue to analyze these and other questions. We
look forward to an open dialogue to resolve any uncertainties and to
talk with Alaskans atthI'TIItvexclllng opportunity for our future.
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Alaska State Legi™iture

TELECONFERENCE
HEARINGS ™ #

March 8, 1979
Contact: Representative Mike Miller

465-4964 Juneau or Judy Hopkins
278-3668

FOR IMMEDIATE RELEASE

ALASKA GENERAL STOCK OWNERSHIP PLAN AIRED

Legislation creating the Alaska General Stock Ownership Corpor tion will
be considered in an audio teleconference hearing beginning at 5:30 p.m.
Monday, March 12 at the Legislative Information Office, 1024 West Sixth
Avenue. Participants will include Senator Mike Gravel and residents of
Anchorage and Fairbanks interested in commenting on the proposal before
the House State Affairs Committee, chaired by Representative Mike Miller of

Juneau.

House Bill 240, sponsored by Representative Jim Duncan and eight of his
House colleagues, creates the Alaska General Stock Ownership Corporation as a
completely private for profit corporation which will operate under the Alaska
Business Corporations Act to the extent consistent with the AGSOC act. The
sharnof the AGSOC will be owned and voted by the citizens of Alaska with each
resident holding a share of stock.

The bill directs the Governor to appoint Incorporators to form the

for

AGSOC and provides J\ brard membership limitations assuring Alaskan control,

(MORE)

Legislative Affairs Agency
Lojislative Tolocoiiforcnciixj Network mhone:  465-4980
State Capitol . Pouch Y . Juneau . 99811



MORE ON STOCK OWNERSHIP PLAN

stock distribution to all Alaska residents, penalties for fraudulent acquisition

of AGSOC stock, and financing for AGSOC startup costs.

The corporation is designed to have as its shareholders existing Alaska
residents. Stock will be distributed to eligible individuals without cost.
Investments by the AGSOC will be made through the use of borrowed funds and
the earnings from those investments used to retire the loan and distribute
dividends to the shareholders. Except for minor exemptions, the AGSOC will

be subject to the same rules as all other Alaska corporations.

Federal law requires state authorization of general stock ownership
corporations receiving special tax treatment under Subchapter "U" of the

Internal Revenue Code.



Alaska State Legislature

TELECONFERENCE
HEARINGS *

March 6, 1979

Contact: Judy Hopkins 278-3668

PUBLIC SERVICE ANNOUNCEMENT

(Run through 3 p.m. 3/12/79)

PUBLIC INPUT ON HOUSE BILL 240, CREATING THE ALASKA GENERAL STOCK OWNERSHIP
CORPORATION, IS INVITED BY THE HOUSE STATE AFTAIRS COMMITTEE IN AN AUDIO
TELECONFERENCE STARTING AT 5:15 p.m. MONDAY, MARCH 12, AT THE LEGISLATIVE

INFORMATION OFFICE, 1024 WEST SIXTH AVENUE.

AREA RESIDENTS INTERESTED IN TESTIFYING SHOULD REGISTER IN ADVANCE BY CALLING

278-3668. OBSERVERS ARE WELCOME.

| ff

Uxjinlativo Affairs fcjoncy o
U'jiolativu TVIccunfonncinu Network Fhon**: 465-4980
Stats Capitol . Pouch Y . Juneau . 99811



Name Here to TESTIFY

Representing $ £ LfZ

Mailing )

Address 2.7// K j T// /)I1)6 7ip ?JS~02 Here to OBSERVE
Phone Z*/J- T1/1?°7?

BROADCAST CONSENT: This proceeding may be broadcast live or recorded for later broadcast
by radio or television stations. Please indicate your consent by sikgning below:

/ (signature)

Have you participated in other legislative Would you have participated in this hearing
teleconferences? Yc?S How many? if the network were not available?

PLEASE PRINT
Name y *x j/ Here to TESTIFY
Representing
Ha iling
Address /V-Ar ?21B fir"? Hpre to OBSERVE
Phone yo1 T

BROADCAST CONSENT: This proceeding may bn broadcast live or recorded for later broadcast
by radio or television stations. Please indicate your consent by signing below:

iaf " /f*a fray*" —n

(sighature) ,
Have you participated in other legislative Would you have participated in this hearing
teleconferences? How many? if the network were not available?
How did you learn about this hearing? IT yes, did you use the network:

instead of travel
instead of phone conversations
instead of .nuiiled.testimonv

PLEASE PRINT

Name Here to TESTIFY
Representing J g //* t/

Mailing

Address A X 2  ZgJdyAidurut*}.ir Here to OBSERVE
Phone

BROADCAST CONSENT: This proceeding may he broadcast live or ircorded for later broadcast

by radiojor television stations. Please indicate your constat by signing below:
Have you participated in other legislative Would you have participated in this hearing
teleconferences? How many? if the network were not available? -
Ilow did you leqrn about thLs hearing? ITres~Nlid you use the network:
mn instead ol travel
3 Tty instead of phone conversations

A *rrf) (ecA.Jj/ -— /

instead nt mailed testimony

Date: 3/12/79 Subject: HB ?40 - GSOC location: Anchorage



PLEASE PRIN T

Here to TESTIFY
Representing
Mailing

Address Here to OBSERVE

Phone

BROADCAST CONSENT: This proceeding may be broadcast live or recorded for later broadcast
by radio or television stations. Please indicate your consent by signing below:

I signature)

Have you participated in othpr legislative Would yon have participated in this hearing
teleconferences? _ How many? if the network were not available?
How did you learn about this hearing? If yes, did you use the network:

instead of travel
instead of phone conversations
instead of mailed testimony

Date: 3/12//9 Subject: HB ?A0 - GSOC location: Anchorage
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held March 14 , 1979, including a copy of the witness and
observer list.
Judy Hopkins

Anchorage Moderator

LAA 11
(Rev. 4-29-77 K)



Alaska State Legi™jture %

TELECONFERENCE
HEARINGS

SUBJECT: HB 240 - Alaska General Stock Ownership Corporation (Duncan et al)

COMMITTEE: House State Affairs (Miller)
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Representing

Mailing
Address Here to OBSERVE
Phone w*",

BROADCAST CONSENT: This proceeding may be broadcast live or recorded for later broad-
cast by radio or television stations. Please indicate your consent by signing below:

(signature)

Have you participated in other legislative Would you have participated in this hearing
teleconferences? How many? if the network were not available?
How did you learn about this hearii 37 If yes, did you use the nc;lwo,!"*

instead of travel
instead of phone conversations
instead of mailed testimony

Date: 3/14/79 Subject; HB 240 - AGSOC Location: Anchorage
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NAME

Vander Pearson

REPRESENTING The Greater Fairbanks Black Caucus

ADDRESS 1028% 23rd Ave.
Fairbanks, Alaska 99701

PHONE NUMBER 479-6514

TO House State Affairs Committee

RE House Bill 240

MESSAGE I support House Bill 240 and would like to see this bill
become law. As | understand 11.B. 240, it would create a
General Stock Ownership Corporation that would finance the
Alaska Gasline. th this approach, every Alaskan will have
a.i opportunity to participate In the growth and deveiopment
of Alaska.

Signature
CAN BE CONTACTED AT FOLLOWING TIMES 4,10 - R,00 P m N ya

ADDRESS AND PHONE NUMBER (If different from the above)

-——-470S Palo V»rtlf»f Univ. vennt

falrhanka. Alaako 19XQJ 479-fisu



Senator Gravel finally got his Government

Stock Ownership scheme into law, but who,
all things considered wants it?

T

A bad idea whose
time, alas, came

\,iuwtr Cnu
AR

en MY A KU IU « Mniluuoicy/or cqUab*«.

By Kara Behuatr

N 111ft wanine IKHW Of_ lhe 95|h
Congress a new_economic animal
was~ born—the Covcniment Stock

Not the least peculiar thing about the
GSOC Lcast is that it all but totally sepa-
rates risk from reward. If the Alaska leg-
islature runs with the idea, each of Alas-
ka's 405,000 residents would receive a

., Ownership Corp. The GSOC (pronoundeee share of stock and its dividends. But

it "Gee, Sockf) owes tti ' fe to Senator
Mike Gravel of Alaska, who, in the rush
toward adjournment, tucked the idea
Into the b|g tax-cut bill. It is an odd beast,
a sort of staie-chartered mutual fund A
state could use its credit to borrow right
and left for the CSOC so that the corpo-
ration could invest tn stock It would
distribute each year at least 90%, of the
profits to its shareholders, who, in turn,
would be credited with the income for
federal tax pt .,.0ses (Shareholders would
not be able to use GSOCS as tax shelters,
however, because they would not be al-
lowed to flow throu%h any losses.)
In theory, any state can now set up a
C One can almost hear the hond
salesmen and underwriters of the world
bracing to handle a riooa 0f new state-
f;uarantccd issues But, in fact, few are
lkely to, and only Alaska, with its huge

the corporation's only m | asset in the
beginning would be the stare's ability to
guaranteé hug loans, thv. proceeds of
which would be invested by the corpora-
tion As tn any state, awcver, a lot J
Alaskans don't pay taxes. Furthermore,
Alaska js unique in that it has a native
%roup of people who live off the land and
ave no cash income Is it fair that only
taxpayers, absotb the risk of CSOC,
while’an |n|t|al_?roup of Alaska residents
reaps the henefifs? o
fter the stuck has been distributed, of
course, there will also be an ever-growing
divergence between the stockholders, on
the one hand, and taxpayers and citizens
on the other. As people move to the
state, they mav not be eligible for a share
of stock. At the same ttme, citizens who
lived in Alaska and have since moved
m ., still own stock.

other stockholders. For instance, GSOC
proponents are talklnq about invest-
ments on the scale of $1.5 billion. With
that money the corporation might bu>
BP's 16% share of the oil pipeline. (BP is
rumored to be eager to get its mon.y out
to help cover mounting exploratic n'costs
in the North Sea and elsewhere ! In that
case, the state would be ?u_aranteelng a
S1.5 billion loan—its total indebtednéss
now s only $694 million, with guaran-
tees in various forms for abour dnother
$400 million. The state's credit rating
would clearly be affected. If it needs to
borrow moré money, say, for a public
works project, interest rates would be
h|?her. Wno would poy these higher
rates? The taxpayer, of course. The
stockholders who “tin- taxpayers would
have a direct, obvious stake in the corpo-
tation's profits and a less obvious inter-

“Not the least peculiar thing
about CSOC im that it all but
totally separatee riskfrom re-
wa.d. le itfair that only tax-
payer* absorb the risk while
an initial group of Alaska
residents reaps the benefits?*

¢st in holding down taxes. .

Gravel, nevertheless, is pushing 3SOC
as a way 'tn build a consume” v foi
capitalism " Me gut the idea fi< i the
theories ci economist Louis Kelso, godfa-
ther of the employee stock ownérship
plans in ck'ect at a good many U.S. com-
panies. Alaska shows at leaSt tentative
Interest in pushing the idea. The state
has given Kelso a $180,000 contract lu
draw"up a CSOC queBrlnt and is spend-
ing an addjtional >60.000 on other rela-
edconsulting work Kelso's blueprint is
due next February, and the Ieglslature IS
expected to tackle it shortly after :h..

Gravel's staff has Inoke i"'with particu-
lai longing at BI's 16% share of the Alas
ka oil pipeline That wou'd produce rev-
enues of $406 million a »car, they reck-
on After operatlng costs ..nd annual debt
[IaYmcnts, about S158 million would be
eft to distribute tn shareholders Thus
each of Alaska's citizen-shareholdcrs
would get a dividend check for $390 a
gear BP protects its revenues will be

372 million this year and $437 million
next year if the pipeline runs at capacity

gsoc, in a Way, is another of sprln%
of ProRosmon 13, "Peaple recognize tha
once the m icy flows into the State trea-
sury, it's h .dér to, t it back into the
harids of the people,” says Milt Barker a
fiscal expert for the state legislature
,SOC may be perceived at one way to
filter the mone){ into the people's hands
But the Alaska eq|sllature_ had better tak
a hard look at Kelso's blin-otOo and ol



Civil Rules 231
Rule 23.1 Derivative Actions by Shareholders.

In a derivative action brought by one or more shareholders
or members to enforrejiright of a corporation or of an un-
incorporated association, the corporation or association hav-
ing failed to enforce a right which may properly be asserted
by it, the complaint snail be verified and shall allege that the
plaintiff was a shareholder or member at the time of the
transaction of which he complains or that his share or mem-
bership thereafter devolved on him by operation of law. The
complaint shall also allege with parLeularity the efforts, if
any, made by the plaintiff to obtain the action he desires from
the directors or comparable authority and, if necessary, from
the shareholders or members, and the reasons for his failure
to obtain the action or for not making the effort. The deriva-
tive action may not be maintained if it appears that the plain-
tiff does not fairiy and adequately represent the interests of
the shareholders or members similarly situated in enforcing
the right of the corporation or association. Th» action shall
not be dismissed or compromised without the aprpoval of the
court, and notice of the proposed dismissal or compromise
shall be given to shareholders or members in such manner as
the court directs. (Added by Supreme Court Order 258 effec-
tive November 15.19761

Alaska R ufC 11-X0/7 CR 78-8



MEMORANDUM

TO: Representative Jim Duncan, Chairman
Budget and Audit Committee
Alaska State Legislature

FROM: Arlon R. Tussing

RE: Questions about an Alaska General Stock
Ownership Corporation (GSOC)

I am submitting these preliminary comments at the
request of Mr. Mi)t Rarker of the Division of Legislative
Finance. They are bcjed upon my review of the following
materials:

1. Louis 0. Kelso, et aj®, Design of an Alaskan

General Stock Ownership Plan, Volume |I. (Feb—

ruary 15, 1979);

2. Kelso <« Co. , (untitled) documents on British
Petroleum®™s interest in TAPS (December 7, 1978);

3. Alaska House of Representatives, Sponsor Sub-—
stitute for House Bill No. 240 (March 6, 1979);

4. Wilmer, Cutler & Pickering, Federal Constitutional
Issues Presented by Alaska®s GSOC (December 15,
1978);

5. Senator Mike Gravel, various speeches, Congres—
sional Record citations on C.SOCs (1978 & 1979).



MEMORANDUM
Page Two

I regret that | was not able to present these comments
in person to the House State Affairs Committee on March 20,
1979, but 1 hope that they will be of use to you. Please
let ae know if you have any further questions. I



QUESTIONS ABOUT AN ALASKA GENERAL STOCK

OWNERSHIP CORPORATION

1. GSOCs in General. Louis Kelso"s concept of the
General Stock Ownership Corporation (GSOC) has much in
common with socialist and welfare state programs for redistri-
buting wealth.* Instead of directly expropriating or taxing
away property for redistribution, however, Kelso"s approach
would use the government®"s c adit to finance specially
created corporations, whose shares would be dealt out to
eligible citizens. The individual shareholder in GSOC thus
could regard any dividends he received as earnings from his
ownership of private capital rather than as a government
handout. *

Like confiscation or condemnation, GSOC;, would create
no new wealth for society. The money used to create tho
GSOC would have to be bid away from private investors who

did not have the same access to the government®"s power to

tax (or, 1in the case of a federally-sponsored GSOC, to print

money) 1in order to make good on t cir obligations. Because
* Kelso's accusations against prcsrnt-day capitalism could well have
come from a handbook of ruvolutionary Marxism. Hi* program, it appears,
is a remedy for "endemic poverty . . . misuse of technology, rrnourco

waste, despoliation of the environment, declining personal freedom, in-
creasing lawlessness and civil disorder, the waning of liberal education,
tho civil rights impasse, the youth revolt, urban concentration, rising
public and private debt, public loss of confidence in leadership and the
seemingly Irreversible advance toward a totalitarian society." (Kelco
ct al, p. 16).

-1-



the "losers””would be widely scattered and impossible to
identify individually, however, we could expect this kind of
property redistribution to be less painful and les> socially
disruptive than more traditional socialist schemes.

There 1is nothing novel or radical in this aspect of the
GSOC. Private individuals and corporations already ben<fit
from a wide variety of federal and state loan and guarantee
programs: each of them reallocates resources and redistributes
wealth as surely (if not as visibly) as would taxation or
government ownership of industry. GSOCs would no more
revolutionize or redeem the capitalist system than do the
existing programs of government credit for housing, agri—
culture, shipbuilding, rural electrification or duration.

The value of the GSOC concept to Alaska must be judged not

by the sweeping claims if its inventors, but rather by whether
spcci ic proposals are properly tailored to the state®"s
specific problems.

2. GSOCs in Alaska. The GSOC concept (like that of
"Alaska, 1Inc.") appeals to legislators and other Alaskans
because it may be a Constitutionl way to use the state's
petroleum revenue to increase the wealth of present resident
Alaskans without permanently swelling Mie size of state
government or attracting a host of immigrants to share in
the windfall. In my opinion, something like a GSOC as

co..templated in H.B. 20 may indeed bo tho best way to give



Alaskans a personal stake 1in the state®s natural resource
income. But the GSOC concept is still a very rough one, and
there are a number of reservations and cautions even apart

from technical le al issues, that 1 would like to raise

*

here. As the Legislature deliberates further on the GSOc
concept, | would expect to raise other problems and perhaps
to offer some suggestions Tfor improving the pending legislation.

3. Widely distributed ownership vs. broad-based
control. GSOCs may very well be a means of widening
ownership in Alaska industry, but widely distributed owner —
ship is not the same thing as broadly-based control. It is
a truism that corporations with widely dispersed share
ownership are the easiest for small groups of insiders to
control. They are practically immune both to stockholder
revolts and to hostile takeover attempts (which are often
the only way 1in which an ineffective management can be
replaced).

Small shareholders normally do not take #n interest 1in
corporate affairs, and it is usually not wort.i their time to
do so. Most shareholders express any dissatisfaction with
management by selling their stock, not by becoming active in
corporate jolitics. Otherwise, they routinely g vo their
pr ies to management, or simply decline to vote at the
annual meeting. This experience in ordinary business

corporations is duplicated in "non-profit" economic enterprises



with widely spread ownership, such as cooperatives, credit
unions, savings and loan associations, and mutual 1insurance
companies.

By limiting any person®s interest to ten shares of
GSOC stock, the proposed legislation assures that share—
holders generally will not have a large enough stake to
warrant their taking an active part in the corporation®s
affairs on the basis of economic self-interest. This
limitation on indi/idual share ownership, the absence of
cumulative voting and the staggered terms of office for
directors, almost guarantee a self-perpetuating management.

In this setting, the alternative of vigorous contro—
versy among the shareholders 1is hardly more attractive,
however. Any activists, apart from the insider group
itself, arc likely to be more concerned with personalities
and politics then with prudent business management. Alaska
can already offer a few prominent examples of broad ly-base..
corporations with such a malady.

4. Motivations of the Directors. Since the officers
and directors of a GSOC will not be selected on the basis of
a substantial ownership position, and may not obtain such a
position, the legislature should consider in advance ju3t
what kind of people will constitute this self-perpctuating
insider group, nnd what their motivations are likely to be.

Such a group 1is more likely to be moved by considerations



other than profitability than a board and management repre—

senting large shareholders, for example:

Their outside business interests;

Officers®”™ salaries, directors”™ fees, and

other perquisites;

Size and prestige of the organization;

Their social and business philosophies, ideals

and ideologies; and

The approval of other businessmen, the media,

or tho community at large.

These are on the whole the considerations that motivate
the boards of many "charitable®™ enterprises: "non-profit"
hospitals, for example, are notorious Tfor bad management,
inefficiency, and petty corruption. None of the foregoing
motives 1is necessarily reprehensible, and they are not always
at odds with the interest of the shareholders in maximizing
profits or capital gains. But as a small shareholder |
would prefer to have a few large shareholders on the board
looking at the bottom line, and, 1in their own self-interest

looking askance at inefficiency, empire-building or gold-



plating.

5. Vulnerability to speculative promotions. Alaska
is a fertile field for promotional schemes, and GSOCs may bo
just made to order for them. The big private gains 1in
industrial development projects are not made on the operating
profits of ownership (Kelso®"s theories notwithstanding), but
from promotional and organizational expenses: land specu—
lation and sales; engineering, consulting, legal ana under—
writing fees; and the purchase and sale of corporate assets -
all of which can be capitalized into a GSOC"s initial
"investment."

The Board of Directors of GSOCs will almost inevitably
be made up of people who make their living, or at least many
of whose friends make their living, by ..uch pursuits. Those
who were strangers to that way of life when they were
appointed or elected as Directors would not remain so for
long. It is likely that an Alc”"ka GSOC of the kind pre—
sently coi.tomplated would be tempted to invest in projects
that sophisticated profit-motivated capitalists would shun,
and for which the legislature would not have been willing to
appropriate public funds.

6. State l.oan Guarantees. One seeming advantage of
the GSOC concept 1is that the state money backing GSOC -rcdit
would bring a double return to Alaska — once from t)

investment earnings the government earns on money 1in tno



guarantee fund, and once again from the citizens®™ GSOC
dividends. But state funds needed to back GSOC debt would
be considerable (in the case of the proposed BP Pipeline
purchase, over $1 billion), they would be immobilized gor
any other purpose, and they would truly be at risk -
particularly if GSOCs were capitalized with 100 percenL
debt, as seems to be necessary if the corporations are to be
created without an appropriation of equity capital from thu
general fund.

The proposed legislation is not clear who is to propose
and approve state loan guarantees 1ior the purchase of CSOC
assets. There seems to be a Constitutional question whether
such a guarantee could be authorized by the Legislature, or
even by a popular referendum, but that 1iIs an issue outside

§ area of competence.

7. Investment in TAPS. A share 1in TAPS 1is one of
worst 1investments an Alaska GSOC could possibly make. It
something went wrong at the Prudhoc Bay field, with the
pipeline or terminal, or 1in the world petroleum market —-
the state could simultaneously be faced with (1) a drastic
decline in the oil revenues that support state government
and underpin the Alaska economy, (2) an obligation to make
good on defaulted pipeline bonds (either out of a guarantee

fund or out of reduced general fund revenues), and (3) loss

of the value of GSOC stock in the hands of individual Alaskal.s

the



The fact that such a scenario is even imaginable makes
it very unlikely that the present holders of pipeline bonds
would agree to their assumption by an Alaska GSOC, or that
they take any gtate loan guarantee seriously. As som% big
lenders have stated about state backing for gas pipel:ne
debt, they would justifiably expect Alaska to try to recover
any loss by means of higher taxes on oil and gas production,
thereby further undermining the soundness of the lenders”
other loans to tb owners of TAPS. The same considerations
apply, with only slightly less force, to GSOC investments in
other facilities for transporting North Slope hydrocarbons.

If the Legislature were to authorize creation of a
GS0C, however, there will surely be a clamor (which may well
become 1irresistible) for it to finance or buy into the
Alaska Highway gas pipeline, a North Slope gas conditioning
plant, the AlpcLco refinery, a Fairbanks petrochemical
plant, or a natural gas liquids pipeline on terms that no
rational private investor would accept. This 1is my own
r~in concern about GSOCs today. But, for some Alaskans, it

may well bo a point in their favor.



House oF Representatives
Ray Metcalfe

Pouch V
State Capitol

Juneau, Alaska 99611
April 6, 1979

The Honorable Avrum M Gross
Pouch K
Juneau, Alaska 99811

Dear Mr. Gross:
P-ank yc for you. timely response to my earlier proposal.

I have reviewed the problems that you have outlined with the
original draft of my proposal Attached hereto is a redraft
of that same proposal bearing two minor changes. The changes
therein are for the purpose of addressing each of those problems
that you found with my proposal. As you had indicated in your
letter to me in the third paragraph of the first page, for a
committee of the Legislature to negotiate agreements with the
Matanuska/Susitna Borough is not a legislative function, is
outside the purview of the Legislature and is a responsibility
of the executive branch. Therefore, | have revised paragraph
four of the first page of my proposal, to bring the recommended
duties of the proposed 'mommittee within a proper legislative
function.

In the fourth paragraph of your response to my proposal, you
have indicated a potential conflict with A.s. 44.06.160. and
A's. 44.06.200-A.S. 44.06.260.. Therefore in paragraph three
of my pro,osed method of moving the capital, | have added one
more subparagrph of paragraph three which you will note as
Item (d). Item (d) calls for the repeal of those statutes

for the purpose of eliminating the potential conflict of the
law.

It would appear from your response to my original proposal,
that such action of repealing the above mentioned statutes
would alleviate any potential conflict between the FRANK
Initiative and this proposal. In addition to the removal of
the conflict of the FRANK Initiative and the above mentioned
statutes, you might also notice that the proposal goes one
step further in removing any requirement to build a city as
outlined by the commission's existing plan, On the first



Avrum Gross
April 6, 1979
Page 2

page, paragraph three, item (c) requires that the Legislature
must find the proposed capital improvements to be sufficient

to accomodate the Governor’s Office, the Legislature, the
Legislative staff, and any other state personnel that the
Legislature feels must be near or within the new capitol building.

Considering that this subject is coming before the State Affairs
Committee meeting on Friday, April 6th, being the day of delivery
of this letter, it would be most sincerely appreciated if your
office could expeditiously review the minor changes in my proposal,

in order to allow this matter to be discussed in the Sta.e Affairs
Committee meeting beginning at 1:15 p.m. on the 6th.



1) A capital move proposal offered by Rep. Ray Metcalfe for
the purpose of attempting to find an economically sound method
of moving the capital that will hopefully,

A) Meet with the scrutiny of the Attorney General's office,
B) Satisfy the provisions of the 1978 FRANK Initiative,
C) Satisfy the 1974 mandate to move the capital, -

D) Meet with the satisfaction of the people of the
Matanuska/Susitna Borough.

2) This proposal is for the purpose of outlining a step-by-step
method of moving the capital to Willow, Alaska, via an avenue
that, if agreed to and pursued, wi™l not encounter any insur-
mountable obstacles that might othezwlse prevent the concept
expressed herein, from being fully implemented.

3) This outline will be subject to the passage of the following
legislation:

A) Enabling legislation to allow the Matanuska/Susitna
Borough unlimited selection rights to those lands
currently reserved for the development of a new
capital city.

B) The passage of a concurrent resolution requesting
the state to enter into negotiations with the Matanuska/
Susltna Borough for the purpose of moving the capital.

C) An eventual approval by the Legislature of all plans,
all negotiated agreements, and a decision by the Legisla-
ture that *he State of Alaska finds the proposed capital
Improvements to be of sufficient magnitude to accomodate
the Governor's office, the Legislature, the Legislative
staff, and any other state personnel that the Legislature
feels must be near or within the new capital building.

D) Legislation repealing Alaska State Statute, A.S. 44.06.160.
and A.S. 44.06.200 - A.S. 44.06.260.

4) Immediately following the passage of legislation as outlined
in item (D) above, the Legislature shall appoint a Capital Movww
Steering Committee. It shall be the responsibility of the
Capital hove Steering Committee, to advise the Matanuska/Susitni
Borough as to what that committee feels the Legislature a6 a
whole will consider to be necessary for the completion of the
project as outlined herein.

5) To the extent the Attorney General finds necessary, for the
purpose of meeting the requirements of the KK Initiative, the
MatanusVa/Susltna Borough shall agree to pay for all salary, per
diem and travel of those involved in the negotiations to be
conducted between the State of Alaska and the Matanuska/Susitna
Borough.



6) The Matanuska-Susitna Borough shall, in cooperation with the cormrittee
of the Legislature, prepare a basic site plan which shall consist of

A) All future major thoroughfares throughout the capital
city,

B) AlIl major corridors for future utility trunk line
development,

C) All sites for major public facilities of the future,

D) Planting and zoning of major tracks of land to be
made available to private industry for further sub-
division and development of business, industrial

and residential TfTacilities, and

E) To the extent the committee and Borough find necessary,

vV e prepare a planned unit zoning plan for business and
—“m’ other industry immediately surrounding that site which
is selected for the development of the new capital
building.

7) In addition to the general site plan, the Matanuska-Susitna Borough
shall, 1in consultation with the committee, develop detailed plans for a
building that the committee determines to be of sufficient size to
accomodate the Governor®s office, the Legislature, and all state personnel
determined by the committee to be necessary for the first meeting of

the Legislature. Additionally, the Borough, in consultation with the
committee, shall also determine what other facilities will be required in
terms of capital improvements through the year 1992, as well as determine
within what time frame the additional state fTacilities shall be constructed.

8) As a part of those negotiations,

A) The state shall agree to provide all rights-of-way to
the Borough for construction of necessary access roads
and other infrastructure items to be built by the
Borough and others as described herein.

B) The Borough shall agree to construct all state facilities
and other necessary infrastructure within a time fram
to be outlined in those negotiations, and hand over to
the State of Alaska in fee simple title, and with no
inc"imberments, all those state facilities determined
to be needed through the year 1992.



C) The State shall agree to occupy each facility constructed
immediately following completion of said facility.

D) Upon completion of each facility the Matanuska-
Susitna Borough shall be required to pay all costs
involved in the moving of personnel, records and
equipment from the capital city of Ouneau to the new
capital city of Willow.

9) Should the costs of maintenance and operation be determined by the
At+orney General to be a cost;that cannot be paid by the State cf Alaska
throug.. the year 1992, because of the provisions of the FRANK Initiative,
the Borcugh shall assume those responsibilities, unless or until, the
Borough has secured a decision by a court of the State of Alaska determining
such cost to be costs which the State would not be precluded from paying
because of the provisions of the FRANK Initiative.

16) The entire agreement negotiated between the Matanuska-Susitna Borough
and the committee of the Legislature shall be subject to the passage of
legislation allowing the Natarvska-Susitna Borough unlimited rights to
select lands from within the 67,000 acre proposed capital site, that in
the Borough®s opinion, will be necessary for the purpose of securing as
well as paying for

A) All bonded indebted s incurred by the Matanuska-
Susitna Borough as »asult of the capital city development,

B) All debts incurred from private financial sources as
a result of the development of the new capital city,

C) All costs otherwise incurred by the Matanuska-Susitna

Borough as a result of the development of the new
capital city

D) Sufficient cash to equal a reasonable return for the
risk the Matanuska-Susitna Borough has taken, which
shall equal not more than 18* of all combined total
costs and indebtedness incurred by the Matanuska-
Susitna Borough.

11) All revenues produced from the sale of lands from the Matanuska-Susitna
Borough to private industries shall be applied to the existing bonded
indebtedness that has resulted from the construction of a new capital in
Willow, or shall be escrowed for the payment of future bonds or bond payments

at are anticipated to be incurred by the Matanuska-Susitna Borough as a result
of the capital city development.

12) Once sufficient cash revenues have been generated by the Matanuska-
Susitna Borough from the sale of lands, to cover all the costs and profits
as outlined herein, the unlimited selection rights of the Borough shall
cease, and all land that has not yet been sold by the Borough shall be
returned to the State of Alaska.



13) In summary, it is to be understood that within this proposal it is
understood that the Matanuska-Susitna Borough shall be required to pay for
any and all costs of the capital move that are determined by the Attorney
General to be a cost that the State is precluded from paying throughout
the year 1992 as a result of the FRANK Initiative, as well as assume full
responsibility for all bonded indebtedness incurred for capital improve-
ments through that same period of time.

14) All costs shall be outlined in detail prior to any final agreement
between the State of Alaska and the Matanuska-Susitna Borough. Should
there be any dispute between the Attorney General"s office and the
Matanuska-Susitna Borough with regard to what costs the State is precluded
from paying as a result of the provisions of the FRANK initiative, or

for any other reason, the Matanuska-Susitna Borough shall pursue an
expeditious settlement of the disputed matter via a decision of the courts
of the State of Alaska.

15) Once final agreement is reached between the Matanuska-Susitna Borough and
the committee of the Legislature, that agreement shall be submitted to

the Legislature for its final approval, and the move shall be completed

s expeditiously as possible thereafter.
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MEMORANDUM March 9, 1979
SUBJECT: Capital Move Concept
(Work Order No. 6821)
TO: Representative Mike Miller
FROM: Kenneth E. Vassar /-b*

Legislative Counsey _g| -

You have requested a legal opinion relating to the "Capital
Move Concept"™ outlined in the rough draft of an agreement
between the MatanusKa-Susitna Borough and the state which
you have furnished us. At the outset, I think it is
appropriate to discuss the FRANK initiative and the effect
of any attempt to avoid 1it.

I would have to approach any plan which would attempt to
provide for the relocation of the capital » thout the ex—
penditure of state money with a skeptical attitude as to its
viability in the courts. Such a plan must avoid any expendi—
ture of state money for the physical relocation of the present
functions of state government and must also avoid 1incurring
any obligation on the part of the state to pay any state

money at any time in tne future for such physical relocation.
Even assuming that such a plan does exist, any prognosis as

to the vi bility of the plan comes with a very large caveat,
which will be explained in the following paragraph.

In the ordinary review of statutes, a court will apply the
law in accordance with the literal meaning of the words used
in the statutes unless there is some ambiguity which requires
it to go behind the eords of the statutes and look at the
legislative intent. The phrase "State money may be expended,™
as 1t is used in the FRANK 1initiative, appears to be unam-—
biguous, and so it would be fair to assume that a court would
apply the law strictly in accordance with the language 1in

tne Initiative under normal circumstances. Thus, a plan
which does not involve the expenditure of any state money,
now or in the future, for the physical relocation of the
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present functions of the state government might be expected
to survive a FRANK initiative attack. However, the magnitude
of the 1issue and the fact that this 1is an initiative rather
than a legislative enactment would ta" > the interpretation
of this language far from normal circumstances, and a court
might go beyond the literal interpretation of the words used
in the initiative and examine the purpose behind the words.

IT this were the case, the court would surely give some weight
to the "Purposes"™ section of theinitiative. That section
includes the following language:

It is the purpose of this act to insure that the people
of Alaska will have the opportunity to make an intelli—
gent and objective decision on relocating the capital
with all pertinent data available to them concerning

the costs to the State.

Since it would be only of relatively mild interest to the
people to know the costs of the move after the move had begun,
ana since it would Ileave little room for decision making by
the peop e at that point, 1 would assum. that a court would
view this purpose as applying before any move began. It
would follow that a court could interpret the language of

the initiative to actually moan that no movement of the
present functions of state government may begin before the
required bond issue election.

Turning now to the "Capital Move Concept,” I would like to
begin with a summary of my perception of the plan. Since

the concept does not appear to present all the details of

the plan, this summary and the following analysis may in—
clude some assumptions on my part relating to those detail3.
Under the plan tne borough would select from, or trade borough
land for, a minimum of 6,240 acres of state land at the re—

location site. The existing provisions of law relating to
borough selections amd exchanges of land are found 1in
AS 29.18.205 and 00.18.209. In return, for the selection

or trade, the borough would prepare a basic site plan for
the capital city ana finance and construct a building for
use as a part of the total state office complex. When tie
building is completed, it would be turned over to the state
for occupancv, and the borough would be allowed to charge
rent on the building in an amount sufficient to cover debt
service on a portion of the bonds issued by the borough for
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the project. The state would provide rights of way to the
borough for the construction and would establish an appro—
priate body to consult with the borough. The borough would
return title to lands it receives under the agreement to the
state 1f (1) tie borough 1is repaid for all its expenditures;
(2) any bonds 1issued by the borough are retired or assumed
by the state; and (3) the borough regains entitlement to
selection of an equal amount of land.

Before getting into an analysis of the concept in relation
to the FRANK initiative, | have some comments about the
selection and transfer of land under AS 29.18.205. That Tlaw
allows boroughs to select vacant, unappropriated and un—
reserved state land within their boundaries. Under the
terms of the 1974 initiative (AS 44.06.130), the land from
which selections would be made under the concept submitted

is classified as reserved use lands. Therefore, 1t is in—
eligible for selection under AS 29.18.205 absent some legis—
lative action. It appears, however, that the land would be

eligible for a land exchange under tle authority of AS 29.-
18.209. The exchange would have to be f r land owned by the
borough of equal value to the state ..and. The determination
of equal value would be incumbent upon the director of the
division of lands and the commissioner of natural resources.

The following paragraphs relate to the "Capital Move Concept"”
on a paragraph-by-paragraph basis with specific attention to
the relationship of the concept to the FRANK 1ii Itiative.

1. As noted before, this paragraph will require a land ex—
change rather than a municipal selection. In order to fulfill
his statutory duties Miich cannot be contracted away), the
director will be required to determine whether there 1is a
public interest to support the exchange and whether the land
offered by the borough 1is of approximately equal value to
the land offered by the state (including the non-monetary
value of public benefits). In addition, the director must

ive notice of the exchange to the governing body of the
forough under AS 38.05.305 and to tne public under AS 38.-
05.345. Finally, while AS 29.18 requires j survey to be
conducted or paid for by the municipality for municipal
selections under that chapter, it doe9 not expressly require
the municipality to survey or pay for the cost of a survey
of land proposed to be exchanged.
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The director®s duties, particularly those relating to the
giving of notice, appear to require the expenditure of some
state money. Thus, the FRANK initiative prohibition could
apply to this section. In the absence of statutory require—
ments relating to surveys, the state may be required to pay
for the survey of the land subject to the exchange; this
would be prohibited by the FRANK initiative.

2. Since this paragraph relates solely to planning by the
borough, there would appear to be no FRAtfX initiative”
guestions.

3. Since this paragraph rel. tes solely to financing and
construction of a building by the borough, there W_1ld
appear to be no FRANK initiative questions.

4. This paragraph requires the state to provide rights of
way to the borjugh for construction of necessary accest
roads and oth; r infrastructure items to be built by the
borough. Thij 1i1s a power granted to the director under

AS 38.05.330. IfT the application is made in accordance with
regulations promulgated under AS 38.05.330, it appears that
there would ve no required expenditure of money for the
granting of the rights of way.

5. Under this paragraph, the state would be required to
establish an appropriate body to consult with and coordinate
the work of the borough to ensure compliance with the agreed
plans. I am not sure how this body wo 1d be established;
however, 1t appears that 1its duties would require travel and
per diem allowances and possibly salaries. These obviously
will require the expenditure of state money. Again, the
FRANK initiative may prohibit this expenditure.

6. After the completion of the building, the borough will
turn it over to the state to permit meetings of the legis—
lature in the building. The borough, six months after
completion of the building, will charge the state rent based
upon the proportionate amount of revenue raised by the sale
of bonds for the construction of the building.

There are two questions with regard to this paragraph. First,
the obligation to pay rent would require an expenditure of
state money. The obligation to maintain and operate a munici—

pal building leased to the state for state purposes would
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also require an expenditure of state money. Either of these
expenditures could be violative of the FRANK initiative.

The ultimate question would be whether they are expenditures
for the physical relocation of the present functions of state
government or whether they are expenditures for some other
purpose. This could be the ambiguity that would justify a
court"s decision to look at the purpose of the initiative
rather than relying on a literal interpretation of the words
used 1in the 1initiative.

The second question also relates to the FRANK initiative.

It seems that tying renta®® payments to an amount sufficient

to cover debt service on a portion of the bonds equal to the
ratio of borough expenditures on the building to total borough
expenditures raises a strong argument that the borough 1is
acting as a "straw man" for the purpose of the bond 1issuance.
It could be argued that there 1is very little difference between
the state issuing the bonds itself and the state contracting
to pay the debt service on the bonds used to construct the
building. A court, even if it found the payment of rent
permissible under the FRANK initiative, could determine that
tying the rent to payment of the bonds is impermissible.

7. This paragraph provides that, if the borough 1is repaid
for its expenditures and if the bonds 1issued by the borough
arc retired, the borough will return the land it receives
under the agreement to the state.

In order to accomplish this, the state could assume or pay
off any amounts outstanding on the bend issuancej and |
assume i1t would be the state that would reimburse the

borough for 1its expenditures. Of course, none of this can
happen until the FRANK initiative requirements are satisfied,
amended or repealed.

8. This paragraph appears to have no FRANK initiative
repeicussions.

In conclusion, it would appear that, if | have understood
the plan you have presented to us correctly, the plan could
not be implemented without violating the provisions of the
FRANK initiative.

KEVtjdn



capital move concept

The objective of this concept is to provide a reasonable
alternative plan for fulfilling the mandate of the people of
Alaska to commence relocation of the capital to Willow by
October 1, 1930.

1. Once the .concept outlined herein 1is agreed upon,® the
Matanuska-Susitna Borough will be entitled to receive under
Borough selection (or trade) a minimum of ,240 net acres with—
in the Willow capital site area. Those 6,240 acres will be
net of the areas designated in the site plan for state facilities,
for streets, access roads and other infrastructure and for public
use items. In return, the Borough agrees to carry out the under —
takings outlined below.

2. The Borough, 1in consultation with the state, will
prepare a basic site plan for the capital city. This plan will
show the location of the state office complex, and the siting
of infrastructure items to be built by the Borcjch hereunder.

The Borough, with appropriate state input, will also prepare
detailed plans for all the facilities it is to construct, 1in—
cluding provision for their future expansion.

3. In accordance with the detailed plans, the Borough will
finance and construct a building of not less than 75,000 square
feet suitable for use as a part of the total state office com—

plex, to be completed by January 1, 1981.
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4. The state will provide rights of way to the Borough for
construction of necessary access roads anc other infrastructure
items to be built by the Borough or by others hereunder.

5. The state v;ill establish an appropriate body to consult
with and coordinate the work of the Ecrouch to ensure compliance
with the agreed plans.

6. When the building referred to in paragraph 3 is com—
pleted, it u 11 be turned over to the state for occupancy, to
permit meetings of the legislature to be held at the site no
la ter_ than.. 19.81.. Costs of. maintenance, operation .and desired.....
alterations, 1if.any, of this building and attendant infrastruc-
tjre will be defrayed by the state commencing with the date of
availability for occupancy. IT revenue or other bonds to finance
construction hereunder by the Borough remain outstanding, the
Borough shall be entitled, commencing six months after the cate
cf availability for occupancy, to receive rental payments for the
structure not to exceed an amount sufficient to cover debt service
cr. a porticr. of the bonds equal to the ratio which total exgen-
dirures bv the Borouch on account of the 8uilcinc and attendant
infrastructure bears to total expenditures by the Borough under
this agreement.

7. The Borough will return to the state title to lands
transferred to it by the state hereunder and which have not

previously been disposed of by the Borough or designated for



public (other than state) use, provided the following shall
have occurred:

(a) The Eorouch shall have been repaid for the total
amount of its expenditures.

()] The revenue or other bonds (if any) 1issued for
carrying out this agreement have been retired. (To
accomplish this, the state may, at its option, at
any time assume or pay off any amounts outstanding.)

©) The Borough shell have regained entitlement to
selection of lands equal to the number of acres
oricihally selected or traced ur.cer this agreement.

S. Implementation of this concept 1is subject tc cbtainin

ar.y necessary approvals by appropriate authoriti es, tjgether
with confirmation of the powers of the parties hereto to carry

out the obligations outlined.
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April 4, 1979

The Honorable Mike Miller

Chairman

State Affairs Committee

Alaska State House of Representatives
Pouch "V" State Capitol Building
Juneau, Alaska 99811

Dear Chairman Miller:

I am enclosing the promised specific, suggested amendments to SSHB 240
which are addressed to the questions of accountability of the Board, the
rights of shareholders, and procedures for Board and Board Committee meetings.
In each instance 1 have attempted to describe the content of the proposed
amendment and to offer an explanation of why | hold the view that such an
amendment would be desirable. 1 have then attempted to break the amendment
down into its component ideas and to give the Committee an opportunity to vote
them up or down. My further function in this regard iS then to draft statutory
language wMch carries into effect the derisions of your Committee.

A number of critical questions concerning SSHB 240 are not addressed in
this transmission. Wk have yet to discuss the regulation of proxies, their
content and the vexing issue of how they will be financed. |If the legislature
assirea to Influence these thorny problems, now is the only opportunity.
Ai.ither unfinished item is the future political activities of the GSOC. We
cai anticipate substantial first amendment problems if we embark on a project

to muzzle the directors in their individual capacities. |If the directors can
speak to the public, the limitation on the "corporation's political activities"
is, at best, theoretical. Working on this problem should present quite a challlengel

Finally, there are the proposals 1 adv meed on the first evening of my
testimony regarding criminal liability of directors in certain Instances. |
will work on these in the course of the next week.

If I may offer a . pgestlon: As | spend more and more time with SSHB 240
and the Alaska Business Corporations Act the more | her > convinced that the
better courua Is not to amend the existing corporations code to make room for
the CSOC, but to begin anew and design s fully dsvtloped Code to rsgulate the
CSOC, a set of laws designed with the special attributss of a general stock
ownarshlp corporation in mind and not as an afterthought. This project sounds
bigger than it will turn out to be. | sincerely believe that worklrg with your
staff people it could he accomplished In a matter of weeks, although | would
prefer to have the summer months to fine-tune the statute but, in the final
analysis, having come this far with you,l am the servant of the Committee.

1 hope that this material proves of use to the Committee. When you have
reached your decisions simply mall them back to n and I will sit down and
draft the content of suggested legislation.



The Honorable Mike Miller April 4, 1979
Chairman
State Affairs Committee

May 1 take this opportunity to thank you, the other members of the
Committee, the various nonmrmbers who sat in on our discussions and the
staff people for a splendid experience. People here have remarked that
they have never seen me so energetic. One student commented that | seem
to be following the "North Star." In anv event, it has been an experier>'u
beyond the imagination of the scriptwriters for the "Paper Chase." |
tlank you all.

Best personal regards,

uamei wm. ressier
Professor of Law

DWEF:hf

Enclosures
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TO: THE STATE AFFAIRS COMMITTEE OF THE ALASKA HOUSE OF
REPRESENTATIVES

FROM: Professor Daniel Wm. Fessler, King Hall, the Law School of the
University of California at Davis

SUBJECT: Suggested Amendments to Sponsor Substitute for House Bill 240:

"An Act Creating the Alaska General Stock Ownership Corporation;
and providing for an effective date."

DATE: April 4, 1979

Preliminary statement: At the conclusion of my appearance before the
Committee last we<V | agreed with the members to prepare a series of written
proposals for your consideration. Depending upon the sentiment of this body 1
will be directed in the drafting of amendmen s to the Sponsor's St >stitute for
House Bill No. 240. As will quickly become evident, it is time for the
Committee to make some basic choices concerning the nature of the General Stock
Ownership Corporation which it may wish to pass to the floor for consideration
in the whole House. The suggestions which follow represent nothing beyond the
scope of our discussion last week unless specifically Indicated as "NEW." In
each instance | will set forth the proposal and a brief statement illustrating
specifically what it is chat | am suggesting be accomplished if you elect to

follow my recommendation.

T. SUGGESTIONS DESIGNED TO MAKE THE BOARD OF DIRECTORS MORE RESPONSIVE TO THE
DESIRES OF SHAREHOLDERS OF THE GENERAL STOCK OWNERSHIP CORPORATION:
| -~ . fiy imx' 11, 1
My perception of the need for revision: The pending proposal IS that tho
legislature create the AGSOC as a "private" corporation essentially regulated
under the terms of Chuptet 09 of the Alaska Statutes (The Alaska Business
Corporation Act). As 1 Indicated in my testimony, this general statute is a

bare bones version of the "Model Act" which Is, in turn, fashioned after the
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Illinois Business Corporation Act. |Its essential feature is to give a corpora-
tion a license to create a very strong board of directors, a board which is
effectively insulated from shareholder pressure during its tenure in office.

This is a crucial assertion. Once this corporation is created and
deemed "private" the legislature will part with its major chance to have an
effective voice in the behav”ot of such an instrumentality. |If the GSOC is a
successful economic venture the power of that unchecked body will rise
dramatically and its ability to pursue conduct which subsequent legislatures
may deplore is areal danger which ought to concern this present body.

Why is the board of directors of a corporation organized under a
statutory framework such as the Model Act virtually unchecked in these circum-
stances? To begin our assessment we should think in terms of the content of
three documents: the statutory framework, the articles of incorporation, and

the bylaws. It is no accident that t Kelso P'-nort presents this legislature

with a package containing a recommended content for each of these essential

documents. Hereis a point the Kelso Report does not stress: the legislature

has control only over the statutory framework (the enabling legislation now

before the Committee). Once the GSOP is formed by this legislation, the
Incorporators (See, Sec. 10.50.010(a), p. 1 SSHB 240) will adopt the articles
of incorporation and it will then be beyond the powers of this or subsequent
legislatures to Interfere with the content of that fundamental document. Once
the incorporators have elected themselves as the initial board of directors
(See, Sec. 10.50 030(b), p. 3 SSHB 240), they will act in that capacity to
adopt the content of the bylaws. Again, It will be too late for the legisle-
ture to exert Its fill. Thus unless changes are made you will have surrendered
to these nine appointed individuals sole determination over the content of the
documents which will become the framework In whl.*h the corporation will

actually be structured and function. Your only chance for effective influence
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Is with respect to the content of the statute. |If you adopt the current
content of House Bill 240, ycu will hand these appointed individuals (only a
majority of whom need be Maskans) a blank check to narrow their accountability
to all of the citizens of this state in their capacities as shareholders in the
GSOC. The express terms of SSHB 240 already give to this Board the strong
power position of "classification" meaning that the directors will serve three
rear terms with the nine members segregated into th/ee classes so that only one
third of the membership is up for election by the shareholders at each annual
meeting. (See, 10.50.030(a)(b), pp. 2-3 SSHB 240). There is a pragmatic
advantage in this proposed classification in that Insures to the Incumbent
board the continuity Inherent in the fact that a working majority of the Board
will not be facing election. There is also a grave danger. Such a Board
could ignore the wishes of a majority of the shareholders and yet maintain
effective control and management over the corporation for two years. The
people in their rjle as shareholders would be powerless. This body in its

r,le as reprjsc.ttative of the people would be equally powerless. True, it
could deny the GSOC cooperation to the extent that it was requesting the
legislature to call for an election to authorize a state guarantee of GSOC debt
instruments (although see the Memorandum of Attorney General Gross under date
of March 20, 1979, raining a question as to whether recourse to thv people
would actually be required). Yet this is a very indirect way of attempting to
discipline the Board or correct the excesses of that body as viewed from the
perspective of the legislature. | do not wish to belabor the point: if the
members of this House feel that a different distribution of power as between
the shareholders and the board, and as between the CSOC and the government of
Alaska is desired . . . now is the time to act and ihe content of the enabling
legislation is the proper forum *or that action.

177171717
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1 PROPOSALS DESIGNED TO INCREASE THE ACCOUNTABILITY OF INDIVIDUAL DIRECTORS AND

? THE BOARD AS AN ENTITY:

3

4 PROPOSAL NUMBER ONE: THAT DIRECTORS BE SUBJECT TO REMOVAL BY ORDER OF A
5 SUPERIOR COURT UPON SUIT BY 1U0 OR MORE SHAREHQLDEiy> OF THE GENERAL STOCK
6 OWNERSHIP CORPORATION.

7 I propose ttot the enabling legislation be amended to

8 provide that a -uperior court may, at the suit of 100 share-

9 holders or mere or upon petition of the attorney general,

10 remove from office any director 1n case of fraudulent or

11 dishonest acts or gross abuse of authority or discretion

12 with reference to the corporation and may bar from reelection

13 any director so removed for a period prescribed by the court.

14 In any such proceeding the corporation should be made a

5 party to the action.

G Explanation: This proposal Is based upon Section 304 of the 1977

| California Act with two Important modifications: first, | propose that
s you alter the "standing requirement” from California's (*. . . share-

19 holders holding at least 10 percent of the number of outstanding

20 shares. . . .") to one hundred shareholders. To follov' the California

21 percentage would be most unreal given the total diffusion of share-

22 holdings in the GSOC (one share per resident). It would require a

23 petition of 40,000 Alaskans or more! tn any otner private corporation it
24 is perfectly possible for asingle shareholder to own 10Z or more of the
25 outstanding shares and thus have standing under the California Act.

26 Requiring one hundied Alaskans to Join in this suit should ensure that a
27 single ungry shareholder could not inaugurate a vexatious complaint. The
28 second modification is to specially grant to the Attorney General standing



71

10

11

N

14

15

20
21

2

24

27

*Vy

SWWaBr # I« ok #

o JP*vrgry> - S j " Wh o ] _
to initiate this removal litigation. I do this because while the attorney
general may well have personal standing as a resident of Alaska to join in
such a suit we must recognize that litigation may be costly and that

e W'V WA . . :

frequently only the office of the attorney general may have the human and
financial resources to prosecute a removal suit upon WhICh may depend the
v o ms Y | N . ,
welfare of the corporation (and with that, welfare and interests of
Alaskans).

Wow it must be immediately evident that this type of removal can only
be for the meat gross violations of the fiduciary responsibilities assumed
by a director and that tho statute only grants standing to potential
litigants and subject matter jurisdiction to the superior courts.
Naturally, the plaintiffs would have to prove the allegations of their
complaint by a preponderance of the evidence before the superior court
would be warranted in exercising the power vested in it by this statute.

TV W \

1 should add that it is quite possible that if the legislature does not

act to provide for removal of dirfel.cltli_:r)s in )ﬁi&Mm;\tan%es such as aEe Ak
! P ,

covered by thin proposal, a superior court might entertain such suits on

a theory that such a grave matter la I|th the court's .inherent juris-
a kC °,v* « >40r ¥’ *I‘I.l T oy T A > S i <= ill]
diction. There is precedent. See, California Fruit Growers' Assn. V.
4
Superior Court. 8 Cal.App. 711, 97 Pac. 769 (1908). In my opinion, this

Is not a desirable alternative because the legislature would be without
control over the vital questions of who had standing to initiate the
15<%6V>% 15 JIV -« I & * 7?7 » V
litigation and What would be deemed sufficient grounds for this grave
remedy.

DIRECTIONS TO YOUR DRAFTING A'.DES: Does the Committee favor

in principle the concept of having directors subject to

removal by order of a superior court? YES NO ,If

yea," is tho Committee in fovor of “he proposed formula

a 'H



granting standing only to me hundred or more shareholders?
* O\ - . .-AFT"

YES NO . Does th~ Committee favor granting standing

to the Attorney General of Alaska to initiate a removal suit?

YES u NO

PROPOSAL NUMBER TWO: THAT ANY DIRECTOR OR THE ENTIRE BOARD MAY BE
» i 0 e 1 ' | % e X imtyj oot 4 1A * Jifl/ f»e.
REMOVED BY THE SHAREHOLDERS WITHOUT CAUSE.

| propose that at any annual meeting or a special
meeting properly noticed for the purpose at which a
quorum is present, a majority of the shares voting In
person or by proxy may remove the entire board and elect
replacement directors. | further propose that the share-
holders have power to remove less than the entire board
provided there are appropriate safeguards to minimize
the chance that an angry faction of shareholders could

. . . B
oust a single director.
Explanation: Both California and Delaware have found it expedient to
AR KA

pass recent legislatl >n enabling shareholders who have lost confidence in
the Board of Directors to remove either the entire Board or individual
members at a meeting especially called and noticed to entertain such a
motion, and that such removal may be for any cause deemed sufficient by a
majority of the shares. In both California and Delaware, the statutes
grant the rlgnt of removal to an absolute majority of the shares (502 plus
1 share). Again, we must recognize that there may be individuals or
institutional shareholders who, though a handful in number, would command
an absolute majority of the outstanding shares. Such a potential
coalition of large shareholders Is a strong check upon the Board of

Directors. Unfortunately, there will be no such potential shareholder



.y
coalition In the GSOC. We must deal with the fundamental ch&facteristlc

of a corporate entitg, the shares of which are held in lots of one ;
and by mere than 400,000 individuals.

The Kelso Report recognizes the problem of human inertia inherent in
such diffuse shareholdings when it proposes to <et a quorum for share-
holder attendance at annual and special meetings at on<- third of the
shares voting either in per*on or by proxy (an absenf *e ballot). At any
meeting at which such a quorum is ascertained to be present, a vote of a
majority of that quorum is sufficient to elect directors. Simple arith-
metic will reveal that a simple majority of one-third is one-sixth of the
shares plus one. Such a scheme is permitted by Sec. 10.0i.153 of the
Alaska Business Corporation Act If* the articles of incorporation are so
drafted. I favor this aspect of the proposed articles contained in the
Kelso Report because 1 fear that setting a higher quorum requirement might
preclude the shareholders from effectively meeting. How then does this
guide us as to the machinery for removal of directors by shareholder vote?
| propose that the entire board might be removed for any reason either at
an annual or special meeting of shareholders for which notice of such a
proposal had b”en given (as provided in Sec. 10.05.141) upon the vote of a
majority of a quorum of the shares present in person or by proxy.

If the shareholders “~eslre to remove less than the entire board, we
have n different problem. Here is a danger that a special Interest group
or other faction might attempt to gang up on a single director for his or
her policies and seek to accomplish this at a special meeting which may
well be attended by fewer shares than were present at the annual meeting
which elected the targeted director. We can guard against this possibility
by drafting the statute to provide that In the event that there is an

attempt to remove less than the entire board, the resolution shall fall



unless the number of shares cast for rem. exceeds the numbe~ of shares
which originally elected the director. Thus If he was elected by a
majority of 261,000 shares at an annual meeting, a special meeting noticed
to entertain a removal resolution would not accomplish that objective
unless 261,001 shares voted "yes"™ (in person or by proxy) on that question.
If the director was appointed (as in the case of the initial Board), or
elected by the Board to fill a vacancy aiising by death, incapacity, or
resignation mid-term, | would propose that a simple majority of a quorum
would be sufficient to remove that director.

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor

in principle the concept of halmg directors susceptible of

removal by vote of the shareholders? YES __ NO . I f

so, is the Cosjnlttee content with the suggested formula for

that removal? YES NO

PROPOSAL NUMBER THREE: THAT THE ENABLINC ACT REGULATE THE STANDING OF
SHAREHOLDERS TO INAUGUR/TE ACTIONS AGAINST DIRECTORS OR OFFICERS BROUGHT

FOR THE BENEFIT OF THE CORPORATION (SHAREHOLDER'S DERIVATIVE ACTIONS).

| propose that the enabling act he amended to regulate

the standing of shareholders to Inaugurate actions seeking

" declaratory’ E1Yéf of" mondy Bamages as against officers aft™* - '™
directors of the GC for the ‘Benefit of the corporation
(shareho er's derivative actions); lodge discretion In the
superior court respecting whether and In what amouit a ¥eburity
bond for expenses of litigation should be required of such a
plaintiff; preclude non-judiclally approved out-of-court
settlerAuts of such actions; and, provide for an accounting
to the corporation of any proceeds received by the litigating



shareholder(s) whether by judgment, settlement, or compromise.

Explanation: One of the most important developments in the past half
century in seeking to hold directors and officers accountable for harm
they bring upon the corporation is the concept of the shareholders' action
or derivative suit. If you adopt the hypothesis that the Board or certain
of its members is guilty of action or inaction which has brought great
harm to the GSOC and which violates the duties of care or loyalty to the
corporation, it is unrealistic to assume that those very directors will
authorize or encourage corporate counsel to bring an action naming them as
defendants! For this reason it is necessary to give individual share-
holders the right to bring the litigation in the name of the corporation.
Any recovery of money damages goes to ‘the corporate treasury, not to the
litigating shareholder (save for reimbursing him/her for the costs of the
litigation).

Nearly every jurisdiction permits such actions and most regulate the

conduct of such litigation by statute. Alaska is one of the few juris-
dictions which permits but does not regulate by statute. Fortunately, the
Supreme Court has acted to fill this void by providing in Rule 23.1 of the

Civil Rules certain regulations for derivative ecr.ions by shareholders.
(Added by Supreme Court Order 258, November 16, 1976.) The Alaska rule is
predicated upon and nearly identical to Rule 23.1 of the Federal Rules of
Civil Procedure. In my opinion, it does not go far enough in policing
derivative actions by shareholders in the context of the General Stock
Ownership Corporation.

The matters which should be covered by statute Include:

* Who among the sharehp .era may bring such an action?

I suggest that standing be limited to a shareholder who held his or

her share at the time of the transaction of which complaint is rnmle
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else an unscrupulous shareholder might merely "buy a lawsuit." And

standing should be limited to a shareholder or shareholders with

sufficient resources to be able to vigorously prosecute the action
since a judgment will bind all of the other shareholders by its
result.

* Should the shareholder be required to exhaust intra-corporate
remedies (e.g., make a demand upon the Board that it bring the
action) as a precondition to commencing the action?

Modern statutes do not require the shareholder to make demands upon

the Board if that would be a futile act (e.g., if the directors are

named as the defendants it is unlikely that they would respond to the
demand by directing suit against themselves). Thus | would propose
that the shareholder be required to make demand upon the Board for
corrective section or to allege In his complaint before the superior
court the reasons why he deems such a demand to be a futile gesture.

* Should the shareholder be required to post a bond as a
precondition to maintaining any derivative action?

Defending a derivative action is time consuming and expensive and

there is always a danger that a shareholder will bring an ill-

founded or vexatious action simply to harass manag -cent or in the

hope that he will be "bought off" with an out-of-court settlement.

To minimize the instance of ouch "strike suits,” many states in the

1940's adopted the practice of requiring a litigating shareholder to

post n bond as a precondition to maintaining tho action, a bond which

would hold the defendants harmless against their costs of litigation

(including attorney's fees) in the event the shareholuer should fall

to prevail. There is no current Alaska law on this piint. Rule 2<1

is silent. My suggestion is that the Committee borrow the best

-10-
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features of modern California and New York statutes on striking a

balance on this vital question. Section 800 of the California Act
leaves the trial court with substantial discretion to entertain a
timely motion from defendants for the posting of such security. Thus
the court could consider the nature of the plaintiff's allegations
and project the likelihood of success. It would then exercise sound
discretion in rtjuirlng that abond be posted or in denying the
request of the defendants. If abond is required the <court has
further discretion to determine the amount.of the bond. California

' [V 4% o [ "V IC/ift/IfL . . h

presently limits the bond to a sum not more than $50,000. This

celling is viewed as posingsome protection against

.!i judge who would
simply price the plaintiff out of court with a bond requirement
substantially beyond reasonable means. Again, the California Act
provides that the amount of the bond may be raised or lowered (subject
to the $50,000 celling) at any time during the course of the litiga-
tion upon the motion of either party or upon the court's own
initiative as it seems the interests of fairness 20 require.
* Should the thareholder who has commenced a derivative action be
allowed to compromise or "settle out of court"?
No, not in my opinion. This Is very dangerous and tolerates "strike
suits"—actions commenced with no solid ground but with the hope that
management will tire of the time and expense of defending the litiga-
tion and "buy plaintiff off." New York Is far ahead of other juris-
dictions in warding off this danger. No action In the nature of a
derivative suit may be settled or compromised without the approval of
the court In which It was commenced and without notice to the other
shareholders. This last feature is essential to protect the Interest!

of both the court and the other shareholders. The court is protected

-11-
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for a judicially approved settlement precludes any shareholder from
attempting to relitigate the same questions. The notice requirement
permits other shareholders to come forward and object either to the

terms of the proposed settlement or to offer to take up the suit and

carry it forward in the event of an afterarising unwillingness of the
original litigant.
* Should the litigating shareholder in all circumstances be forced

to account to the corporation for any proceeds realized from such

an action?
Yes. In all jurisdictions this is mandatory if the court returns a
judgment against the defendant officers or directors. All proceeds
of the Judgment are paid into the corporate treasury on the theory
that the action has vindicated harm done to the corporation and not
the litigating shareholder. The shareholder receives an allowance
from theHe funds sufficient to cover the costs of the litigation.
But what if the resolution is by way of an info' mal settlement? This
is the dark side of this type of litigation. Frequently shneholders
are offered a tidy sum (e.g., $20000) if they will dismiss their
suit. They keep the money and none of the other shareholders are the
wiser. Now Yo*-k simply prevents this. There can he no Informal
settlement. Any dismissal predicated upon a compromise must be pre-
sented to tho court, Its terms noticed to the other shareholders, and
any proceeds paid into the corporate treasury.

If all of those features nru Incorporated into the enabling let, | am

the view (hat Alaska will have the best of all poaalble positions with
the virtur of derivative act tuns and none of tho vices inherent in strike
llllgation.

/177177
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DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor in

principle the concept of permitting derivative lotions by share-

holders in the General Stock Ownership Corporation? YES NO

If "yes,” does the Committee favor regulating the derivative action

by special provisions in the enabling act? YES __ NO

"yes," does the Committee favor:

* The suggested standing rules? YES _ NO __

* The suggested provision on exhaustion of intra corporate
remedies? YES NO

* The suggested provision on the posting of a security bond
for the defendants' costs of litigation? YES NO

* The suggestion that there be no compromise or dismissal of
Huch an action without court approval? YES NO

* The suggested provision that the litigating shareholder in
all circumstances be forced to account to the corporation
for any proceeds realized from such a derivative action?
YES NO

PROPOSALS DESIGNED TO INCREASE THE INFORMATION AVAILABLE TO AND THE

POTENTIAL ROLE OF SHAREHOLDERS IN THE GENERAL STOCK OWNERSHIP CORPORATION,

PROPOSAL NUMBER FOUR: THAT THE ENABLING ACT BE AMENDED TO PROVIDE

LIABILITY FOR AN OPFICER Ok AGENT WHO WRONGFULLY REFUSES TO ALLOW A SHARE-

HOLDER, OR A SHAREHOLDER'S AGENT OR ATTORNEY, TO EXAMINE AND M*KE

EXTRACTS PROM CORPORATE BOOKS AND RECORDS.

| propose that an officer or agent who refuses to allow
a shareholder or the agent or attorney of a shareholder to
examine and make extracts from corporate books and records

-13-



of account, minutes, and record of shateholders, for a

proper purpose be made liable to the aggrieved shareholder

for the penal sum of $1,000 in addition to other damages or

remedy given such shareholder by law.

Explanatlon: Currently Sec. 10.05.240 uf the Alaska Business
Corporations Act confers upon shareholders a right to examine books and
records. Section 10.05.243 provides a penalty for any officer or agent
of the corporation who refuses to permit this Inspection. Unfortunately,
the penalty there provided (10% of the value of the shares owned by the
aggrieved shareholder), is not much of a sanction in the context of the
GSOC. In other contexts it may be very effective for it Is obvious that
the larger the number of shares owned by the aggrieved shareholder the
more substantial are the consequences of denying the right of inspection.
But a shareholder in the GSOC can never own more than 10 shares. Thus I
propose to follow the current content of Alaska law in all particulars
save for suggesting that a flat penal sum of $1,000 be established as the
sunction.

The effective use of any of the shareholder checks upon management
which are set forth in Suggestions One, Two and Three depend upon an
effective ability to gain information as to the conduct of corporate
affairs by the officers and the Board. Thus an effective right of
inspection la essential. Indeed, the Committee might desire to aee the
penal sum imposed for each day there is a wrongful denial of the statutory

)
right of inspection conferred by Sec. 10.05. 240.

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Conw.ittee Tu\jt the

concept of a statutory right of shareholders in the Genural Stock

Ownership Corporation to inspect corporate books and records?

YES NO . Should this sum be lew,ed: (a) per



refusal ; or, for each day of a refusal

PROPOSAL NUMBER FIVE: THAT THE SHAREHOLDERS BE GIVEN THE POWER TO
INIT"ATE AMENDMENTS TO THE BYLAWS.
The current statutes in Alaska provide that the articles
may restrict the power to adopt, amend, and repeal bylaws to
the Board of Directors. The Kelso Report recommends articles
I do so restrict the power to the Board and it is likely

that this is what a Board would do. I propose that the

enabling act be amended to reserve a power of adoption,

amendment or repeal of the bylaws to the vote or written

assent of shareholders entitled to exercise a majority of the

voting power of the GSOC. |1 would also propose that the act

permit the Board to enjoy this power save for the fact that

the Board could not, on its own motion, repeal or amend a

bylaw which had been adopted by vote of the shareholders.

Explanatlon: An was dramatically Illustrated by the content of the
Kelso Report, the document which is most likely to contain thp crucial
provisions which govern the structure and operation of the General Stock
Ownership Corporation is the bylaws. A significant feature in what is, in
ray opinion, the excessive grant of power to the Board in SSHB 240 is the
potential for vesting this power exclusively i the Board. The balance
can ae redressed by simply amending the enabling net to provide for a
sharing of this power in ‘he case of a General Stock Ownership Corporation.

J o|

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor

the concept oi permitting the shareholders to adopt, amend or

repeal bylaws in the General Stock Ownership Corporation?

YES NO . I f "yes," does the Committee favor the
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PROPOSALS DESIGNED TO

PROPOSAL SIX:

suggestion

shareholders

and the Board?

Jsr

-;VS

YES NO

that this power be vested by statute in both the

A CONFERENCE TELEPHONE OR SIMILAR COMMUNICATIONS EQUIPMENT.

State of Alaska plus the strong

directors will

IMPROVE THE QUALITY OF BOARD DECISION MAKING.

THAT THE BOARD BE ENABLED TO TRANSACT BUSINESS BY USE OF

Given the significant distances as barriers to travel within the

be non-Alaskans,

likelihood that a minority of the

amended to authorize the board to transact business by use of a

conference tele®

all members participating

Explanation: One

I propose that the enabling act be

or similar communications equipment so long as

of the difficulties

to physically gather them in the same place at

inherent

the

in such a meeting can hear one another.

in a body of nine members

same time for the trans-

action of Board business. In large corporate entities this is frequently

difficult.

itself

delegated most

for

m

observation,

into smaller

The result

of the

such a solution.

""ership.

a very

Yet a non-classical

has been a tendency

Board's function and authority.

to permit

working committees or an "executive committee"

vilo» I JIKXI

Decisions are made without

ramiliar aspect of

communications equipment to hold board

the members are not in

Delaware now permit th

would suggest

10.05.198 for

in

the

special

that such a provision be made a permanent amenr .nent

all corp

case of

life in Alaska--the

the

the Board to divide

to which la

There is a price paid

participation of

the full

solution is at hand, -and from my personal

use of modern

meetings notwithstanding the fact that

the same place at the same

is and the reported

orations, formed

the GSOC.

-16-

in Alaska.
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experience

It

Both California and

is v <ry satisfactory. |

certainly merits
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DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor the
concept of permitting the directors to hold meetings via the use
of conference telephones or similar communications equipment with
pr icipation in 3uch a meeting constituting presence in person?
YES _____ NO
PROPOSAL NUMBER SEVEN: THAT REGARDLESS OF COMMITTEE ASSIGNMENTS EVERY DIRECTOR
HAVE A RIGHT TO ATTEND THE MEETINGS OF ANY COMMITTEE AND BE PRIVY TO ALL BOOKS
AND RECORDS.

Current Alaska law permits the Board to divide itself into
committees including an executive committee and to delegate bo”rd
functions and authority. 1 have no quarrel with this concept but
do suggest that the enabling act be amended to make it clear tha*
regardless of committee assignments any director shall have the
right to attend (but not participate in) any meeting of any
committee and to have access to books and records pertaining to
the activities or responsibilities of such committees as may,
from time to time, be created.

Explanation: Again we Illustrate what one Jurist has termed the
"law of laws" . . . that every advantage Is purchased at a price. The desire
to streamline and specialize the functions of directors is understandable but
the price is the exclusion of those directors who are not appointed to Kkey
conmlttees. Sometimes this problem assumes serious dimension as those
directors who are perceived by the majority as raising vexing questions and
airing dlscenting views are simply shunted aside by exclusion from committee
assignments. The legislature can go some distance toward minimizing this harm

by providing by statute a right of each director to attend the meeting of any
LR RTI B

committee and to hav,* access to hooks and records.

17
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DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favgl_r_*l

- JF»
the concept of granting directors a statutory right to attend
the meetings of any Board committee and to have access to minutes
and records? YES NO

* jof! . x% , W v A
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The danger in this lack of understanding of the corporation by
most Natives is that the Native community in Alaska is becoming
corporatised. As with most economically disadvantaged minorities,
the Native leadership pool is limited. And the action has switched
from the political to the economic front. Former political leaders,
many of whom were instrumental :n getting the Claims Act passed,
were naturally attracted by the economic clout of the corporations
—as well as the $40,000 to $50,000 salaries many top officers arc
paid. Because of their former political status and because of the cor-
porations' overwhelming importance to the Native community, the
firms’ officers arc frequently still looked upon by their shareholders
as broad-based community leaders, even though their perspectives
and interest-, have narrowed somewhat.

With a few exceptions, the Native firms arc corporations just
like IBM and AT&T. And, while most of the corporate leaders say
they realize that part of their mission is to help preserve the tiadi-
tional Native life-styles, the ultimate success of a corporation is, as
Koniag's Karl Armstrong noted, determined by that one quantifia-
ble measure—profits and hwscs. And as corporations were designed
more for stability than for democracy, they were also designed more
to protect proprietary interests than to require disclosure and open-
ness. It is not surprising that some of the Native corporations decline
to disclose the salaries of officers, for example, or that some arc
reluctant to discuss negotiations with oil companies, even with
their own shareholders.

(iiven the limitations and potential pitfalls involved in the mod-
ern corporate structure, it is somewhat surprising that, during the
years of debate preceding the Alaska Native Claims Settlement Act,
the focus was almost solely on the corporation as the vehicle for a
settlement. Remarkably, the pre-settlement debate gave no serious
consideration to developing a more democratic entity tbat would
more nearly meet the economic and cultural needs of the Native
peoples. As established, the Native corporations leave important
decision-making power in the hands of a few corporate leaders. 1he
individual shareholder's side check on the corporation is a limited
trite: he or she can cast a vote at the annual stockholders' meeting for
memlrers of the Iroard of dirrrtors. As the book Alaska Natwt InhJ
Claims, the Alaska Native Foundation's detailed analysis of the
(Haims Act, puts it:

QGSdow * -
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Although a corporation’s stockholders are its owners, the role trf stock-
holders in the life of a typical corporation is a very limited one. . . . What
the corporation sets out to do, and how effectively it accomplishes it, is
dependent upon the qualities of judgment brought to the enterprise by cor-
porate leaders.

Although directors arc elected c.» the basis of one person, one
vote, it is difficult for stockholders in most of the Native corpora-
tions to mount effective challenges to the group in power. This is
due partly to a lack t f political sophistication; partly to geographical
factors which make it difficult for dissidents to get together to orga-
nize their opposition; and largely to the power of corporate incum-
bents to use the proxy.

The level of democracy in the corporations could be improved
considerably, however, if the Native firms were organized in a dif-
ferent corporate form—along the lines of cooperatives. Such changes
could be achieved through revisions in corporate bylaws rather than
through amendments to the Native Claims Act. A key to the
cooperative structure is maximum decision-making power by the
stockholders, rather than by a few directors and corporate managers.
Because the regional corporations all base more than 1,000 stock-
holders, it probably would be unwieldy for them to call full meet-
ings every time there is a policy, or major investment, decision to
be made. Instead, a representative assembly of, say, too, could
be established (his would not only democratize the corporate
decision-making process, but al.»o would involve more deeply a
greater number of individual stockholders, thereby reinforcing
the feeling that the corporation is really theirs. Art Danlnrth,
aecrttary-trcasurvr of the Cooperative League of the United States,
told us that cooperatives at their I>cst “can be kind of like New Eng-
land tow n meetings,” in that they involve the nearest thing possible
to direct democracy under the corporate structure. In a situation
where the corporate structure is an unfamiliar one, such as is the
case with many Alaska Natives, and where there are even language
barriers, the cooperative system would I»c far preferable, because
important decisions affecting the future of the culture would be
made by a representative group of Natives rather than just by a
small number of corporate managers.

During the battle leading up to passage of the Claims Act, the
Native lobbyists stressed the need for a settlement that would enable
the Native cultures to survive and would dso allow the Natives to
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prosper financially. A per capita disbursement wouldn't have made a
lot of sense, since the Natives treat hnd used to sustain their suhsis-
tecnee way of life as community property. Certainly, the paternalistic
Indian policies of the past—a federal agency protecting the interests
of its wards—have been discredited.

But there are problems with the Claims Act. Some Native lead-
ers told us that one troubling aspect of the act is that Natives born
af'er 1971 cannot obtain stock in any of the corporation.; except
through inheritance. Even more worrisome is the provision that
allows Natives to sell their stock after 1991, which raises the specter
of eventual non-Native control. For example, in the case of Doyon,
the largest of the regions,'7the value of its land alone could make a
stockholder's 100 shares worth more than $130,000 in 1992. with
such value, many individual stockholders may be tempted to sell.
Finally, there is an obvious built-in conflict between the goals of
protecting a way of life and making profits. And some Natives have
expressed the worry that the end result of corporatizing Alaska’s
Native people could be the same thing that happened when the
Menominee Indians of the Midwest had their tribal status termi-
nated and had land from their former reservation in the Menominee
Forest turned over to them and corporatized. As the Native Ameri-
can Rights Fund described the aftermath of the Menominee Termi-
nation Act signed into law on June 17, 1954;

I he tribal assets were turned over to a new corporation, Menominee En-
terprises, Inc. (MEI), and suddenly Menominee survival was based on
knowledge of a rompliea'cd corporate style of living including: par value
stocks, voting trusts, income lionds and shareholders' rights. . .

I lie effects of termination ami corporate-style management of Menominee
assets pitted brother against brother and parents against their children. It
increased the poverty ol most individual Mrttomineea, created political tur-
moil, and brought on economic chaos. . . .

| he approximate am.nun of land due In rach of the regions (including villages
within the regions) undo the Alaska Native Claims Settlement Act is: lhiynn, u
milium acrra; Calisia, A.i million; Arctic Slope, j.i million. Bristol llay. < v million;
NANA, a.l million; (asok Inlet, a a million; Ahina. 1.7 million; Aleut, i t million;
Koniag, 1 million; Chogaih, yao.non; tiering Strait*, a.i million. Sealaska, aon.ooo0
Ihe *|.pnnimalr amount ol federal ami mineral loyally money thal will go to
each region under the Haims Art is Sealaska, )jon million, Ealwta. liA< million;
lhiynn, )ii) million. Illetmg Straits, t*} million. Omk Inlet. $7J million. Ilrislol
llay, JA< million; NANA, }Ao million, Arctic Slope, | X million, Alesn, V40 million;
Koniag, $40 million, (.Itu*aih, tag million; Alima, )ia million
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MEI, as well as individual Mcnominccs, were forces! to sell corporate shares
and land in order 10 pay county and state taxes. As aresult, acres and acres
of the heartland of the magnificent Menominee forest were sold to non-
Indians and Menominee reservation lands fell into the hands of non-Indian
developers who destroyed religious sites and the cultural character of the
community.

The report went on to note that unlike the Alaskan Natives, the
Mcnominccs did not have actual control of the corporation; this in-
stead was handled by ‘non-Indian businessmen and so-called ex-
perts ... to insure its success.” Also, the Mcnominccs faced imme-
diate taxation of their lands, while the Alaska Native corporations
have no such problem on undeveloped lands until 1992. Eventually,
the Mcnominccs asked restoration of their tribal status so that they
cou’ Lhold on to some of their financial assets, land, and tribal cul-
ture.

Although there arc differences in the Menominee and Alaska
settlements, there arc enough similarities to make the future uncer-
tain for some of the corporations and the Native cultures. Yet, de-
spite all the legal snafus and internal conflicts within the corpora-
tions, there still is no question that the I.and Claims Act has given
the Alaska Natives more political and economic clout than any mi-
nority g oup inthe U.S. has ever commanded in one state. An ori-
entation speech that was given by management for workers on the
trans-Alaska oil pipeline illustrates this:

Now, then, you may come upon a small Indian village of twelve or fifteen
families somewhere up along the Yukon, You arc to treat these people with
respect. When you see them you may wonder why you arc to treat them
with respect. Well, we can give you three very good reasons. First, because
they are people. Second. liecausc they were here first and they owned the
land In-fore we did. Third, because their Native l.and Claims corporations
have got the money to hire the Inst legal talent in the United Stales.

There is an old Native saying that, “ The way tn heal the white
man is with the white man's tools." As NANA's Hensley put it
"Anything that came along that helped us survive, we took ahold of
it." The corporation, he told us, is just another of the white man's

‘e In ilir event the Alaska Native corporation* ran into financial difficulty, what
would tin federal government'* responsibility In. if any? law (rrofrvvor Monroe fc
l'iue, of ihe University of California, law Angeles, noted thal the notation i« unclear.
“No one Know* who continue* to I* the relationship Intwetn the Ala*k* Natoe and
the United Stale* after the implementation of the Alaska Native Haim* Settlement

Act."



KELSO & CO.

INCORPORATED

INVESTMENT BANKERS
GREENSBOK O, N.C SAN FRANCISCO LOS ANGELES

March 30, 1979

Frances A. Ulmer

Director

Division of Policy Development
and Planning

Pouch AD

Juneau, Alaska 99811

Dear Fran:

We want to correct a statement made recently to you in a memo-
randum from Avrom M. Gross, Attorney General, by Joseph K. Donohue,
Assistant Attorney General. The date of the memorandum is March 19,
1979, and the subject is "Policy and Legal Issues Surrounding AGSOC
Legislation'. On Page Three, at the end of the first paragraph,
there is the following statement:

"The investment opportunity presently recommended by
Kelso®"s group is that the new AGSOC purchase BP"s
share of TAPS."

This statement iIs not accurate.

Our contract with the Alaskan Legislature specifically prohi-
bited investigation int-o potential investments. See Pace Two of
the attached proposal whi~h became part of the Tfinal contract.

Subsequently, Amendment 1 cO the contract provided for:

"(F) The contractor shall provide an analysis demon-
strating how a direct investment in a pipeline would
be made by an Alaskan General Stock Ownership Corpo-
ration."

We arc quite sure that our oral testimony before various legis-
lative committees has never indicated a recommendation for purchase
of BP"s interest in TAPS or any other investment opportunir.y.

In commenting on the urgency, as we see it, of getting the
legislation enacted in the present legislative year, we have noted
only that rapidly shifting world politics could affect tho avail-
abilif of an investment like the BP interest in TAPS, should the

Board of AGSOC and the legislature conclude that particular acqui-
sition to be of interest. That comment not intended to be a
recommendation, nor were recommendations requested of us.

lit PINE STREET. SAN PR tNCISCO, CALIPORNIA (Mill  [41»] 7*8*7444



Frances A. Ulmer
March 30, 1979
Page Two

We have not yet seen the text of the memorandum by Mr. Donohue,
and we may well have other comments when we do.

We hope that this will help to clarify our interest.

With best regards,

John A. Miskimen

LOK/ZJAM:ch
Ends.



KELSO & CO.

INCORPORATED

INVESTMENT BANKERS

GREENSBORO, N.C. SAN FRANCISCO LOS ANGELES

CONTRACT BETWEEN

STATE OF ALASKA
LEGISLATIVE FINANCE DIVISION

AND

KELSO & CO., INCORPORATED
111 Pine Street
San Francisco, California 94111

The parties to this agreement are (1) the LEGISLATIVE
FINANCE DIVISION, hereinafter referred to as the "State', and
(@) KELSO & CO., INCORPORATED, hereinafter referred to as the
"Contractor'™.

THE PURPOSE OF THIS AGREEMENT 1is to provide the con-
sulting services described herein to the Alaska State
Legislature.

IT IS THEREFORE MUTUALLY AGREED THAT:

CLAUSE 1 - STATEMENT OF WORK

(A The Contractor shall provide a design study
for a General Stock Ownership Plan in the
manner described in the Contractor"s proposal
to the State of Alaska, dated July 10, 1978,
as amended by the deletions indicated on the
attached copy of said pioposal.

(B) The Contractor shall provide draft proposals
of the State and Federal legislation necessary
to implement the General Stock Ownership Plan
developed in the design study.

(© The Contractor shall provide an analysis of
the possible adverse effect upon the flow of
Federal aid due to the successful establishment
of an Alaskan General Ownership Plan and
recommendations for dealing with this potential
problem.

Page 1 of 3 pages
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®
CLAUSE 11 -

®

®
CLAUSE 111

The Contractor may purchase the services

and provide for the expenses of other con-
sultants or professionals selected with

the written approval of the Project Director.

In the event of any conflict between the
amended proposal am this agreement, this
agreement shall govern.

PERIOD AND DATES OF PERFORMANCE

The Contractor shall submit the study and
proposed legislation on or before February 1,
1979. The report shall be submitted 1in

duplicate in a form suitable for offset print-
ing to the Project Director.

The period of this contract shall begin on
the date it is executed by all parties and

terminated on February 1, 1979 u."less extended
or terminated by written agreement.

PROJECT DIRECTOR

The Project Director shall be

c/o Legislative Finance Division, Pouch WF, Juneau, Alaska 99811.

CLAUSE IV - COMPENSATION AND METHOD OF PAYMENT

®»

Contractor"s total compensation, including all
expenses for the work described in Clause I,
shall be $180,000, and shall be payable to the
Contractor as fTollows:

(O On the date this contract iIs executed,
August 25, 1978: - $30,000.

(@ The payment of the balance in monthly
installments of $30,000 each, the TFfirst
to bo paid on the last day of the first
full month subsequent to the acceptance
of this proposal and the remaining
installments iIn consecutive monthly payments.

(@) Out-of-pocket expenditures approved in
advance by the State of Alaska will be
billed monthly and due within 15 days of
billing therefor by Kelso & Co.

Pago 2 of 3 ’ages



CLAUSE V - PROGRESS REPORTS

The Contractor shall keep the Project Director
informed as to the progress of the work performed under this
agreement.

CLAUSE VI - RECORDS, DOCUMENTS, AUDIT

All documents, reports and writings produced in the
course of the work performed under this contract are, upon

delivery to the Agency or at the termination of this agreement,

whichever occurs first, the property of the Agency.

CLAUSE VI1 - ALL WRITINGS CONTAINED HEREIN

This agreement contains all the terms and conditions
agreed upon by the parties. No other understandings, oral or
otherwise, regarding the subject matter of this agreement
shall be deemed to exist or to bind either of the parties to
this agreement. Contractor understands that State shall have
an unlimited license, without further compensation, to re-
produce and use all materials containing any claims of copy-
right by Contractor.

IN WITNESS WHEREOF, the parties have execute.* this
agreement on the dates indicated below.

KELSO & CO., INCORPORATED THE STATE OF ALASKA
111 Pine Street
San Francisco, CA 94111

Sen. Mike Colletta
Chairman, Legislative

Louis 0. Keleo Budget & Audit Committee
President & Chief

Executive Officer

Sen. John Sackett
Chairman, Senate
Date Finance Committee

Rep. Steve Cowpor
Chairman, House
Finance Committee

Page 3 of 3 pages

Date

Date

Date



KELSO & CO.

INCORPORATED

INVESTMENT BANKERS
GREENSBORO, N.C. SAN FRANCISCO LOS ANGELES

PROPOSAL TO THE STATE OF ALASKA
TO PROVIDE A DESIGN STUDY FOR A
GENERAL STOCK OWNERSHIP PIAN FOR USE IN
FINANCING THE ACQUISITION AND/OR DEVELOPMENT
OF SELECTED ENTERPRISES INVOLVED IN THE
DEVELOPMENT OR EXPLOITATION OF THE RESOURCES
OF THE STATE OF ALASKA IN SU H MANNER AS TO
MINIMIZE THE COSTS THEREOF AND TO BUILD THE
OWNERSHIP OF SUCH ENTERPRISE, OR SIGNIFICANT
INTERESTS THEREIN, INTO EVERY ALASKAN CITIZEN

July 10, 1978

INTRODUCTION

This p \posal is a revision of our proposal of May 10, 1978 to
the State of Alaska, forwarded in its original form under a cover letter
addressed to The Hon. Steve Cowper, Chairman of the House Finance
Cormittoe of the State of Alaska. By this reference, our cover letter
to Mr. Cowper of May 10, 1978, our proposal included therein and its
enclosures (collectively referred to herein as the '"May 10, 1978 Proposal'™)
are incorporated herein for background purposes only, and without any
intent thereby to enlarge the scope or proposed condensation aontcnplated
by this proposal.

After conferences between representatives of the State of Alaska
and officers of our firm, it has been concluded that the initial step
in the overall project oontenplated by the May 10, 1978 proposal should
be the development of the economic and financial design characteristics,
together with an analysis of the legislative, legal and economic re-
quirements for enabling the State of Alaska and its citizens to take
advantage of the resulting device, which we refer to in our proposal of
May 10, 1978, and refer to in this propcsal as "Alaska General Stock
Ownership Corporation', or "AGSOC" for short. We understand that the
State of Alaska will bo under no obligation to inplement the plan thus
developed, or any variation of it that may, in the future, reccemend itself.

Il FINE STRUCT, SAN FRANCISCO. CALIFORNIA Ualll [419] THS-7454



The Hon. Mike Colletta, Senator

The Hon. John Sackett, Senator

The Hon. Steve Cowper, Menber of the House of Representatives
State of Alaska

July 10, 1978

Page 2

The thrust of the vrork proposed to be undertaken pursuant hereto
is the development of the design characteristics of an institution
capable of being used by the State of Alaska to build into its citizens
individually the equity ownership of sane predetermined portion of the
capital facilities developed or constructed from time to time to exploit
and to realize the economic value of the resources of the State of Alaska.
In this initial phase, we are not to concern ourselves with particular.
potential investments nor with specific activities designed to educate
or test the opinion of particular groups of people on any of the aspects
of the design which it is the purpose of our study to develop and recom-
mend to the State of Alaska. The focus is to be upon design, and upon the
identification and solution of legislative (state and federal), legal,
accounting, tax, business, economic and finance problems foreseeably
incidental to the inplementation of the design so to be recommended.

In our work, we are to rake the fullest feasible use of the
facilities and talents that ray be available to us oirough the Legislative
Research Division and its staff of technicians, presently under the
directorship of Mr. Greg Erickson.

PROPOSED FEE FOR OUR SERVICES IN THE ACOOMPLISIIMENr OF THIS PROPOSAL

We propose as a fee for our services in developing and perfecting
the do3ign of an Alaskan General Stock Ownership Corporation, the sum
of $180,000. This sun would cover not only our services and all of our
out-of-pocket expenditures, but the services and expenses of consultants,
selected with advance approval by the State"s representatives, to par-
ticipate in the project.

We propose that tiX? fee would be payable as follows:

1. An initial retainer of $30,000 upon he execution
on behalf of the State of Alaska of this proposal memorandum,
thus establishing an agreement between our firm and the
State of Alaska.

2. The payment of the balance in monthly installments
of $30,000 each, the first to be paid on the last day of
the first full month subsequent to the acceptance of thi3
proposal anJ tho rcraining installments iIn consecutive month-
ly payments.
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An increase in a particular monthly fee (thus shortening
the overall payment period) will be considered by the State
of Alaska in the event approved out-of-pocket expenditures,
oorrbined with condensation for the ongoing efforts of our
firm, for a particular month are rraterially higher than the
average contemplated over the performance period.

COMPLETION OF THE DESIGN STLTY

Completion of our design study contemplated by this proposal and
the delivery of a final report embodying the results thereof and our
recommendations thereon to you will be made on or before February 1, 1979,
assuming this proposal or any variation of it that we nay negotiate is
accepted by August 1, 1978. Otherwise, our capleted report and reconmenda-
tions would be delivered to you on or before 180 days from the date of
acceptance of this proposal or of some variation of it.

Specialized consultants and subcontractors employed with the
approval of whomever the State of Alaska may designate as the proper person
or agency to s"ipervise the project, would be paid by us from monies re-
ceived from the State of Alaska hereunder. We anticipate that these
consultants would include persons or organizations having the highest
qualifications in their fields, and that, among others, these would include
legal counsel skilled in tlie interpretation of the Alaskan and U. S.
Constitutions, municipal bond counsel (who in this case would be entering
a new Field of counseling with respect to the use of a State agency to
facilitate the distribution of stodc representing private capital), State
tax counsel, Federal tax counsel, accountants and lawyers skilled in tlie
particular disciplines pertaining to problems developed by the design
analysis (sane of which may well be available within the State government),
and other specialized talents. We assuno that in every case, where the
necessary talents can be found within the State government, that these
woulld be used to minimize costs.

LEGAL PnOBLKtt>

A nixiber of critic 1 legal problem will require at least pre-
liminary examination by tho most highly qualified available experts. These
will include the design characteristics of AGSOC os an agency of the State
of Alaska, though intended for use to build the private and individual
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ownership of productive capital into every Alaskan citizen. While the
Legislature of the State can, and doubtless will for reasons of efficiency,
confer exenption from State corporate income taxes and all State property
and excise taxes upon AGSOC, and exenption from income taxes upon stock-
holders on account of dividends used to pay for stock subscribed to,
careful attention in the legal and financial design of AGSOC and its
relationship to its stockholders and stock subscribers will be required

in order to bring such dividends within the mantle of protection of the
State itself from federally inposed taxes. The theory behind the pre-
liminary plan itself is the universally accepted financing strategy of
business corporations that a sound and feasible investment is one that will
pay for itself within a reasonable period of time and then, protected by
good management, a sound research and development program to keep ico pro-
ducts and services relevant to the available markets, and depreciation
adequate to restore its capital instruments as they wear out, the invest-
ments will go on throwing off income virtually indefinitely. Obviously,
however, capital will pay for itself much more efficiently if the buyer of
capital receives the entire yield, after depreciation and operating
reserves (including liquidity reserves, if necessary), than if a govern-
mental body or bodies carve out, through corporate or personal income
taxation or otherwise, income that could be used to enable the stock sub-
scriber to pay for his stock. While it is both fair and equitable that
Alaskan citizens who receive income from AGSOC stock that has already paid
its acquisition costs should be taxed upon dividends they receive as spend-
able iIncome, it is both rational and desirable that the rate of amortiza-
tion of their non-reoourse stock subscriptions not be delayed or retarded
either by State or Federal income taxation. Opinions of qualified legal
counsel on any relevant aspect of the Constitution of the State of Alaska
or the U. S. Constitution, so far as such provisions may affect the legal
or Ffinancial design of AGSOC would be obtained. Similarly, opinions of
qualified tax experts on the steps needed to create a temporary Immunity
from Federal personal income taxation on dividends declared by AGSOC but
applied by it to the payment of the subscription price on each subscriber®s
stock will be obtained.

It seems at the outset reasonably clear that at the most, exenption
from Federal personal income taxation on dividends declared by ACSX on
its shock can be achieved only so long as neither the stock nor tho divi-
dend income itself is available for personal disposition by the subscriber
or stockholder. Beyond that point, Federal legislation will bo required,
but 1t is siixnitted, on excellent foundation has been made for such
Federal cxunption. It is necessary to effectively broaden the capital
ownership base of the American economy, and the Joint Economic Committee
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has already officially reoormended, in its 1976 /.nnual Report to Congress,
that the rate of new capital formation be accelerated and that the base
of ownership be broadened. It should be pointed out that the availability
or non-availability of the Federal personal income tax exenption would not
necessarily affect the feasibility of the plan itself, but rather, the
length of time required for each stockholder®s stock to pay its purchase
price out of its dividends.

fCANS OF IMPROVING TOE PROBABILITY OF FAVORABLE FEDERAL PERSONAL
INCOME TAX EXEMPTION ON DIVIDENDS USED TO PAY THE PURCHASE
PRICE OF STOCK

The likelihood of obtaining Federal legislation within a period of
four or five years, at most, during which, It is our preliminary opinion,
such exenption can be achieved through the design of AGSOC as an agency
of the State of Alaska, will be significantly increased if circumstances
are such that similar legislation would be needed by and beneficial to the
citizens of the other 49 states. Ideally, this requisite would be acaonp-
lished by the enactment by Congress of S.3223, introduced into the 95th
Congress, Second Session, by the Hon. Mike Gravel, United States Senator
from Alaska, on June 22, 1978 (see Congressional Record, volume 124, number
96) -

SPECIFIC ADDITIONAL FEATURES TO BE ANALYZED 1J TOE DESIC7J STUDY,
WITH KDOOErayDKFICrE THEREON IN THE FINAL REPORT

Hie definitive structure of AGSOC and the design of its trust
division, within which the escrow accounts of all subscribers to its stock
would be established, should be planned and analyzed. On the assumption
that the General Stock Ownership Plan Trust of AGSOC would function as the
exclusive, or perhaps primary market for tho stock of AGSOC as it nay be
transferred because of the succession of generations, or for whatever
reasons, then careful consultation with the best available expert on stock-
holder relations would be held in order to foresee and, so far as possible,
to avoid functional problems. Advice of counsel on the implications of
Alaskan inheritance laws and inheritance tax laws would be sought.

All steps necessary to acquaint the blue sky ocmnission of the
State of Alaska with the details of operation of AGSX and to arrange in
advance for acmplianre with the applicable requirements of that agency
should be made.
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The Securities and Exchange Comnission would be brought into
consultation to acquaint all interested divisions fully with the nature
of AGSOC and its proposed operations to obtain, so far as possible, under-
standings as to the applicability of the securities laws under its
jJurisdiction to the activities of AGSOC and its stockholders. While
there iIs not nuch precedent for ascertaining in advance the questions
which nay arise, the general interest of the Securities and Exchange
Comnission iIn investors, as distinguished from speculators, and its
interest in broad-based capital ownership, provide assurances that these
problems will be satisfactorily solved.

The fall details of the GSOP itself must be delineated. These
would include the drafting of a body of regulations acctjtable to the
representatives of the State with respect to the definition of "eligible
citizens" under varying circumstances of residence, time of birth, change
of residence, period of years of eligibility to bring about full vesting,
the conditions of forfeiture of vested interests, the provisions for
transfer of ownership through sale, gift, descent and distribution, or
otherwise, must be included in such regulations, and their legal soundness
tested from every standpoint. The question of whether such stock, until
released from the GSOP trust, would be subject to "spend-thrift'" restric-
tions must also be covered by regulations. Rights of Ffirst refusal, or
provisions for calls or puts with respect to the stock by tho GSOP trust
under various circumstances, should be considered, and tho resulting
decisions crtxxiiod in regulations duly adopted by dir Board of Directors
of AGSOC.

The design study would include an analysis of any special rights
or privibxjt that may be necessary or appropriate between AGSOC and the
native tribes or theilr corporations.

We will, of course, be pleased to respond to any and all questions.
IT you decide to proceed with the Economic Design Study as outlined in
this proposal, please provide authorization for Kelso & Co., Incorporated®s
services by execution of the acceptance hereof through signature by
officers authorized to obligate the State hereunder and returning a copy
of this memorandum to us with a check payable to our firm as our retainer
hereunder for the sum of $30,000.

KLLSO fc CO., INCOKPORATED

uy

Louis 0. Kelso, President and
Chief Executive Officer

LOX :rta



THE LEGlSLATURE FINANCE DIVISION
FOUCH WF-STATE CAPITOL
) JUNEAU. ALASKA 99811
tuocuMOmu cotminn PHONE: 19071 465-3795

AMENDMENT 1
to the
CONTRACT BETWEEN

STATE OF ALASKA
LEGISLATIVE FINANCE DIVISION

AND

KELSO & CO., INCORPORATED

The Legislative Finance Division and Kelso & Co., Incorporated
hereby amend the contract to which they are parties as fTollows:

1. CLAUSE 1 - STATEMENT OF WORK 1is amenued by adding
the following paragraph:

"(F) The contractor shall provide an analysis
demonstrating how a direct investment 1in a
pipeline would be made by an Alaskan General
Stock Ownership Corporation."

2. CLAUSE 11 - PERIOD AND DATES OF PERFORMANCE 1is amended
by:

(@ deleting "February 1, 1979": and

(o)) inserting "February 15, 1979" in both paragraphs
A and (B) -.



3. CLAUSE 1V - COMPENSATION AND METHOD OF PAYMENT is amended
by:

(@ deleting "$180,000"™ and inserting '205,000"; and
() adding the following sentence to subparagraph (1):

"On the date that Amendment 1 is executed - $25,000.

IN WITNESS WHEREOF, the parties have executed this amendment
on the dates indicated below.

KELSO & CO., INCORPORATED STATE OF ALASKA

Senator Mike Colletta
President & Chief Executive Project Director
Officer

Project Director
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AGSOC Plan Overhaul Advised

By NANCt .JARRIS
Empire Staff Reporter

The House State Affairs Committee, wary of the power which
might be vested in the board of directors of the proposed Alaska
General Sto. Ownershi. Corp. (AGSOC), has agreed that a new set
of laws should be drafted to govern the corporation

The committee is responding to a warning from a University of
California law professor that the Alaska Business Corporations Act
is not designed to control a corporation such as AGSOC and that its
board members could become the nine most powerful persons in
Alaska.

Professor Daniel Kessler last week sent the committee proposed
amemknents to legislation setting up AGSOC which he says are
designed to make the board ol directors more responsive to cor-
poration shareholders

In addition, the panel agreed that a new chapter under Alaska's
corporations laws should be drafted to deal specifically with general
stock ownership plans

The committee has held a series of hearings on the AGSOC
proposal since early March, but just last week starled addressing
specific changes in the legislation Identical bills introduced in the

A G § 0 C nnn
Continued from Page |

that power to its board of directors Kessler said the AGSOC hoard
would be likely to adopt that restriction, but that could be
prevented by giving the power to shareholders, alio, in the enabling
legislation

-Requiring legislative approval of the articles of Incorporation
and bylaws adopted by the first board

-Restricting AGSOC's ability to lobby and campaign Represen
utivaa of the administration, and oUmts. have expressed fear that
AM OC could create a powerful lobby by the eitiaen shareholders to

House and Senate (HB240 and SB170) were drafted horn a plan
produced for the Legislature by Louis Kelso, an economist who
fathered the idea of general stock ownership plans.

The measures, as introduced, only set up the framework for the
corporation, which would be a private business in which all Alaskan
residents would be shareholders

Under the AGSOC proposal, the state would loan the corporation
several million dollars to finance start-up costs. The initial board of
directors would b <appointed by the governor and would adopt arti-
cles of incorporation and bylaws.

Fessler cautioned the committee that once the corporation was
launched, the legist, ture would have no further say in how it is run
and (hat AGSOC's citizen shareholders would have life power to
affect corporate dect. ion-making.

The committee deci ted to build restrictions on the AGSOC board
into the enabling legislation, while at the same time working to keep
It an entirely private ci rporation.

Amendments tentatively agreed to by the committee Include:

-Giving shareholders |>ower to initiate amendments to the cor-
poration’s bylaws Under current law, a corporation can restrict

(ontiated on Page 2

repeal taxes and restrictions on industries the corporation invested
in.

—Limiting the initial loan guarantee fund to strictly "'start up"
expenses not to exceed |[&mill'on The legislation currently does not
spell out what the initial appropriation a u» be used for. Some
lawmakers are concerned (hat the corporation would have to keep
coming Lack to the state foi more money and that there were no
safeguards to prevent a drain on the state's treasury

-Requiring a voter referendum for later appropriations and loan
guarantees



KELSO 4 CO.

INVESTMENT BANKERS
GREENSBORO, N.C SAN rttANCISCO

April 10, 1979

The Honorable Mike Miller

Chairman, State Affaire Committee
Alaska State House of Representatives
Pouch V

State Capitol Bid?*

Juneau, Alaska 99811

Dear Representative Millers

Me are writing you to consent txpon the principal 1items covered
by the memorandum from The Honorable Avrum K. Gross, Attorney General
(by Mr. Joseph K. Donohue, Assistant Attorney General), to The
Honorable Frances Ulmer, Director of the Division of Policy Develop—
ment A Planning, under date of March 19, 1979. We understand this
memorandum has been considered by both State Senate and State Assembly
Committees, but is presently before the State Affairs Committee. The
subject of the memorandum is "Policy & Legal Issues Surrounding AGSOC
Legislation (SSSB 170 and SSHB 240)". The memorandum states that it
IS in response to a request from The Honorable Frances Ulmer for a
brief outline of the various issues which the Administration should
review in the context of the analysis of the AGSOC legislation pre—
sently pending before the legislature.

The memorandum itself® the care and astuteness used In iIts pre—
paration, and the wisdom of Miss Ulmer in requesting it, all attest
the high degree of responsibility and thoroughness with which the
legislature is studying the AGSOC legislation. We hope that our
comments on certain of the provisions of the memorandum will prove of

use to your Committee, and to others to whom you may wish to distri—
bute copies.

For simplicity of reference, we will initiate 4 ich of our comments
with a reference to the paragraph or paragraphs and to the page number
in the memorandum of March 19th or 20th (March 20th being the date
used on its separate pages). We will also number our paragraphs for

easy reference i1n case you wish to ask questions or comment on this
letter. - .

1. THE FIRST FULL PARAGRAPH ON PAGE 3

The question of whether the State should follow the policy of
the federal legislation and exempt AGSOC from State corporate iIncome
tax and from certain other State level taxes which might otherwise be
imposed on the corporation are, of course, precisely the kinds of
questions that only the legislature can answer. There is one errone—
ous statement at the end of the paragraph, however, and that i1s that

in pi cisco, C 11 [41%] ri|>M 14
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our firm, as investment bankers, 1is presently recommending "the new
AGSOC purchase BP"s share of TAPS."™ We, 1in our instructions from

the legislature, were expressly requested to avoid recommendations as
to AGSOC"s 1nvestments, although, basically to i1llustrate feasibility,
we believe, we were asked to do a feasibility study of that particular
purchase.

In general, it will be obvious to your Committee that the taxes
imposed on AGSOC at the corporate level would simply slowdown the rate
at which AGSOC could amortize its debt incurred iIn acquiring produc—
tive investments from time to time, and thus slowdown the rate at
which AGSOC i1s effective in building capital ownership into each
Alaskan resident.

2. THE LAST FULL PARAGRAPH ON PAGE 3

In the last paragraph at the bottom of Page 3 (erroneously repro—
duced in our copy at the top of Page 4), 1t is post" *ated that by
purporting to give each resident of the State a direct interest in
the development of the State®s natural resources, AGSOC would become
an independent voice for more rapid exploitation of those resources,
and that because the AGSOC 1s required to pay out substantially all
of its net income to residents of the State, it "would likely" become
a lobbying force for lower State taxes. We do not believe that these
conclusions are by any means obvious or sound. It apparently has been
overlooked that while AGSOC, as a corporation in whioh every resident
owns an interest, is intended to build capital ownership in each such
resident each resident also has other and independent interests. Be
has an interest in the over&ll tax impact on him. Thus if reducing**
the taxes on AGSOC raised hi.» personal i1ncome tax, or his property
tax, he would certainly take both into consideration and either of
these events would undoubtedly have a far greater individual effect
than lowering State taxes of the corporation of which he is a share—
holder. It 1s inconceivable that AGSOC would become a lobbying force
contrary to othsr basic interests of the residents of Alaska, simply
because i1ts stockholders would have ultimate control over AGSOC.

To be sure, as independent and privately owned capital is built
into Alaskan residents, there will be less need for welfare and redis—
tribution of income within the State of Alaska. The very theory
upon which AGSOC is. structured asserts that by enabling each resident
to become, to whatever degree possible, economically autonomous and
independent, such resident will be freed from the indignity of seeking
welfare and other taxpayers will be freed from the unpleasant task of
being forced to suppozt strangers through taxation used for welfare
purposes. These are "trade-offs"™ of a political and economic nature,
but the underlying theory of AGSOC is that economic self-sufficiency
through the ownership of income producing capital is preferable to
welfare for some and redistributive taxes for others. We believe
that this point should be clearly and thoroughly debated by the legis—
lature and the question of whether the legislature prefers the prin-
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ciple of capital .sm or the principle of socialism should be determined.

3. THE SEVERAL PARAGRAPHS BEGINNING AT THE BOTTOM OP PAGE 4
UNDER SECTION XI. FINANCING

It is represented in the memorandum that Louis Kelso testified
before the Joint Committee and has stated to various Administration
officials that AGSOC will be able to obtain financing on the private
market without recourse to State guarantees or State credit. This
iIs not, we believe, an accurate summary of my personal testimony and
statements to various committees and to various individuals in the
legislature.

Z have pointed out that in addition to start-up funding in order
to make AGSOC an operating reality, it should then seek the best
sources of funding available. Some investments, i1t is possible, can
be acquired through collateral financing, or other conventional types
of corporate finance. On the other hand, some investments may require
support by the State or by some appropriate or appropriately created
State agency. The important point to be focused upon iIn this area 1is
that conventional corporate and business finance tends specifically
to make the rich richer and to fail to make the poor richer. We do
not see how it cam be considered objectionable for the people of the
State to use their collective power to assist the individual resi—
dents — all residents at the outset and new residents as these grow
in significant numbers - by amendments to the State and federal legis—
lation, or by the Alaskan State Legislature®s specifically incorpo—
rating future AGSOCs - AGsoc-1, AGSOC-I1, etc.

The points made in the remainder of Section Il should of course,
be considered by the legislature in the light of the existing Consti—
tutional provisions and the existing State machinery for backing up
an enterprise — AGSOC - that is a private corporation but whose acti—
vities will address themselves to the solution of a public problem.
AGSOC 1is a device to carry into practice preventative economic measures
to avoid future poverty and to improve future affluence for Alaskan
residents as a whole. We submit that these are noble public purposes
and that iIn considering the use of the power of the State to support
investments made by AGSOC, all of the income of which is commanded
to be distributed to the stockholders of AGSOC, the legislature should
not impose administrative barriers that would prevent AGSOC from com—
peting effectively with giant corporations for Investments. Invest—
ments of AGSOC will benefit all the residents of Alaska whereas iIn—
vestments of the traditional giant corporations primarily benefit the
pinnacle wealth owners, a few of ..hom may be Alaskan residents, but
most of whom will be non-residents and perhaps even non-U.S. citizens.

For our part, it would seem that the wisdom of the legislature
in appropriating particular funds, that can be used as guaranty funds

IS adequate assurance of careful review by the legislature on behalf
of the people as a whole.
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4. SECTION 1I11. PEPOLITICIZING TUB AGSOC BEGINNING ON PAGE 7

In general, 1t appears to us that the discussion here is made-up
not of legal analysis primiarly, but rather of political concerns.

In the first paragraph under this item is the statement that "it
should he noted that there is nothing in the federal legislation which
would preclude the AGSOC"s establishment as a state agency or public
corporation.”™ He believe this i1s a misinterpretation of the federal
law, which requires that a General Stock Ownership Plan be a private
corporation even though its shareholders must include, at the outset,
all residents of the State as of a date selected by the legislature
and as of the date of the issuance of its stock.

He disagree with the unwarranted conclusion drawn in the para—
graphs at the bottom of Page 7 and on Page 8, at seq. that, if success—
ful, AGSOC would quickly become highly politicized and an extremely
powerful force - in fact a Fourth Branch of Government. If AGSOC
were permitted to accumulate i1ts net income and thus develop a vast
reservoir of funds which it could spend as i1ts Board of Directors saw
fit, then these comments might be justified. But that is precisely
what AGSOC 1s designed to avoid. Its income 1is promptly translated
into the income of i1ts broad base of stockholders. It is not designed
to be a powerful entity for anyone except the people of the State as
a whole. As the shareholders gain power, their power to control AGSOC,
through election of directors and through the power, under general
law, to iInitiate a suit to have questioned iIn court a misuse of funds
by AGSOC, 1is, it would seem to us, an ironclad guaranty that AGSOC
would never become a branch of government in any form.

Because of 1its very size, and its potential economic importance
to the enormously broad base of Alaska resident*, wa do not believe
the speculation that ultimately one-tenth of the residents could
wind-up owning all of AGSOC. One very simple reason for this belief
iIs that i1f the residents do not tenaciously hold on to their AGSOC
stock, the legislature i1s free to incorporate successive new AGSOCs
and to add assurances that they do keep their individual economic
power and independence.

Thus we regard it as simply improbable and unfounded speculation
that any "power blocks”?of residenta could be established or that, 1if

established, they could not be controlled quite easily by stockholders®
derivative litigation.

With the absolute necessity that for many if not moat of its
investments AGSOC will look to the economic power of the State, as
determined by the legislature, to give it access to federal or private
credit, we think that there is no basis for imagining that AGSOC could
develop a constitutency over which it has no control whatsoever. We
also believe that since AGSOC must pay its income to i1ts stockholders,
and has no duty except to develop and produce wealth and to distribute
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it to those citizens, that the Board of Directors or the management
of AGSOC could not become a political center or political leader of
any kind whatsoever*

The last paragraph on Page 8 speculates that "Although one could
argue that AGSOC violates the fundamental political theory of the
State Constitution which established only three branches of govern—
ment***"_ As noted above, AGSOC is not, and could never be under the
proposed legislation, a branch of government of any kind whatsoever*
Zt 1s an instrumentality created by the State, just as the State
creates the laws under which business corporations in general can be
established, but upon which the governments. State and Federal, have
imposed limitations to assure that i1t will work for all residents —
all stockholders - rather than for one, or a few, as present corporate
g .ants do. Having made a false assumption that AGSOC could be a
"Fourth Branch of Government"™, 1t is natural to speculate on all the
dangers that would flow from this impossible situation. The recom—
mendation for bureaucratic regulation appears to us to be totally "un—
warranted and would Impede the potential efficiency of AGSOC to 1im—
prove the economic status - legitimately -- of all residents of Alaska.
There 1s no virtue 1in bureaucratic regulation as such. The stock—
holders would annuallg vote on directors and upon all i1ssues put to
them by the Board or by stockholder initiative. A broader and more
diversified base for AGSOC could hardly be conceived. The power of
AGSOC 1s 1n i1ts stockholders, not in i1ts Board of Directors or its
management.

Sight seems to have been lost of the fact that AGSOC is meticu—
lously designed as the new method of financing economic growth and
development for the purposes of attacking the cause rather than merely
the effects of poverty. This is precisely what i1t iIs designed to do
and precisely what i1t must do under 1*.« 1itructural regulation#. That
IS 1ts purpose. Since AGSOC must pay out substantially all of its
earnings to its shareholders, i1ts sole function is to connect each

resident with capital ownership and income. Could a more desirable
goal be conceived?

5. EEGINNINC AT THE BOTTOM OF PAGE B AND CONTINUING ONTO PAGE
9 OF THE MEMORANDUM

The problem is.raised that members of the Board of Directors of
AGSOC could use their position as a forum for criticising the Admini—

stration®s economic policies and ultimately as a launching pad for
State elective office.

This 1s not a very real concern because the only official obliga—

tion of th* bars of the Board of Directors of AGSOC i1s to develop
and produc skan wealth for ownership by every Alaskan resident.
When skmbe. it the Board of Directors periodically run for election

as such, if they are Incumbents, they do so on their performance
record, as does any elected official, public or private.
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The freedom of particular directors and/or officers of AGSOC *o
criticize the State"s economic policies i1s nothing but the Constitu—
tional right of all U.S. citizens to free speech. Precisely the .
reverse exists as well. The Governor, or any Committee of the legis—
lature, 1s free to criticize the iInvestments of AGSOC. It would appear
to us that the absolute dependence from time to time of AGSOC upon
specific legislative provision of economic support for i1ts investments
assures that any free speech that passes between the Board of Directors
of AGSOC and any branch of the State Government will be tempered with
these realities in mind.

Any activity within or without the State of Alaska could theoreti—
cally =e a "launch ing pad" for public office. But AGSOC as an entity
that makes every resident more affluent will increase the possible
opportunities of every resident to run for State office, and to parti—
cipate in local State and community affaxrs. This is a more democra—
tic basis for the State than where only a few people can afford to run
for office. Does Alaska want more or less democracy?

In the first full paragraph on Page 9of the memorandum, itis
suggested that AGSOC be prohibited from lobbying and from making poli—
tical contributions to candidates for State offices. We would think
it entirely proper that AGSOC be prevented from making political
contributions out of 1ts funds to candidates for State office. Indeed,
since 1t must periodically come under the scrutiny of the entire
legislature and the Governor, we find it difficult to imagine that
such prohibition would not be voluntarily imposed upon i1tself. But
nothing would be lost by including such limitations in the legislation.

However, we have grave reservations about "strict proxy review
mechanisms" that would cause the directors to act in "a politically
neutral fashion”. AGSOC 1is not designed to act in a politically
biased fashion, nor does 1its design so permit. It has one function:
to make each resident wealthier and to deliver that wealth to him
periodically and dependably. Nothing more. What the residents of
Alaska do with their wealth would seem to us to be their business.

Oh general legal principles, it would appear to us that any
stockholder of AGSOC could institute legal action to restrain AGSOC"s
Board from using the potential income belonging to the residents as

stockholders for the benefit - any benefit - of the Board of Direc—
tors. "<

Only totalitarian states adopt edicts to shield bureaucrats from
speaking freely, but AGSOC"s single purpose assures the ease of its
stockholders in holding it to the performance of its sole purpose.

6. CAN AGSOC BECOME A CENTER OP CONCENTRATED ECONOMIC POWER?

Thie question is raised at the bottom of Page 9 and on Page 10
of the memorandum. We believe that this is random and unrealistic

« #-
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speculation.

It is quite true that because of the vastness of its stockholder
constituency, AGSOC should seek to invest in massive and highly pro—
ductive economic developments and activities. But it iIs not true
that this can lead to its becoming a "major force for concentration
of economic power in the State****> The design of AGSOC specifically
makes this impossible for the very simple reason that it is required
to pay out all of 1ts income to its shareholders. That i1ts share—
holders will become more affluent, less dependent on redistribution
of wealth, less dependent on welfare, and more powerful, is elementary.
Put this i1s the same as saying that its shareholders are the ones who
have the power to scrutinize, correct, and contain any potential con—
centration of economic power in AGSOC.

Th same 1s true of the risk that AGSOC may violate the Federal
anti-trust laws. We have seen no lack of ability on the part of vhe
Federal Anti-Trust Division to watch over this area of business acti—
vity. The periodic supervision by the legislature at the time 1t
grants added support for any further Investment by AGSOC assures that
the State legislature itself can consider the question of whether any
anti-trust monopoly action is involved. Certainly the absolute 1n—
ability of AGSOC to accumulate internal funds defeats i1ts power of
ever exercising the main means by which business corporations violate
anti-trust laws, namely by withholding the- "wages of capital™ from
the owners of capital (the stockholders) and accumulating those funds
to buy monopolistic power. Again, AGSOC is designed to make this

impossible. We cannot conceive of the slightest need for any added
limitations in thisarea.

We submit thatthe last sentence in the last paragraph on Page
10 of the memoranduu, in itself, recognizes the improbability of the
speculation involved in the preceding paragraphs. The fact that the
stockholders of AGSOC and the people of the State are, and at all
times will be 1identical, merely shows that AGSOC 1is, by its design,
constrained through its broad ownership, and through the right of the
legislature to launch any number of additional AGSOCs and to dry up

its source of funding, designed to avoid any of the conflicts thus
imagined.

Since the typeof conflicts imagined in Pages 9 and 10 of the
memorandum are unrealistic and cannot occur, the remedies proposed
on Page 11 for this non-existent danger would seem to be entirely
unnecessary. AGSOC"s designed trust obligation — to develop and
produce wealth for all Alaskans - assures that any wasteful or impro—
per us* of 1ts resources could be enjoined by any of its stockholders
under general principles of corporate law. The imagined problems
eimply do not and cannot exist, and if they did, they could be quickly
restrained under these generally applicable legal principles.
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7. PAGE 11, SECTION 1V. CORPORATE DEMOCRACY

That the existence of classification of directors would limit
the ability of minorities within the State to obtain representation
on the Board of Directors of AGSOC 1s, in our opinion, vithout foun—
dation in fact. Board classification is desirable to promote stable
policies in corporate matters. The possibility of an entirely new
Board being elected each year would be highly undesirable. Board
membership will be in a corporation charged with a trust to represent
all the people of the State of Alaska.

On the question of cumulative voting, we do not see, In a corpo—
ration with a stockholder base as vaBt as that proposed for AGSOC,
that there wculd be any advantage in insuring cumulative voting. On
the other hand, we see no disadvantage in assuring that cumulative
voting must exist.

On the question of limiting the duration of any voting trusts,
made in the paragraph at the bottom of Page 12, it would appear to us
that this suggestion 1s a good one.

Similarly, providing for shareholders to initiate amendments to
the Articles of Incorporation would be desirable where a substantial
shareholder 1initiative, say 10%, or even 5%, of the registered share—
holders® signatures would be required. It would not be desirable to
permit a tiny handful of stockholders to upset the efficiency of the
corporation in making its day-to-day decisions.

8. DESIRABILITY OF A HIGH FORDM REQUIREMENT

This would seem to us to simply impose clumsy procedures on the
State®s prime weapon 1in building preventative economic power into its
citizens, 1.e., measures to prevent future poverty from arising.
AGSOC will be under a constant obligation to educate its stockholder
constituency about the economics of capitalism and will, of necessity
become a source of economic education because i1t will enable, for the
first time in history, every Alaskan to become a capital owner. To
go further then this would seem to be probably wasteful in terms of
paperwork and a pointless waste of time.

9. LESIGLATXON ASSURING ADEQUATE NOTICE OP MEETINGS

) In the second paragraph on Page 14 of the memorandum, suggestioi
with respect to this are made. He would think this entirely proper

iIT the restriction does not obstruct reasonably efficient governance
of the corporation.

10. THE CORPORATE BY-LAWS

The mehoranduﬁ/suggests that the power to amend the By-Laws ‘4
should be reserved to the shareholders "in order to ensure adequate
public review." He believe that such a provision would Jae too expen-
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sive and too restrictive in terms of efficient governance of the cor—
poration, and excessively wasteful of time*

11. AGSOC"S FINANCING OF PROXY FIGHTS, ACCESS TO VOTING LISTS
AND VOTING MACHINERY

We believe that the suggestion made in Paragraph 8 on Page 14
would be salutary if the signatures of 10% or mo-*e¢ of shareholders

were required. Otherwise, the corporation could waste time dealing
with mere adventurers.

12. SECTION V. PRIVATE CORPORATION: CLOSED CLASS OF SHAREHOLDERS

In this matter, covered on Pages 15 and 16 of the memorandum,
we believe that the first paragraph on Page 15 is in error in stating
that federal legislation mandates that the shareholder group in AGSOC
be made up of a "closed class? in any realistic sense, for the simple
reason that i1t imposes no limitation upon the number of AGSOCs which
the Alaskan Legislature could authorize. Thus a longtime resident
might well wind-up holding shares in ten or fifteen different AGSOCs,
while those who depart the State would only own shares in those AGSOCs
whose stock ownership qualifications they had previously met.

The "scenario”™ 1imagined by the author of the memorandum in the
second paragraph on Page 15 i1s simply unrealistic. The preventative
economic measures involved in establishing AGSOC that strike at the
cause of poverty rather than merely at the effects of poverty hold
more promise for eliminating poverty than all past measures. State
and Pederal, dealing with this subject, for those measures- merely
apply band-aids to the effects of poverty.

The problems imagined here are under year-to-year control by the
legislature since AGSOC must be created by a separate act of the
legislature. Other AGSOCs can be created at will by the legislature.
Changes in the law concerning transferability of its stock can be
made by the legislature i1f experience proves that such changes are
warranted. It i1s contemplated that the full thrust of AGSOC"s educa—
tional stockholder relations program will induce most stockholders to
hold onto their shares as their dearest economic possessions.
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We hope that the foregoing comments will be of use to your Com*
mittee in 1ts deliberations. We would be pleased to respond to any
requests for elaboration or to any questions.

Sincerely,

KS5LSO & CO., INCORPORATED

LOK/JAMsch

ccz The Honorable John G. Puller,

Vice Chairman, State Affairs Committee

The Honorable Terry Gardiner,
State Affairs Committee

The Honorable Bill Parker
State Affairs Committee

The Honorable Terry Martin,
State Affairs Committee

The Honorable Ray H. Metcalfe,
State AffaiPs Committee

The Honorable Richard Ellason,
state Affairs Cocmittee

Frances Ulmer, Director, Division
of Policy Development A Planning



OFFICE OF THE UOYEIIXOK

umiOH of micr dmiomhtm nmmc /  mena« wmumi
PHM US 3577

April 19, 1979

The Honorable Mlke Miller
Chairman

House State Affairs Committee
Alaska State Legislature
Pouch V

Juneau, Alaska 99811

Dear Mike:

Attached 1s a briefing memo prepared for the Governor®s conference

call with Senator Gravel last Friday. We offer It to your committee

as a source of ldeas for additional amendments to HB 240. In par-
ticular, the Items on pages two through four Include a number of points
raised by Professor Fessler and others which have not yet been In-
corporated Into the committee substitute. The most Important of these
are circled. If your committee decides to pursue any of these Items,
Administration staff will be available to provide assltance upon your
request. One point not discussed 1n the memo which should be mentioned
Is the level of state financial assistance to AGSOC. The Governor
recommended and and Senator Gravel agreed that the AGSOC should not

be allowed to request or receive any state financial assistance (by
appropriation, guarantee, or any other method).

While the Governor has not yet resolved all of the "First Level”
questions for himself, he wants to share the ldeas 1n this memo with

your committee and to provide staff assistance, so that the best possible
AGSOC bill might be developed.

Sincerely,

Fran Ulmer— r/>"
Director

Enclosures
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DIVISION OF POLICY DEVELOPMENT AND PLANNING
OFFICE OF THE GOVERNOR

datl April 12, 1979
Governor Jay S. Hammond
FIE NO:
THEPHONENO
f-HOM Frances A. Ulmer susjeci AGSOC
Director
The following questions still remain concerning SB 170/EB 240, the
Alaska General Stock Ownership Corporation bill. There are really two
levels of questions. The first are the more basic philosophical questions
which defy technical resolution. They oust be answered intuitively.
The second level involve oore tangible questions which can, to a greater
or lesser degree, be resolved via amendment to the bill. However,

consideration of second level questions assumes that the first level

questions are resolved in favor of the basic AGSOC concept and a deci-
sion is made to develop the best possible bill.

First Level

1. What are the basic goals of AGSOC? |Is AGSOC the best mechanism for
achieving those goals?

Basic goals: to provide broad capital ownership by Alaskans of
either existing assets or.new assets involved in
resource development

to providedividends to supplement personal income.

2. Is there any way to avoid or resolve the basic conflict of interest
between residents as taxpayers and citizens, and residents as
shareholders?

Examples; purcv se of oil line share - tarrif question
development of petrochemicals - royalty prices
construction of gasline - oil recovery
virtually any business - any regulation.
3. With respect to the above questions, can we expect ACSOC to become
an importantpolitical force? Is it appropriate or possible (first

amendment rights question) to prevent this?

4. Even with the amendments contemplated by cither the House State
Affairs Committee or the Administration regarding corporate govern-
ance, how likely is democratic control of ACSOC?

5. What is the likely extent of state subsidies to ACSOC? What will
be the impact on the atate’a credit tiling from passage of the
bill? From actual extension of state financial aid?
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Should procedures and/or conditions for extending such aid be
included in the bill?

NOTE: Tne House State Affairs Comg.ittee has requested drafting of
amendments to provide for a referendum for any state financial
assistance to AGSOC. No legislative approval would be required for
AGSOC investment not requiring s.ate financial assistance.

Is it possible to resolve/avoid the "closed class” problem created
by "old" residents being shareholders while "new" residents are
not?

How will the Governor make decisions as to who shall constitute the
first Board of Directors?

Does the Alaskan public want an AGSOC?

Second Level

What should be the procedures for electing the Board of Directors?

Should the state allow the federal corporate income tax exemption
to pass through to state corporate income taxes?

NOTE: The House State Aifairs Committee has agreed to pass through
the tax exemption.

Should there be one AC: per investment or project, or should
there be only one AGSOt which coulc invest in a variety of projects?

NOTE: Senator Colletta supports the former approach; House leaders
support the latter.

Should people who leave the state be able to take their shares with
them?

NOTE: The House State Affairs Committee has decided to mandate
that people who cease to be residents transfer their shares either
to a resident or to the corporation.

Is AS 10.05 of the Alaska Bu6ine«s Corporation Act the appropriate
"regulatory umbrella”™ for AGSOC, o* do we need a new chapter speci-

fically deaigneo for AGSOC?

NOTE: The House State Affairs Committee has requested crafting of
a new "GSOC" chapter.

Should there be a limitation on, or incentives against, litigation
between ACSOC and .he state (because the same people bear the

costa)?

Does ACSOC possess unfair competitive advantages whl.h could lead
to anti-trust problems?

What are the implications for AGSOC of SEC regulations'’

_9-
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other changes to the bill, Articles of Incorporation, or

Bylaws are desired by the Governor or the legislature?

House

t
State A ffairs Committee (tentative) desired amendments:

f-JChairman of the Board must be Alaska resident.

Nine member board, seven residents, two outsiders.

No classified board; all directors electee every two years
(mechanics, i.e., proxy issues, undecided).

Directors removable by shareholders without cause.
Statutory provision for derivative suits.

Require legislative approval by resolution of articles and
bylaws.

Give shareholder the ability to amend bylaws.
Allow board business to be conducted via telecommunications.
Every director has right to attend all board committee meetings.

Liability for officers’ refusal’to allow shareholder access to
corporation books and records.

Loan guarantee fund limited to start-up costs not to exceed $5
million.

Delete Sections 2 anc 3 regarding investments of GF surplus or
permanent fund in AGSOC securities. Consider amendment to AS
37.10.070 to prohibit use of subsection t for investment of GF
surplus in AGSOC. Also delete Sec. 9 which would exempt AGSOC
securities from registration under the Alaska Securities Act
of 1959 and from filing of sales and advertising literature.

ANProhibit office.s and employees cf corporation from serving on

Adm

G

board.
inistration working Group desired actions or amendments:

Statutory reservation by tne legislature of the right to amend
the statute - impairment of contracts issue.

Development of election procedures for the Board, including
financing of proxy fights, access to voting lists and mailing
machinery, and consideration of a regionalized board.

Solution of "single class of stock" issue created by the
voting rights of shares held by minors.



- Assessment of the definition of "resident"” provided in the
bill.

Assessment of potential for tax liability on initial issue or
otherwise to be greater than dividend.

- Criminal liabilitv of directors in certain instances.

Provision for cumulative voting.

TiC

-~mfT-iritation on voting trusts,

/-Requirement that feasibility analysis and other information be

AN-/provided to the Governor and the legislature in sufficient
time before a decision is necessary on financial cr other
state aic.

- Details of shareholder meetings, i.e., notice, location,
quorum.

AYL im itatior. cr assignemert of dividend rights.

/"L im itation or. ability of corporation tc acquire treasury
N shares.

- Shareholders' ability to amend the number anc terms of office
of the Board of Directors.

- Directors subject to removal by Superior Court at suit of 100
or more shareholders cr Attorney General for fraudulent or
dishonest acts or gross abuse.

() Limitation of ownership to one share.



To:

From:

Re :

Date:

MEMORANDUM

M6

Jerry Gauche
Markup Issues for State Affairs

A/23/79

Question of whether petition signed by 100 shareholders
IS TOO OPEN TO ABUSE AND WHETHER THE NUMBER OF SIGNATURES
REQUIRED FOR SHAREHOLDER NOMINATIONS OR BALLOT ISSUES

SHOULD BE SOME HIGHER NUMBER LIKE 500 OR 1,000,

Directors should be able to suggest changes in bylaws

TO be voted on by the shareholders even though the
shareholders prposed the bylaw, lurkcvtly the bill,

AT FACE 18, LINE 2, RESTRICTS THE BOARD FROM MAKING SUCH
PROPOSALS FOR ONE YEAR AFTER THE MEETING AT WHICH A

SHAREHOLDER BYLAW WAS PROPOSED.

Could allow more outside directors and still assure
Alaskan control by providing that a quorum of the board
MAY NOT BE CONSTITUTED WITHOUT A MAJORITY OF ALASKAN
DIRECTORS (INSTEAD OF THE CURRENT TREATMENT OF REQUIRING
THAT ONLY 1/A OF THE BOARD BE FROM OUTSIDE). BILL AT

PAGE 18 LINE 12.

Add clause which insures that legislative disapproval



Page 2

IF ARTICLES OR BYLAWS AND ANY LEGISLATIVE CHANGES
To THE GSOC CHAPTER WILL NOT AFFECT FINANCIAL
COMMITMENTS OF THE CORPORATION. BILL SECTIONS 330

(page 32) and 635 (page 57).

Suggest that to limit share ownership to Alaskans
PROVIDE DURING FIRST YEAR ANYONE CAN GET SHARES FREE
OF CHARGE, AFTER FIRST YEAR AND UP TO YEAR SIX MUST

PAY BOOK VALUE. BILL SECTION 7, PAGE 60/61.

New provisions on appointment of incorporators,

Discuss removing the lobbi”*st section from the

COMMITTEE AMENDMENT REGARDING POLITICAL ACTIVir 1S,
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James \!lvn were able t» create and fund ihe Economic and Drsr
opmcnt Corporation, a separate Swiss company, and pay Srjo.t
to Dr. Hubert Uci*brnd. a Swiss attorney, to stimulate Wist (,cr
man jet sales without the knowledge of the hoard or, apparentlv.
other senior executives

At j.M, chairman Bert Cross and finances vice president Irwin
Hansen ordered the company insurance department to pay out
$509,000 for imaginary insurance and the bookkeeper to fraudu-
lently record the payments as a “necessary and proper™ business
expense for tax purposes. Although the transactions lacked
required documentation, they were approved by both departments
and later “verified" by Il'skins and Sells, the outside auditor.

Ashland Oil Corporation’s chief executive officer, Orsvin E.
Atkins, involved at least eight executives in illegally generating and
distributing $801,165 in domestic political contributions, also with-
out question. Not only was the board not informed until the Spec-
ial Prosecutor’s Office and Internal Revenue Service compelled
Atkins to dribble out details of the misappropriation of funds, but
Ernst and Ernst, Ashland's accountants, did not effectively inves-
tigate any of half a dozen separate accounts it discovered that sug-
gested Ashland's illegal course of action.

the Cunt Grpt/rati n

The Legal Basis of Management Power

The legal basis for such a consolidation of power in the hands of
the corporation's chief executive is the proxy election. Annually the
shareholders 1 ’"h publicly held corporation arc given the oppor-
tunity of either attending a meeting to nominate and elect directors
or returning proxy cards to management or its challengers signing
over their right to vote. Few shareholders personally attend meet-
ings. Sylvan Silver, a Reuters correspondent who covers over 100
Wilmington annual, meetings each year, describes! representative
1974 meetings in an interview: At Cities Service Company, the
7“th largest industrial corporation with some 135,000 shareholders.
25 shareholders actually attended the meeting; EI Paso Natural (s*»
with 125,000 shareholders had 50 shareholders; at Coca Cola, the
69th largest corporation with 70,000 shareholders, aj sharchtdJer*
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*r<tuicii the annual meeting; at Bristol Meyers with 60,000 sharc-
t>Clvr\ a like 25 shareholders appeared. Even “Campaign GM,"
the most publicized shareholder challenge of the past two decades,
attracted no more than 3,000 of General Motors’ 1,400,000 share-
holders, or roughly two-tenths of one percent.

Thus, corporate directors are almost invariably chosen by
written proxies. Act management so totally dominates the proxy
machinery that corporate elections have come to resemble the So-
viet Union's euphemistic "Communist ballot"—that is, a ballot
which lists only one slate of candidates. Although federal and state
laws require the annual performance of an elaborate scries of rituals
pretending there is "corporate democracy," in 1973, 99.7 percent of
the directorial elections in our largest corporations were uncon-
tested.

Of the 6,744 corporations required to file data with the Securi-
ties and Exchange Commission, incumbent management retained
control in at least 6,734 companies, or 99.9 percent. In the 500
largest industrial corporations—corporations which account for
some 66 percent of the sales of all industrial corporations in the
United States—no incumbent management was even challenged in
1973. One-sided as these results arc, they arc entirely typical for
the largest business corporations. During the t8 years for which
data are available, 1956-73, management has won 99.9 percent of
all proxy solicitations in 10 out of 18 years.

THE IIF.ST DEMOCRACY MONEY CAN BUY

The key to management's hegemony is money. Effectively,
only incumbent management can nominate directors—because it
has a nearly unlimited power to use corporate funds to win board
elections while opponents must prepare separate proxies and cam-
paign literature entirely at their own expense.

There is first management's power tea print and post written
communications to shareholders. In a typical proxy contest, man-
agement will “follow up" its initial proxy solicitatior with a bom-
bardment of five to ten subsequent mailings. As attorneys Edward
Aranow and Herb Einhorn explain in their treatise, PI'OX)/ Contests
fsr Corporate Control.
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Perhaps the most important aspect of the follow-up letter is its role in
the all-important efforts of a soliciting group to secure \ﬁ\clatest dated proxy
from a stockholder. It is iharactcristic of every proxy contest that a large
number of stockholders will sign and return proxies to one faction and
then change their minds and want to have their stock used for the opposing
faction.

The techniques of the Northern States Power Company in
1973 are illustrative. At that time. Northern States Power Com-
pany voluntarily employed cumulative voting, which meant that
onlv 7.2 percent of outstanding shares was necessary to elect one
director to Northern’s 14-pcrson board. Troubled by Northern’s
record on environmental and consumer issues, a broadly based co-
alition of public interest groups called the Citizens” Advocate for
Public Utility Responsibility (CAPUR) nominated Ms. A oha
Snaby, a former Minnesota state legislator, to run for director.
These groups then successfully solicited the votes of over 14 per-
cent of all shareholders, or more than twice the votes necessary to
elect her to the board.

Northern States then bought back the election. By soliciting
proxies a second, and then a third time, the Power Company was
able to persuade (or confuse) the shareholders of 71 percent of the
2.8 million shares cast for Ms. Snaby to change their votes.

Larger, more experienced corporations arc usually less heavy-
handed. Typicall), they will begin a proxy campaign with a series
of "build-up" letters preliminary to the first proxy solicitation. In
Campaign GM, General Motors elevated this strategy to a new pla-
teau by encasing the Project on Corporate Responsibility’s single
too-word proxy solicitation within a 21-page booklet specifically
rebutting each of the Project's charges. 1he Project, of course,
could never afford to respond to GM?’s can,) aign. lhe postage
costs of soliciting GM’s 1,400,000 sharcholdc alone would have
exceeded $100,000. The cost of printing a docu lent comparable to
GM’s 21-page booklet, mailing it out, accompanied by a proxv
statement, a proxy card, and a stamped return envelope to ca b
shareholder might have tun as high as $500,000.

Nor is it likely that the Project or any other outside vhao*
holder could match GM ’s ability to hire "professional” proxy
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tors such as Gcorgcson & Company, which can deploy up to too
vtlicitors throughout the country to personally contact share-
holders, give them a campaign speech, and urge them to return
their proxies. By daily tabulation of returned proxies, pr fcssional
solicitors are able to identify on a day-by-day basis the largest
blocks of stock outstanding which have yet to return a favorable
vote.

Management's "army" in a proxy contest s ill also include at-
torneys to prepare necessary documents for the SEC and distract
the opposition with costly litigation; accountants and statisticians
to prepare the most self-serving financial analysis allowable; and
public relations adv:sors to prepare advertisements for trade jour-
nals and the financial section of major newspapers. In the past 25
years there have been no more than a dozen instances in which in-
surgents have been able to match management expenses in a major
proxy fight. Over the past decade, only the MGM proxy contest of
1967 has seen insurgents match management expenses in a large
corporation’s proxy contest for control.

A second advantage—and one that no outsider can match—is
management’s ability to use corporate personnel on its own behalf.
Clerical help and clerical facilities including printing presses, pho-
tocopying machines, and addressing machines are invariably em-
ployed. Salespersons skilled in talking to customers arc frequently
assigned to the telephones to answer inquiries and to supplement
the professional proxy solicitors by making direct calls to share-
holders. Moreover, senior executives can lie assigned to telephone
particularly important shareholders who may f; impressed by the
personal call of a top executive.

State corporations law has done nothing to correct this in-
equality of corporate resources. Although leading cases in Dela-
ware and New York have engaged in much gnashing of teeth about
limiting management expenditures to: (a) proxy contests involving a
policy" issue, (b) expenditures necessary to inform shareholders
d»out the "policy" issue, and/or (c) "reasonable” expenses—no dcci-
»**j sncc 1907 in cither jurisdiction has denied management the
p,o»cr to cvprrvl corporate funds or use corporate personnel cx-
*«ly at management chooses. Even such seemingly "unreasonable"
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expenditures as public relations counsel, “entertainments,” char-
tered airlines, limousines, and the inu'rect cost to the corporation
of using officers and cmph «»es on behalf of an incumbent director
slate have survived j ’dicial uuny. By contrast, state courts have
firmly established the rule msurgents, unlike management, arc
not entitled to reimbursement of any campaign expenses as a mat-
ter of right. Challengers must defray all their own expenses, with
the single slim hope of later I>cing reimbursed If they arc successful
and the stockholders approve.

MANAGEMENT CONTROL OK INFORMATION

Management's grip on corporate power is tightened by its au-
thority to print and distribute annual, quarterly, and other reports
to shareholders. Besides the formal proxy statement, these reports
usually embody the only detailed information shareholders receive
about their corporation.

Neither state nor federal law places any meaningful restric-
tions on the amount of money management may spcnu reporting to
shareholders. SEC Proxy Rules do require certification of financial
statements. I'nc report, however, "may I»e in any form deemed
suitable by the management” and is not subject to the same stan-
dards of truthfulness that the text of a proxy solicitation is sub-
jected to. Consequently, though every word of an insurgent share-
holder's communications with other shareholders may lie
challenged if it is arguably “l; »cor misleading,” most management
reports arc subject to no textual regulation whatever.

Unfortunately, management reports are frequently “fal.e and
misleading." They aie often written in an upbeat public relations
jargon which emphasizes “positive” aspects of the past business
year while rationalizing or ignoring management mistakes, financial
losses, cotporatc or cxceutiv«* criminal violations, or civil actions
successfully prosecuted against the corporation. Frequently, a
much as half of the text of : 1annual report is represented by over-
sized chan’, colored illus’.ations, and kindred public relations pm-
mickry.

There is often little difference between the text of a failing cr#
poration's annual report and a healthy corporations report l!e< rs
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ample, although subsequent congressional testimony made clear
that Lockheed would have gone bankrupt unless it received an
emergency loan guarantee from the federal government, I%ock-
hced’s ir/>9 annual report managed to ignore the prominent debate
in Congress over whether the federal government should “bail out”
the firm. Instead shareholders read the folio* ,.ig:

It is disappointing to have to record a net loss for the year. Yet set-
backs like this arc singularly possible in an industry so dependent cpon
government polic) and the ebb and flow of domestic and international de-
velopments.

We have experienced them before and in each ease have emerged
stronger than ever. W arc confident this will be so again. We say this not
out of easy optimism bur from the knowledge that we have many broadly
based defense and commercial programs with high business potential and
that we arc expending much technical effort to meet the nation's future
needs

The report then spent six pages suggesting that Lockheed's finan-
cial difficulties were primarily the result of contractual misunder-
standings with the federal government. It strongly suggested that
the federal government would compromise in these disputes. It was
only after the Senate voted an Emergency Loan Guarantee by the
razor-thin margin of 49-48 in August 1971 that ljockhccd reported
to its sh. ' alders that without this congressional subsidy the cor-
poration would have collapsed.

A similar lack of veracity appeared in the 1973 Annual Report
of the Franklin New York Corporation, whose principal subsidiary
was the Franklin National Hank, the largest state hank ever to fail
in the United States. Just a few months liefore the Comptroller
declared the Franklin National Bank insolvent, the corporation's
management reported to its shareholders that “In 1973 Franklin
crossed an important threshold so that it is now in a position to
enose Krward in establishing itself as a major worldwide financial
mnttitution and a leading money center banking operation.” No-
where in the report was any mention made of the foreign currency

or improvident real estate loans which four months
4'<t caused the bank's demise. This was a serious omission, for the
'T»”™ Ifrsnce id financial loss caused by Franklin’s collapse was
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absorbed by the sharcholdcr-rcadcrs of this report, not the manage-
ment or the public relations firm which wrote it. These share-
holdcr-rcadcrs were given absolutely no warning of what was com-
ing. no opportunity to even their prerogative to change
management or to vote a more tinu  dissolution.

Nor can insurgent shareholder btain much additional infor-
mation from their own corporation when they prepare tor a proxy
challenge. They lack the legal tools to gain access to live interviews
with corporate executives, board meetings, or memoranda which
could document internal debate, management error, derogations of
law. sloppy execution of policy, or even the content of manage-
ment's policy formulations.

All of which is a bizarre commentary on the Securities and
Exchange Commission. The federal security laws emphasize disclo-
sure. 1 he Commission has claimed that its Proxy Rules “represent
an effective contribution to corporate democracy"” because disclo-
sure enables individual investors to exercise some measure of con-
trol over the management of their corporation. Although the Se-
curities and Exchange Act of i<)j* autltoriz.es the SEC to require
annual and quarterly reports, including the authority to prescribe
“the items or details to lie shown in the balance sheet and the earn-
ings statement . shareholders can not compel their corpora-
tion to give a product line or division accounting so as to uncover
unprofitable operations. Specific management mistakes may thus
lie submerged in consolidated financial reports. Shareholders may
wish to know whether executives arc using expense accounts im-
properly or arc being indemnified for certain civil or criminal liabil-
ities. They cannot find out. They may wish to read minutes of the
meetings of corporate directors—whom they elect—or repotts '<
decisions by executives respecting corporate property—which
shareholders own. Under federal securities laws, they have no legal
rights to do so.

Under state statutory law, shareholders theoretically ha*r
bnud rights to examine corporate records. State statutes typical-*
authorize inspection of shareholder lists—without which a sh*ft*
holder could n«4 cscn begin a proxy solicitation—and “other
and records." Hut tho access is nrrumwrribnl by legal t*S' **
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mcnts of "good faith,” "proper purpose.” and minimum share own-
ership. as well as ample opportunities for management to delay
compliance with legitimate shareholder demands by forcing expen-
sive court tests.

Almost invariably shareholders presail in court battles to se-
cure a shareholder list, for, as a leading Pennsylvania decision put
it, “. . . the right to examine the stockholders' list is a basic privi-
lege of every stockholder of a corporation and should t*c given the
widest recognition as fundamental to corporate democracy.” But
the courts are reluctant tc enforce shareholder demands for other
information. Doctrinally, this has been rationalized as deterring ex-
cessive “stockholder agitation.” The Supreme Court of Minnesota

rather melodramatically explained why in the leading case of State
EX . Pillsbury v. Honeywell:

In terms of the corporate norm, inspection is merely the act of the
concerned owner checking on what i? in pan his property. In the context
of the large firm, ingxetion can lie more akin to a weapon in corporate
warfare. The effectiveness of the weapon is considerable: “considering the
huge size of many modern corporations and the necessarily complicated
nature of their h<x>kkccping, it is plain that to permit thousands of share-
holders to roam at will through their records will render impossible not
only any attempt to keep their records efficiently, but the proper carry ing
on of their business.” . . . Because the power to inspect may I*c the power
to destroy, it is imporunt that only those with a bona fide interest in the
corporation enjoy the power. . . .

Alarming as the specter of “thousands of shareholders roaming
at will" through once efficient corporations may lie, it can only be
cinjured up by courts so cunning as to overlook their inherent
judicial power to restrict any shareholder access to corporate data
to reasonable numbers of shareholders at reasonable times and rca-
finable places. Yet phantom or not, this rationale has been em-
ployed in recent decisions to deny one A&P shareholder access to
)¢ minutes of lioard meetings and information relevant to store
things; to deny Ralston Purina shareholders access to monthly
k* tn analyses employed by management- and to deny share-

‘et\of c.ulf Sulphur Corporation information concerning a firm
¢ 'S *fitch Ciulf proposed to merge.
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MANAGEMENT CONTROL OK THE LAW

Management power is further entrenched by three significant
legal advantages.

First, in approximately 90 percent ol all It. ge industrial cor-
porations, cumulative voting is not required. In these corporations,
a mini.. ..y of shareholders—even a minority as substantial as 49.9
percent—may be precluded from electing even one director to the
board.

Under cumulative voting, each shareholder is entitled to
votes equal to the number of his or her shares multiplied by the
number of directors to be elected. The shareholder may cast all
his or her votes for a single candidate or distribute them among
two or more candidates as he or she secs fit. Cumulative voting,
therefore, helps to protect the financial interest of minority share-
holders by assuring them voice on the board of directors. And it
protects tth0|It|Ca| interest if minority shareholders. For without
cumulative voting, the tendency of large industrial corporations
to perpetuate one-party rule is powerfully enhanced. As Pro-
fessor Chjrlcx M. Williams demonstrated after analyzing proxy
contests for the years 1043-1948, corporations with cumulative
voting were more than f" ice as likely to have proxy contests as
those without.

Because of these benefits, cumulative voting has enjoyed con-
siderable popularity. From 1870, when Illinois became the first
state to require cumulative voting, until 1955. 23 states had es-
tablished absolute- requirements for cumulative voting. Addi-
tionally, federal law requires cumulative voting for over 5,000
banks subject to the Federal Hjnking Act of 1933 (although the in-
tent of this law has often tx-cn frustrated by bank holding company
structures); and the Securities and Exchange Commission has con-
sistently required cumulative voting for corporations subject to the
Public Utility Molding Net of 1935 and corporations undergoing
reorganization under Chapter X of the Bankruptcy ' t. As an at-
torney snapped in 1950 in frustration at Wise*- isin's refusal
enact cumulative voting, “Cumulative voting is -0 ohsiousls in ac*
cord with «Hir basic political philosophy «/ group represents***
and the party system that it is difficult to understand the »
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tore's repeated rejection of it, except in terms of a response to the
pressure of corporate management’s interest.”

Unfortunately, "the pressure of corporate management’s inter-
est” often dix-s prevail in state corporation law. Between 1955 and
1972, li c states dropped mandatory cumulative voting. In 1973,
Michigan changed from mandatory to permissive cumulative vot-
ing; in 1974 both California and Ohio considered -but did not
enact—similar legislation. Today, in Delaware, as well as 32 other
states, cumulative voting is not required. True, in most of these
states, cumulative voting is permitted. In practice, however, per-
missive cumulative voting offers little but an illusory right. Studies
by Professor Wil'iams in 1951 and the Conference Board in 1973
indicate that only about 15 percent of the corporations in states
with permissive cumulative voting have provided for this right.

And even in those few corporations sshich voluntarilv institute
cumulative voting, most states provide ample devices to subvert it.
Although cumulative voting aims to prevent a simple majority from
maintaining absolute corporate control, Delaware permits a simple
majority to amend the corporate charter to repeal cumulative vot-
ing Anu Delaware and some 42 other jurisdictions allow the “clas-
sification of the Imard Of directors. This device reduces to one
(hire! or one half the number of directors required to stand for elec-
tion anually and thus increases the minimum vote necessary to
elect a director.

Management's second legal edge is its power to issue nonvot-
ing stix'k or classes of stix‘k with unequal voting rights. For ex-
ample, prior to December 1, 1955, there were three classes of stock
in Ford Motor Gimpany: common, Class A, and Class B. Only the
Class B shares (4.94 percent of total equity), all of which were
owned by Ford family interests, were entitled to vote.

Only Illinois and a few other states forbid the issuance of
classes or series of stock without voting rights. But the refusal of
bah the New York Stock Exchange and the American Stock Ex-
change to list corporations with nonvilting stock has substantially
reduced the number of corporations which may totally eviscerate
shareholder suffrage, although neither exchange actively enforces
«qual soring rights.

Ihe third statutory device for impairing shareholder suffrage
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rights is a provision common t» the law of Delaware ard ip.
parentlv every other jurisdiction requiring the suhmbsinn of prow
materials only to Shareholders of record. This innocent sounding
requirement effectively disenfranchises approximately 50 percent
of the beneficial owners of corporate stock in the largest industrial
corporations. For approximately 50 percent of the stock in the
1,800 companies traded on the New York Stock Exchange is held
bv mutual funds, life insurance or property and casualty insurance
companies, private pension funds (usually administered through
commercial bank trur departments), state and local pension funds,
foundations, university endowment funds or other institutional in-
vestors. | he result is a mockery of shareholder democracy: APProx-
imately <0 percent of the votes in our largest industrial corporations are
cast Byfinancial intermediaries—not the real owners.

These institutional shareholders provide virtually no check to
corporate management. Most financial institutions, according to the
sec’s 1971 Institutional Investor Study, follow what is known as
“The Wall Street Rule”: An investment in a business corporation is
considered an investment in that corporation’s management; if the
financial institution ceases to like what management is doing, the
institution sells the stock. By examining the voting practices of 215
large institutions between January 1. io*7 and September 30,
1969, the SEC determined that approximately 30 percent of these
institutions always voted for management (in elections other than
votes for directors). For the rcn fining institutions, both voting
against management and abstention were fo md "to be a relatively
infrequent phenomenon.” For example . only instances did
anv of the 215 institutions vote against an acquisition favored by
management, "a miniscule fraction of such transactions."”

The SF.C co lucted its study before the proliferation of share-
holder proposals directed at social issues and precipitated by Cam-
paign CM. In the past five years, some financial institutions have
established formal procedures to consider shareholder public policy
or ethical proposals. According to newsletters published by the
Council on Economic Priorities and the Investor Responsibility
Research Center, a small number of church-related funds, founda-
tions, and universities have supported shareholder proposals re-
specting disclosure of political contributions; withdrawal from
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s. «i*h Sfrica. Rhodesia, or Namibia; opposition to military pro-
duction; or review of corporate safety, environment, occupational
discrimination, or community programs. Since most institutional
shares are voted by banks, insurance companies, and mutual funds,
and these financial institutions have shown only a negligibly greater
willingness to oppose management, the overall pattern of institu-
tional voting has changed little in the past five years.

management control ok OTHER FUNDAMENTAL
DECISION-MAKING

Ilistorically, shareholders controlled the business corporation
rot only through the election of directors but ’Iso through share-
holders’ power to initiate and vote upon all tunc ncntal changes in
the character of the corporation. Management's ability to initiate
change was carefully circumscribed by requiring two-thirds or
three-fourths affirmative votes for charter amendments, bylaw
changes, mergers, sales of assets, stock issuance, recapitalization, or
dissolution and was further limited by shareholder appraisal and
prcei ptivc rights.

L’ndcr Delaware's General Corporation Law, shareholders
have lost nearly all power to initiate corporate change. Only the
board of directors may propose charter amendments, a merger, or a
sale of assets. The SEC Proxy Rules complement Delaware's cor-
pur.uion law by denying shareholders opportunity to communicate
opposition to management proposals or to suggest modifications in
management's formal proxy proposals.

This rout has Ik-co substantially replicated in all other leading
chartering states. Indeed, the trend of recent revisions to state cor-
poration law has been to attempt to deny the shareholder any vote
at all! Modern corporate draftsmen invariably write short, purely
formal cc.tificatcs of incorporation and then place most of a cor-
poration's actual governing rules in its bylaws, which the certificate
establishes can lie revised by the corporation’s directors without
any shareholder vote. F» example, when ITT rcincorporated in
Delaware in 1967, it did so by creating a Delaware corporation
called the “DcLitt Corporation" and by then merging ITT, pre-
viously a Maryland corporation, into DcLitt. The certificate of in-
corporation of DcCitt was only Vi pages long. It reads in toto:
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CERTIFICATE OF INCORPORATION'

7" Cemtent of Federal Chartering /93
lal 11l make, alter, amend or repeal the By-laws rtf the Cor-
p fziion.

ib) To direct and determine the use and disposition of any

OF
DCLITT CORPORATION annual net profits or net assets in excess of capital; to set apart out
AI’tiC'G | of anv of the funds of the Corporation available for dividends a

The name of the corporation is Dclitt Corporation (herein-
after called the "Corporation"). The name and mailing address of
its incorporators arc as follows;

reserve or reserves for any proper purpose; and to alxdish any
such reserve in tlu manner in which it was created.

(e) To establish bonus, profit-sharing, stock option, retire-
ment or other types of incentive or compensation plan- for the

NAME MAHISO ADDRESS employees (including officers and directors) of the Corporation

John J. Navin 350 Park Avenue, New York, N.Y. tooaa and to fix the amount ot the profits to lie d .tributes! or shared

William J. Donovan jjO Park Avenue, New York, N.Y. toon and to determine the persons tn participate in any such plans and
DcForcst Hillson jjo Park Avenue, New York, N.Y. tooaa the amounts of their respective participations.

Article j (d) From time to time to determine whether and to what ex-

The address of the registered office of the Corporation in the
State of Delaware is No. t«o West Tenth Street, in the City of
Wilmington, County of New Castle. The name of its registered
agent at such address is The Corporation Trust Company.

Article j
The purpose of the Corporation is to engage in any lawful
act or activity for which corporations may be organized unde'the
General Corporation law of Delaware.

Article 4
The total numlier of shares of stock which the Corporation
has authority to issue is 100 shares of capital stock of the par
value of $100 per share.

Article (

Whenever t**c vote ot stockholders at a meeting thereof is
required or permitted to lie taken for or in connection with any
corporate action by anv provision of the General Corporation
ljw of Delaware, the meeting and vote of stockholders may he
dispensed with if the holders of stock having not less than the
minimum percentage of the Vole required by statute for the pro*
posed corporate action shall consent in writing to such corporate
action luring taken, provided that ptompt notice must be given to
all stockholders of the taking of such corporate action without a
meeting and by less than unanimous written consent.

Article 4
In furtherance and not in limitation of the powers confrncd
by law, the lluard of Directors is expressly authorized.

tent, and at what time and places and under what conditions and
regulations, the accounts and books of the Corporation (other
than the stock ledger), nr any of them, shall lie open to the
inspection of the stockholders; and no stockholder shall have any
right to inspect any account or book or document of the Corpora-
tion, except as conferred by statute or authorized by the Board of
Directors or by a resolution of the stockholders.

(c) To authorize, and cause to be executed, mortgages and
liens upon the real and personal property of the Corporation.

Article7

The corporation reserves the right to ammo, alter, change »ir
repeal any provision contained in this Certificate of Incorpo-
ration, in the manner now or hereafter preverified by statute, ami
all rights conferred upon stockholders herein are granted subpct
to this reservation.

The key sentence is contained in Article 6: “In furtherance
and not in limitation of the powers conferred by law, the Hoard of
Directors is expressly authorized: (a) To make, alter, amend or
repeal the By-Laws of the corporation. . . What FIT trcd to
do, a so many other giant Delaware corporations have tried to do,
was to totally shut shareholders out of the governing process except
in those rare instances in which the Delaware General Corporation
l-aw' explicitly requires a shareholder vote—which is not very often.

True, technically, section 151(c) grants shareholders a vote on
management merger proposals. But this, in fact, is a mere snare

\
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n»r the dim-wittcJ Or.lv a small minority |,f corr*iratc f.m * <.
tually trigger this 'harsh"hit r tote. | he ovefw helming trsil..r  r-
ploy one ot three comcntion.il loopholes (di'Ct|"cd in the Suacm

Similarly. section 271 limits shareholder suffrage in a sate,
I"ise. or exchange of assets to transactions involving "all or tul»-
stantially all" of a corporation's property ami assets. Since most
large industrial corporations are highly diversified, this provision
effectively insures their shareholders will never vote. For example,
General Motors could sell an automobile division such as Pontiac
or Cadillac and not ".‘quire a vote. It could liquidate hundred-
million-dollar plants which manufacture refrigerators, diesel
engines, and trucks or auction off all 0f its Detroit real cst e anJ
relocate in the Peoples Republic of China, and shareholders would
have no choice in the nutter. Only if GM »xitl all assets used to
manufacture “automotive products” (about 75 percent of the cor-
poration) would a sale of assets require a shircholdcr vote.

Moreover, section 271 is the only Delaware statute concerning
corporate divisions. A Delaware corporation mav create and fund
new subsidiary corporations, regardless of size; liquidate these sub-
sidiaries or comparable divisions and distribute assets to share-
holders; or spin-off new corporations altogether without any share-
holder vote. As business corporations have evolved these new
forms. Delaware and other principal chartering states have deliber-
ately not kept pace. Corporate t .ccutiscs have not hesitated to take
advantage of this laxity. In the past three years many Delaware
corporations “avc "gone private” and lioughi up minority share-
holdings at bargain prices during a depressed stock market. This
will allow fasoresl shareholders or the fitin itself to reap the profits
when the company's stock price uses. Other senior managements
have used the merger provisions to prevent take-over bids—which
can benefit all shareholders—by requiring super majorities, such as
7j or yo percent, to consent to any consolidation or sale of the com-
panies assets.

Whither/ Wither the Board of Directorsf

But does not the tioard of directors with its sweeping statutory
mandate “to manage the business and affairs uf every corporation”
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J~.rsjf an internal check on the power of corporate executives?
No L*-ng ago the grandiloquent words of the statutes ceased to
have any operative meaning. "Directors,” William O. Douglas
complained in 1934, "do not direct.” ‘[TJhcrc is one thing all
hoards have in common, regardless of their legal position." Peter
Drucker lias written. “70ey do notfunction. ' in Robert Townsend's
tart analysis, “(MJost big companies have turned their boards of
directors into nonhoards. In the years that I've spent on
various boards I've never head a single suggction from a director
(nude as a director ar a board meeting) that pioduccd any result at
all.”

Recently these views were corroborated by Professor Myles
Mace of the Harvard Business School, the nation's leading author-
ity on the performance of Imards of directors. In DiTQCtOI'S—Myth
and Reality, Mice summarized the results of hundreds of interviews
with corporate officers and directors.

Directors do not establish the basic objectives, corporate stra-
tegics or broad policies of large and medium-sized corporations,
Mace found. Management creates the policies. The board has a
right of veto but rarely exercises it. \s one executive said, “Nine
hundred and ninety-nine times out of a thousand, the board goes
along with management. ** Or another, “l can't think of a
single time when the board has failed to support a proposed policy
of management or failed to endorse the recommendation of man-
agement "

I he Ix*ard does not select the president or other chief execu-
tive officers. “What is perhaps the most common definition of a
function of the Ix»ard of dim tors—namely, to select the presi-
dent—was found to lie the greatest myth,” reported Mace, “ldle
Ixiard of directors in most <ompanics, except in a crisis, docs not
select the president. The president usually chooses the man who
succeeds him to that position, and the board complies with the
Icg.il amenities in endorsing and voting his election.” A corporate
president agreed: “'l he former company president tapped me to be
president, and I assure you that | will select my successor when the
tim* comes." Ksen seeming exceptions such as KCVs 1975 ouster
of Rolicrt Satnoli frequently turn out to be at the instigation of se-
nior operating executives rather than an aroused board.
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lhe t*«ard's m!li j\ dociplinan m «f ihe i* - »
apparent than real. \x the buMncss-supported (a.ntcrcr R «f:
conceded. "One of ihe most glaring deficiencies attributed iKt

corporate Ixurd ... s irs failure to monitor and c\aluatc tlu ptr
formance of the- chief executive in a concrete wav.*’ To cite .1spc.
cific example, decisions on executive compensation .ire nude bv the
president—with perfunctory board approval in most situations. In
the vast majority of corporations. Professor Mace found, the com-
pensation committee, and the Ixurd which approves the recom-
mendations of the compensation committee, "are not decision-mak-
ing bodies."

Directors do not even ask discerning questions. It is consid-
ered "discourteous,’ a breach of “corporate manners” for directors
to “challenge” the president or other corporate officers. This can lie
a very expensive form of decorum, as the Penn Central’s share-
holders painfully discovered. At the time of its collapse in June
1970. Penn Central was the largest railroad in the country and the
sixth largest industrial corporation overall. W /hin a two-year
period, shareholders witnessed th* decline oi their shares from
$86.50 to S1.75.

Why? “lhe Ixurd was definitely responsible for the trouble,*’
recounted outside director E. Clayton Gcngras. “They took their
fees and they didn't do anything. Over a period of years, people
just sat there. [Ih.it poor man from the I nivcr itv of Pennsylvania
|! niversity President Gaylord P Illarnwcll), he never opened his
mouth. Ihey didn't know the factual picture and they didn't try to
find out. \s the Penn Central rushed towards its monumental
crack-up, the hoard routinely approved every pro|tos.i| forwarded
by management, \hhough Penn Central was dispciatr for capital,
the directors paid out nearly $too million in dividends. The Ixurd
never saw a capital expenditures budget. It never understood die
inaccuracies published in Penn Central's nnual reports Just six
hours Utorc the corporation filed its bankruptcy petition, the
Ixurd routinely approved new contracts for eight corporate cxe u-
lives, apparently unaware even then of the dimensions of the Penn
Centrals cri is. "All of this raises the serious question as to
whether giant corporations affecting the every day lives of our pop

lion . . . should continue to I*c goserncd in the traditional &
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, a or whether a new system of corporate directorships should Ire
Jeviscd.” concluded the House Hanking and Currency Committee.

Vet Ixurd* will continue to be dysfunctional as long as they
remain the creature of the corporate chief executive. For it is the
chief executive who, like the family owncr-managcr in a small cor-
poration, selects new members of the board. And it is the chief ex-
ecutive who de-selects existing board members when nominations
for the Ixurd arc necessary for annual shareholders' meetings.

Our ow n survey of the Ixiards of the too largest industrial cor-
porations found that the average Ixurd had a total of 14.49 direc-
tors, including 7.93 “outsiders” (that is, directors who were not
employees of the corporation) and 6.56 insiders (or employ ee direc-
tors). Sonic 69 percent of the outside directors were fellow cor-
porate executives; 6 percent were investment hankers; 7 percent
were lawyers. Only 2 percent were women; a lesser percentage
were black. Ilcncc over 90 percent of the directors of our largest
corporations cither worked for the corporate chief executive or
were fellow corporate executives, corporate hankers, or corporate
lawyers.

Most "outside" dit tors appear to I»sc chosen liccausc of their
statu*. “Presidents and chairmen of large and respected compa-
nies," one corporate president observed, “enjoy the prestige of
serving on similar large and respected company boards. 1hey arc
identified with their peers. 1hcy find the experience socially satis-
fying. Outside directorships provide a few more lines in their Who's

0, and it is a little bit like Iscing knighted to say ’I'm a director of
General Motors, or General Electric, or AT&T.”” Frequently, the
chief executive chmtscs his friends, or individuals known to lie
"sympathetic" or "congenial,” to lie directors. “You certainly don't
want anyone on your board who even slightly might lie a challenge
011 a question of your tenure, so you pick personal friends uith
pr Mgr titles and names,” a corporate president explained. An-
other executive agreed. “What would you do if you were president?
You control the company ami you control the Ixurd. You want to
perpetuate this control. . . You sure as hell arc not going to ask
Ralph Nader. . . *

At its worst, the outside director system degenerates into a
private club, as the president of a west coast company explained:
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V«j'c eto rrntnlir but the outMili ttirivrors nt liter n»v o, .
rcjT'onjl companies jrc rt iilir, of j »>n of club. lo |.t cor:»ulin,| f.<
nu»*ioi> ymi iiiihi hj»e thi title prciiilint or chairman of j ft-spcntal«
and respected organization. ihis ®ewhat some voung people call thr 11-
tahlishmem. Hu: these are the people you do business ssiih, trasil around
uith. scrsc on community projects with—and it has to be a croup the
mcmticrs of which gx* alone together Regionally c.vh area has its elite.
Sometimes many will in fact I»e members of the same golf or social club.
llet -i" iais \ngcles you will find a great number of directors with mem-
I>crship in the l.os Angeles Country Club; in Cleveland the same is true of
the | nion Clul>—each city has its hard core members of the dub group.

hxccptinns to this pattern become news events. In reporting
on (iencrul Motors' to't annual shareholders’ meeting, the Wall
StreetJonnut noted that, “ 1he meeting's dramatic highlight was an
impassioned and unprecedented speech by the Rev. Leon Sullivan,
C«M s recently appointed Negro director, supporting the Kpiscopal
Church's efforts to get the company out of South Africa. It was the
first time that a Ci.M director had ever spoken against management
at an annual meeting." Now Rev, Sullivan is an unusual outside
director, being (ieneral Motors’ first black director and only "ptil>-
lic interest” director. Hut what makes I-con Sullivan most extraor-
dinary is that he was thr first director in Ay major American cor-
poration to come out publicly against his own corporation whir i.,
operations tended to support apartheid.

Net as lethargic as nur.iiu directors usually are, employ¥*,
directors tend to |»c “vcn less effective. |he typical vice prcsi-
dcnt/inside-director iv in a very precarious position at a board meet-
ing. Unwilling to say anything in disagreement with his Ixtss, he
usually sits quietly and waits until lie is railed upon to speak Dis-
agreements with other corporate executives arc invariably resolved
out of thr Ixurd room. |he effect is to present outsiders with a
“united front”: to make the corporate chief executive's elccisions
seem inevitable.

So stalfcel, bwul meetings in most large industrial corpora-
tions have become formalized into a monthly or bimonthly ritual,
usually lasting aUntt one to three hours. Much of this time is con-
sumed by pcrhipx a jo-minute to an hour review of operations for
the last pcuod (month or quarter) by the president or vice president
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4 firane'e. 1his is followed by board approvals of capital appropri-
ations ami of the actions of the executive committee taken since the
last meeting. | he meeting often concludes after senior executives
have described a new rcscar< mdevelopment or a major operations
program. Usually the entire meeting—which is closed to share-
holders—is choreographed by the corporate chief executive. He
chixises which officers shall speak. He writes the agend*. When he
wants to he asked about a particular issue, he plants the relevant
question.

The impossibility of so infrequent or so circumscribed meet-
ings of the board enabling directors to effectively "manage” their
corporation was sardonically illuo.atcd by the congressional testi-
mony of II. O. Ilavemcycr, a corporate chieftain of an earlier day:

Q. As a menilicr of that Ixurd, vvhn else have you done?
A. O, | have convened and talked.

Q. You have convened and talked?

A.  And adjourned.

Q. Well, you have convened and talked?

A. And agjuunreJ

Q. Well, what have you talked about?

A Statunet

Ibis testimony was given in 1HH7 when outside directors were
typically the "tools" or "dummies™ of the controlling corporate
president or hank. A popular gag on Wall S eet was that the role
of an outside director was to receive his five-dollar gold piece at the
start of each meeting and then obediently fall asleep. Directorial
lassitude is not so obvious today. Yet considering that the size and
complexity of corporate enterprise has significantly increased sinic
iKh? while the frequency and length of directors’ meetings has not,
it is a lair assumption that the outsiders who olicdicntly nod
through ceremonial Ixurd meetings today arc little better informed
than their brethren wbo slept before them.

Certainly directors' sources of information remain as much
subject to management control Onlay as they did 90 yean ago.
After resignin'* from TW’Vs board, former United States Supreme
Court Justice Arthur (ioldberg had this complaint: “What the typi-
cal Ixurd of directors gets is a recommendation which seems mono-
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lithic. . . . It's not like a court, where .1 judge can order 4 hurt
from both sides." Recently the quantity of preparatory information
available to outside directors has significantly increased. Yet the
thickened reports and whirlwind plant tours are still only what the
corporate chief executive wants outsiders to sec. "In manv corpora-
tions,"” found Professor Mch in Eiscnbcrg, “the executives go so
far as to wholly deny the Ixurd—supposedly entrusted with su-
preme power over the corporation—access to certain categories of
information." For instance, a 1971 survey {3362341 17 per-
cent of 474 industrial firms sent manufacturing data to directors
prior to board meetings, only 21 percent sent marketing data, and
11 percent sent no data at all.

And outside directors have little personal incentive to doubt
management. A 1973 survey of 378 manufacturing corporations
with assets of $jo million or more showed that outside directors
received median annual fees of approximately $3,900, while inside
directors generally are not paid at all. On top of the $100,000+ in-
comes typically earned by outside directors, who arc corporate
chief executives or vice presidents, leading investment bankers, or
law firm partners, such annual retainers or meeting fees scent like
peanuts. The result is counterproductive. Outside directors ratio-
nalize mu doing very much by the fact they arc not paid very
much.

How, then, can one reconcile the grand imperative, " | he
business and atfairs of every corporation . . shall Ik managed by
or under the direction of . , .a ixurd of directors" with the reality
of this “non decision-making body"? | he fashionable response is
that the Ixurd is 3 legal fiction. Management control has over-
whelmed the rule of law

I his widely held view i\ only halt right. Management has
deposed the Ixurd of directors—hut it has done so under color of
law. No rule within the modern corporation statutes prohibits
management from nominating and serving as directors. Corpora-
tion law has abrogated directionj| independence bv omission.
Moreover, even il the statutes provided x, utur.il eifeguards to
maintain the independence of the Ixurd. these could not undo the
cltcct of two provisions found in most state corporation law*.

The Content of Federal Chartering / 101

Ilhe first provision is exemplified by a Delaware Corporation
Ijw section which provides that a director shall “be fully protected
in reiving in gixxJ faith upon . . reports made to the corporation
by anv of its officers." The meaning of this provision is very sim-
ple. Directors have no duty to know. "Unless something occurs to
put them on suspicion that something is wrong, directors arc en-
titled to rely on the honesty and integrity of [management].” held
the leading ease of Graham v. Allis-Chalmm Manufacturing Company .
Directors are not required to "put into effect a system of watchful-
ness.” They need not anticipate problems nor verify the accuracy
of reports upon which they rely.

A second provision of the Delaware General Corporation l-aw
accomplishes the same result by allowing the Ixurd toformally de-
legate responsibility for most corporate business to a committee
dominated by inside directors. Our survey of the 200 largest indus-
trial corporations indicates that approximately two-thirds of the
corporations had withdrawn directorial powers from the full
Ixurd—typically a majority of whose members were outsiders—tc
an executive committee at least haK of whose members were in-
siders.

A much smaller number of corporations accomplish a compar-
able result by delegating authority to an insider-slominatcd finance
committee. In our survey of the 21Xl largest industrial corporations,
we found that 16 corporations had delegatee! authority to a finance
committee, half or more of whose members were insiders.

Examples of the delegation of the Iwurd's authority to either
an insider-dominated executive or finance committee have Ix-en well
elcscribed by attorney John A. McMullen:

At IBM—four directors, .ill top level officer* of the corporation, control
the all-important executive and finance committees; in addition, three of
them arc mendier* of the powerful Corporate Office. At CJ.M, four or five
men, all inside director* of the company, dominate the executive ami fi-
nance committees of the Ixurd a* well a* the .ministration committee
comprised of key officers and director* . Dui’ont's executive commit-
tee consist* of the company's chairman of the Ixurd, president, and six se-
nior vice presidents. Each of these men is entirely relieved of day-to-day
functional responsibilities; each operates yxntly with hit fellow committee
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mcmli>er» io> wt overall corporate p*lies. and acts nnly as in advisor t>the

operating department from which he originally derived his skills, training,
and experience.

Vet. whether or not the board formally resolves to delegate op-
erational authority to an executive committee between board meet-
ings, the actuality is that employee directors or other senior execu-
tives invariably exercise the powers of initiation. It does not matter
whether key corporate decisions are initiated by a single corporate
autiacrat or a Itoard committee or a committee operating out «f the
office of the president. Senior executives call the shots. This is
what Bcrlc and Means meant by their insightful descriptions of
"management control.” This is why state corporation law is mori-
bund. Not only is it written by corporate management’s represen-
tatives, it is also hopelessly inaccurate. In appreciating the law of
corporate governance, one rule above all others must be followed:
Concentrate on the omissions. Where state law does not require direc-
tors to be, corporate executives inevitably arc.

The Limitations of Shareholder Litigation
ST.UF LAW. TIIF NON-DL'TV OK CARF.

Th* erosion of shareholder authority within the corporation
would jc less serious if shareholders were able to oppose the abuses
of corporate management in court. In theory, civil litigation re-
mains the shareholder's ultimate check. lhe problem is that, ex-
cept f - certain limited claims under the federal securities laws, it
rarely wot's Long ago judicial doctrines rediced the state share-
holder au..m to a trivial value.

Karlicst was the judicial rejection of the principle of ultra vires
action In its classical form, the doctrine of ultra vires envisioned
the corporate charter as a contract lietwectt the state, corporate
management, and the shareholders. Corporations were prohibited
from performing certain acts, not because they were illegal but
because neither the state nor the shareholders had agreed to thctn.
Shareholders could enjoin corporate officers and directors from en-
gaging in actions "beyond their powers." Accordingly, in a leading
1867 case, a single shareholder blocked a railroad from extending

/ __-_TL «
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its railway to a more distant point than that specified in the
charter because that was not the enterprise he had bargained for.

With the rise of the corporate enabling acts, the principle of
ultra vires declined. Shareholder limitations were overridden
through court discoveries of "implied” or “auxiliary” powers. In
the 1896 case ofJacksonville M. P. Ry. & S'av. Co. v. Hopper, for ex-
ample, the United S ates Supreme Court held that the Florida
railway company might engage in leasing and running a resort
hotel, on the curious logic that “to maintain cheap hotels or earing
houses , . . would not be so plainly an act outside the powers of a
railway company as to compel a court to sustain the defense of
ultra vires. By 19JI, Fletchers Cyclopedia of Corporations
could proclaim, “the theory that a corporation can do no acts
beyond its authority [has been) d:scardcd by a majority of the
courts in the country."

Paralleling the decline of ultra vires has been the universal re-
fusal of state courts to hold corporate directors or officers liable for
negligence. Because they arc vested with great power over other
people’s property, the law has always nominally required, in the
language of the present New iork statute, that "Directors and
officers shall discharge the duties of their respective positions in
good faith and with that degree of diligence, carr and skill which
ordinarily prudent men would exercise under similar circumstances
in like positions."

In practice, the typical judicial or statutory formulation of the
duty of care is too vague to require much of anything. As Yale lau
School's Professor Joseph Bishop concluded after an extensive re-
view of the case law :

The surdi for cases in which directors of industrial corporations have
been held liable ... for negligence uncomplicated by sclf-dcaling is a
search for a very small number of needles in a very large haystack. Few are
the eases in which ihe stockholders do not allege conflict of interest, still
fewer those among them u hich achieve even such partial success as denial
of the defendant's motion to dismiss the complaint.

In all, Professor Bishop was able to find only four recent cases in
which a state court held that a shareholder had alleged a good cause
of action for negligence uncomp icatcd by sclf-dcalir.g. In only one
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of these cases did a state court rule on the merits that a corporate
officer wjs liable for negligence. And in that ease, the worn "neg-
ligence" had been used as a euphemism for dishonesty.

This result is pri turily the fault of statutory draftsmen. They
have refused to identify bin: a corporate officer meets his duty of
care. 1 hey have never identified what specific actions he must per-
form; what specific responsibilities arc his. In the absence of a clear
standard from the legislature, state courts have refused to guess.

At most, state courts will hold corporate directors or execu-
tives liable for conduct involving obvious self-enrichment such as
fraud, misapplication of funds, diversion of corporate business op-
portunities, or causing the corporation to make excessive payment
for the purchase of their property. Yet even in these types of cjscs,
where the actions of corporate officers amount to simple and obvi-
ous theft, the procedural rules of state corporation law tie been
skewed to discourage shareholder suits.

I he most onerous bars to shareholder litigation arc the so-
called "security for expenses" provisions enacted by New York,
New Jersey. Pennsylvania, Michigan. California, and 13 other
states. 'l hcsc provisions require a complaining shareholder owning
less thj.t a stated at .mint of stock—typically j percent of the stock
or shares worth less than $50,000—to "give security for the reason-
able expenses, including attorney's fees, which may be in-
curred” by both the corporation and the parties defendant in a
shareholder action. Since the cost of defendants' legal fees may
’mount to hundreds of thousands of dollars, the security for ex-
pense provision, when enforced. presents a formidable barrier to
shareholder action.

1he rules respecting attorneys' fees pose a second procedural
pitfall for shatcholdcr actions. Nearly every jurisdiction provides
thar only shareholders whose suits arc successful may !>c reim-
bursed by the corporation for attorneys' Ices. This rule seeks to dis-
courage attorneys front bringing nonmeritonous suits. Several
states, however, further provide that attorneys’ fees may e
awarded only it a substantial monetary benefit is conferred upon
the corporation. As a practical matter, this standard precludes
shareholder litigation in all cases except those of overreaching
whet : a monetary benefit—the amount taken—is readily apparent.
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In all other eases it is normally cheaper to sell the stock than to
compel the corporation to obey the law.

FEDERAL SECURITIES LAW: “TAKING OVER
TIIE UNIVERSE GRADUALLY"?

To some extent, federal securities law—and federal court deci-
sions—have compensated for the atrophy of state shareholder pro-
tection.

In 1968, the influential Second Circuit Court of Appeals
handed down its celebrated S.E.C. v. Texas Gulf Sulphur decision
which revolutionized the case law interpreting Rule tob-j under
the 1934 Securities and Kx>.hangc Act. Rule iob-5 provides that it
is unlawful for any person to employ a fraudulent scheme, to make
any untrue statement, or to fail to state a tK-rtincnt fact when
purchasing or selling a security. Texas Gulf substantially broadened
this antifraud rule by holding that corporate directors, officers, and
employees violated iob-5 when they pu hascd company stock
knowing of a huge mineral strike before this fact was generally
known or communicated to the public.

A federal district court, also in 1968, ruled in Escott v. Ear
Chris—a decision some commentators initially believed would have
even greater effect on directorial behavior than Texas Gulf. In Bar
Chris security holders asserted that a ltowling alley construction
company that had sold them convertible debentures had filed a reg-
istration statement prior to the sale of the lionds which contained
false statements and omissions. After concluding that the registra-
tion statement did. indeed, contain numerous inaccuracies, the dis-
trict court stunned Wall Street by holding all nine dSectors who
signed the prospectus—including two new to tne board—
liable. In summing up their liability, the court seemed to move hr
toward creating a federal dutv of care, at least with respect to regis-
tration statements;

Section 11 imposes liability tn the first instance upon a director, no matter
how new lie is. lie is presumed to know his responsibility when he I>e-
come* a director. |lc can escape liability only by using that reasonable care
to investigate the facts which a prudent man would employ in the manage-
ment ot his own properly. In my opinion, a prudent man would not *ct in
an important matter without any knowledge of the relevant facts, in sole
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reliance upon representations of persons who are comparative strangers
and upon central information which d<es nor purport to cover the particu-
lar case. To say that such minimal conduct measures up to the statutory
standard would, to all intents and purposes, absolve new directors from re-
sponsibility merely because they arc new. This is nt t a sensible construc-
tion of section 11. when one bears in mind its fundamental purpose of
requiring full and truthful disclosure for the protection of investors.

The cumulative result of these and other federal securities law
decisions led the Wall Street Journal to exclaim in early 1973,
"(DJircctors of corporations now face more perils than Pauline ever
did!" In a similar vein. Harvard Law School’s securities expert,
Professor I-ouis latss, observed in 1969 that "'he prcat Rule iob-5,”
which had emerged as the princinal basis of liability under the fed-
eral securities laws, “seems to >c taking over the universe gradu-
ally.”

In retrospect, both views seem overstated. The basic reason
the securities laws will neither “take over the universe™ nor
seriously “imperil outside directors" is that they arc restricted to a
discrete set of securities transactions. Although present securities
laws do require corporate officers to file with the SF.C accurate pe-
riodic financial reports and securities registration statements, not
make false and misleading statements in proxies, nor defraud out-
siders in connection with their own securities purchases or sales,
the securities laws do not, emphasized the Supreme (.‘otirt in 1971,
reach transactions which uthctwise involve "internal corporate mis-
management.”

And in late 1973, the Second Circuit Court of Appeals held in
lanta Dreicl that only corporate officers who recklessly or delib-
erately defrauded shareholders could be held liable (or money dam-
ages under Rule tob-e. In refusing to follow the reasoning of the
district court in the Etootl v. Bar Cbris case, the appeal* court made
plain that an outside director who was "merely negligent” in Itts
participation in a fraudulent securities transaction had little to fear.

The Consequence of IMina and similar recent decisions has
Inert to lease federal securities law in a crazy quilt pattern. The
federal securities laws, for example, will not reach a deliberate
though not sclf-enriehing decision of corporate executives to engage
in an unprofitable line of business unless there has been an accom-
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panying failure of disclosure. Nor will they reach decisions which
do enrich corporate officers unless they involve security transac-
tions. Liability seems so haphazard and fortuitous that former SEC
Chairman William Cary was moved to complain:

There is no justification for afederal law disciplining or holding a tippce lia-
ble for misusing inside information concerning management decisions but
not monitoring the misconduct of management itself. , , . It is absurd that
a corporate transaction, clearly unfair though perhaps not fraudulent,
should be subject to attack in the federal courts only upon the ground that
it has not been disclosed to shareholders rather than because of its inherent

inequity.

NULLIFY IHE JUDGMENT: ,NDEMNVACATION
INSURANCE

Not only is it difficult for shareholders to successfully sue
their companies, hut even successful judgments often can be nulli-
fied. Seventeen states today permit corporations to purchase in-
dcmnificaiion insuran  for their directors and officers against, in
the words of a typical policy, any “wror Tul act (committed) . . .
in their capacities as directors or officers."” A 1974 survey of the
Fortune 500 list found that 80 percent of these companies carried
indemnification insurance. A similar sample of corporations listed
on the New York Stock Exchange found that 76.1 percent carried
such insurance. Since indemnification insurance was virtually un-
known as recently as a dozen years ago, and most insurance poli-
cies were purchased within the past five to seven years, it is a fair
assumption tha nearly every large industrial corporation permitted
by state lasv wi'l carry indemnification insurance within a short
time.*

«One reason for the enormous Itip in thr number of corporations carrying in-
dciiimueation insurance has lieen the scare tactics employed by the insurance com-
panies. lhe general tenor <4 their approach it illustrated by an advertisement tm
page six of the Wall Simt Jimnut, March at, 1968, featuring 1 composite photo-
graph tit a board of directors presided riser by a stuffed duck and the explanatory
text, "As a corporate offt-  or director, you may lie a sitting duck toe a shaichnidcr
or third party liability tut." A similar ad appears on page nine of the tame itsue
uherein a sullen looking stockholder announces that he "might jusi sue every com-
pany director reading thit newspaper.” and reminds the (rttumaMy panicking
directors that he it jut! one at “14 million potential enemies."
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There is. to be sure, a persuasive case for indemnifying cor-
porate directors against the costs of nonntcritorious legal claims. If
innocent directors had to settle such suits Itecause they lacked the
resources to hire competent attorneys, responsible men and women
would be discouraged from becoming directors. But current in-
demnity statutes are not limited to the purpose of protecting in-
nocent officers from the costs of nonmcritorious suits. They also
protect guilty officers from accountability for their wrongs and
reduce incentives for lawful conduct.

Delaware's statute exemplifies this ovcrhrcadth. It allows a
corporation

to purchase ami maintain insurance on b naif of any person who is or was
a director, officer, employee or agent of the corporation . . against any
liability asserted against him and incurred by him in any such capacity, or
arising out of his status as such, whether or not the corporation would
hasc the power to indemnify him against any such liability under the
provisions of this section.

As written, this provision permits the corporation to insulate its
officers from all potential liabilities. Officers may Ik- insured
against any negligence, self-dealing, looting the corporation or em-
bezzlement, all conflicts of interest, and deliberate statutory viola-
tions They may be reimbursed fur violations of federal safety, civil
rights, environmental, tax. or antitrust laws. They may even be in-
sured against the same judgments in derivative actions that an ear-
lier provis m of the same statute provided a corporation could not
indemnify directly.

Delaware defends such insurance as a form of compensation,
arguing that the corporation could make a larger compensation ar-
rangement with the executive and let him pay for the insurance
himself. But the question is not how much officers’ compensation
should lie. hut rather whether wrongful acts ihould I>c indemnified
at all. Why should an executive of a drug company lie indemnified
for the costs of a criminal fine if he is convicted of allowing a harm-
ful drug to injure several thousand people when the same act as a
private individual would send him to jail? An untenable double
standard has been created. The more powerful jn executive be-
comes, the less like, he is to pay for an abuse of power.
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Conflicts of Interests

In almost every primary economic relation of the ndustrial
corporation—to competing corporations, to banks, to suppliers, to
distributors, to investors—the law now permits (in many instances,
encourages) the most blatant divisi >n of loyalties.

Most threatening is the anticompetitive practice of interlocking
directorates. A philosophic cornerstone of American business is that
vigorous competition will enable firms to have comparable access to
capital, supplies, distributors, an| markets, and thus an equal
chance to succeed or fail on the merit . But if competing corpora-
tions place directors on each other's boards, there is opportunity to
conspire on price or territory. If corporate officers sit on the boards
of their banks or suppliers or distributors, there arises the obvious
temptation to obtain preferential treatment based on favor and
friendship. Then the race is not to the swift, hut to the well-con-
nected. Louis Hrandcis saw the problem early in this century:

The practice of interlocking directorates i» the root of many evils. It of-
fends laws human and divine. Applied to rival corporations, it tends to the
suppression a competition and to violation of thi Sherman law. Applied
to corporations which deal with each other, it tend’ o disloyalty anil to
violation of the fundamental law that no man can sirsc two masters. In ei-
ther event it lead' to inefficiency; for it removes incentive and destroys
soundness of judgment. It is undemocratic, for it rejects the platlorm: “A
fair field and no favors"—substituting the pull of privilege for the push cf
manhood.

With Brands!* as . major proponent, Congress in 1914 enacted the
Clayton Act, section 8 of which expressly forbids any person from
serving Q1 the boards of two or nvrc competing corporations.
until recently, however, section 8 had not been enforced, fhrough
19Ja, some 38 years after the enactment of the Clayton Act, the
Department of Justice had not lit! tied a single case to a decision
by a court. Through December 197;, the Department had insti-
tuted a total of 13 cases. The Fcdcnl Trade Commission, which
has concurrent enforcement responsibilities, had filed only 13 com-
plaints under section 8 of the Clayton Act through January 1965.
Only one of these complaints resulted in a ccavc and desist order;
the remainder were dismissed when the directors involved discon-
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tinned the prohibited relationship. As Chairman Emanuel Ccllcr's
House Antitrust Subcommittee concluded in 1965 after a lengthy
study of interlocks among competitors: enforcement had been nei-
ther "prompt nor vigorous."*

Shortly after Ccllcr’'s study was released, economist Peter
Doolcv calculated that there were a total of 4,007 directorships
held b’ te directors of the 200 Ilargest nonfinancial cor-
porationl and the 50 largest financial corporations. “While most
of these directors sat on a single board, 562 sat on two or more
boards: Five men held six directorships each. In all, 1,404 direc-
torships were held by multiple directors.” Two hundred and
thirty-three of the 250 corporations had at least one director who
sat on the hoard of at least one other of the largest corporations.
Most significantly, fully 29" interlocks involved companies which
were competitors. "W hile illegal under the Clayton Act," observed
Professor Doolcy, "the law has not been effectively enforced, so
that the institution of interlocking directorates continues to provide
a vehicle for restricting competition. "

Our ov. n more recent survey of the boards of directors of the
jo largest industrial corporations identified eight apparent instances
of illegal interlocks. John T. Connor, for example, is both a direc-
tor of General Motors and Chairman of Allied Chemical, though
Allied Chemical produces seat belts, shoulder harnesses, and air-
bags, all of which GM either presently mnnufactu'cs or potentially
could. Dean McGee is a ircctor of General Fleetric ami Chairman
of Kcrr-McGecc, tiiougo .10th sell nuclear fuels. Henry S. Wingate
is a director of both U.S. Steel and International Nickel Company
of Canada, both of which mine nickel, ir »n ore. and other compet-
ing metals.

Even beyond inadequate enforcement of its provisions, section
8 only forbids interlocks among competitive corporations. In-
terlocks among corporations which provide services, supplies,

= In the past three year* the Keelerll trade Commission ho Ircgun to enforce
the Act, bringing three major action*, tlu nn>i iniportant of which required ecvrn
directors common 10 the tmaide of 13 competing oil aiul gae corporatione to rreign
More recently the Justice Department awoke from lie long elumUr and brought an
ae'tion in ig-j against the Hank of America holding company and certain insurance
companies which allegedly cnmprtcd in prusiding designated services
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funding, or distribution for each other equally violate the fun-
damental law that no man can serve two masters. They are also far
more numerous. In 1974, the Center for Science in the Public In-
terest analyzed interlocking directorates and advisory committee
connections of the eighteen largest United States oil corporations.
They found 460 interlocking connections in all, including 132 in-
terlocks with banks, 31 interlocks with insurance companies, 12 in-
terlocks with utilities, 15 interlocks with transportation corpora-
tions, and 224 interlocks with manufacturing and distribution
corporations. Oil company tics with banks (which supply capital),
insurance companies (which provide an underwriting s’Ticc), dis-
tribution companies (which distribute oil company products), and
utilities, transportation, and manufacturing corporations (which
purchase oil products) inevitably diminish the arm's length atmo-
sphere in which effective competition thrives.

Such clubbishncss, however, is typical of this nation’s largest
corporations. Our survey of the jo largest industrial corporations
and to largest commercial banks found that the 50 largest indus-
trialists had 54 interlocks with the to leading commercial banks and
24 interlocks among themselves. Our survey also established that it
has become a common practice for the leading commercial hanks to
bring together competitors on their hoards of directors. For ex-
ample, on its board Chase Manhattan unites directors from com-
peting companies in four industries: industrial chemicals (Allied
Chemical, Cclancsc, and Commercial Solvents Corporation): drugs
(Pfizer and Squihh); paper goods (Cclancsc and International
Paper); and oil (Exxon, Royal Dutch Petroleum, and Standard Oil
of Indiana). Continental lllinois brings together leading agricultural
equipment producers Caterpillar Tractor and international Har-
vester, food producers Exmark and Kraftco; and railroads Chicago-
Milwaukce and lllinois Central.

When interlocks are viewed on a city-by-city basis, it becomes
clear that there arc substantia) social costs as well—as in the
ease of Minncapolis-St. Paul. In January 1971, Richard Gibson, a
methodical staff reporter for the Minneapolis Si*  described the
social structure of a major industrial city by examining the boards
of the :0 or so leading Twin City industrial corp itions and eight
leading banks. What he found was a tight little net or what he
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calico swapping: Burlington Northern placed its executive on the
board of General Mills, and General Mills reciprocated by placing
an executive on the hoard of Burlington Northern. Honeywell,
Pillsbury, jM, jnd Dayton Hudson just placed executives every-
where, as did the leading hanks.

Put Gibson went bcvond the statistics and examined the per-
sonalities involved. He found that the boards of the 30 leading cor-
porations in a major metropolitan area of some two million people
were dominated by 19 men. Eight served on three or more boards:
five men served on four boards; six served on five hoards or mor
Crucially, these were the men that served as chairman or led th=
key committees. All hut one of these men. Professor Walter | Idler,
was a corporate executive. Fourteen of the 19 were corporate chief
executives. Examined in social terms, the economy of Minneapolis
looks like an oligarchy.

Certainly no one would argue that all interlocks, whether
among competitors, in financing, supply, or distribution relations,
direct or indirect, lead to collusive behavior. But it is unnecessary
that any interlock occur. There are sufficient directors available so
that each board may he staffed by disinterested persons. The costs
of interlocks—favoritism, joint price or output actions, discour-
agement of entrepreneurs—must be weighed against what arc at
best negligible advantages.

Conflict of interests can also occur when large industrial cor-
porations invite their investment hanker or outside counsel to serve
on their boards. For the investment hanker, especially, this creates
a stark division of loyalty. In addition to underwriting security of-
ferings and rela* Icorporate financial services, he typically docs in-
vestment counseling, employs brokers, and administers mutual
funds. He is ju>i as likely to perceive his primary obligation to rut.
to his investment clients as to the shareholders of the corporation
he directs. As one top executive explained, "As soon as you have
an investment hanker (on the I>oard|, you put yourself in a position
where one group of shareholders might I*c favored he expense of
other shareholders.”

A worse situation occurs when the investment banker is fa-
voted at the expense of all shareholders. J. M. Juran and J. la>u-
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den. authors of the American Management Association’s study. The
Corporate Director, cited instances where investment bankers have
IK.cn guilty of guiding the company into a poor acquisition to
create a need for selling securities. Investment bankcr-dircctors
have insisted on being involved—for a fee—when the corporation
seeks to borrow money from an insurance company or other
lender. And when a corporation has an investment banker on its
board, it becomes very difficult to transact business with other in-
vestment bankers. "Having a senior partner of an investment bank-
ing firm on our board is notice to the world that we arc his captive
client,” said one corporate president. "Of course this is the main
reason investment bankers want to be on so many boards. They
think of board membership as a very good wav of assuring that the
business of the company goes only to them. It’s a sort of Operation
Stakeout. It tags the company as belonging to one particular firm."

A similar division of loyalties occurs when corporate counsel
serves on the board. Attorneys have a financial interest to in-
crease the corporation’s law bills, rather than economize for its
shareholders. This inability of lawycr-dircctors to give disinter-
ested counsel has led some law firms to discourage partners from
serving on clients’ hoards. For example, New York City’s Dcbc-
voisc, Plimpton, Lyons and Gates will not permit a partner to go
on a board without the approval of the firm as a whole. Skaddcn,
Arps, Slate, Meagher ami Flom, also of New York, flatly prohibits
partners from becoming directors "except in extenuating cases."
Nonetheless, an exhaustive 1971-72 study of some 12,000 compa-
nies, which filed information statements with the SEC, found that
approximately one in six employs an attorney f. >m the company’s
outside counsel as a director.

Aggravating the costs to shareholders of the": structural con-
flicts of interest is the tolerance by modern corporate law of sclf-
cnriching executive conduct. As early as an 1846 Supreme Court
opinion, the rule was well established that any contract between an
interested director and his corporation was voidable at the mere in-
sistence of the corporation or any of its shar holders regardless of
the fairness or unfairness of the transaction. Professor Harold
Marsh explained why:
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Under this rule it mattered not the slightest that there was a majority of
so-called disinterested directors who approved the contract. lhe courts
stated that the corporation was entitled to the unprejudiced judgment and
adv ice of all of its directors and therefore it did no good to say that the in-
terested director did not participate in the making of the contract on behalf
of the corporation. . . .

Bv 1880, this principle “appeared to 1,mimpregnable. . .. It
was stated in ringing terms by virtually every decided case, with
arguments which scented irrefutable, anil it was sat ctioncd by
age." One scholar termed this the "fundamental law of morals and
of human nature" and identified its Biblical origin: “No man can

serve two mastct “Fraud is too cunning and evasive,” reasoned a
New Jersey court, "for courts to establish a rule that invites its
presence.”

Today this principle is dead. The Delaware General Corpora-
tion | jw not only tolerates interested conduct by corporate officers
and directors; it has made self-dealing the norm.

Under current Delaw are law, the chief executive of a corpora-
tion and other senior corporate executives may serve on the Itoard
of directors or compensation cot. mittcc which: (t) sets executive
saljncs; (2) sells or purchases propertv front corporate executives;
(3) loans money—on a secured or unsecured basis; with or without
interest—to corporate executives; and (4) establishes pension plans,
profit shar: tg plan., stock bonuses, retirement, benefit, incentive,
and compensation plans (including "phantom stock"—a risk-free,
cost-free stock option pi in), trusts; health insurance; or deferred in-
come plans lor such corporate officers or their dependents.

Not onlv may corporal .ffuvrs engage in such self-dealing
but shareholders under Delaware law are nearly powerless to mini-
mize the amount of corporate largess top executives pay them-
selves. Any contract or transaction between the corporation and an
interested executive is permissible as long as it is “fair " But, in
Delaware, fairness is presumed. Professor Ernest folk, the leading
commentator of Delaware’s General Corporation l.aw, explains
that “Given Delaware's presumption sound business judgment
with respect to board decisions, the courts will try to determine
whether the decision can be attributed to any rational business pur-
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p.nc, and if so, there will be no judicial preemption of the deci-
sion.”

There seem to be few practical limits to this doctrine. For ex-
ample, if a corporate thief executive were so graceless as to embez-
zle $500,000, there is little question vhat even in Delaware he
would be required to return the money and would he subject to
criminal prosecution. Yet if that same corporate executive raised
his salary $500,000 and received the approval of a board if direc-
tors he selected, there is equally little question that a Delaware
court would term this "fair'"—so long as the chief executive could
point to sitni!  salary increases in his industry or received the
$500,000 through an "incentive Itonus" or profit participation plan.

In the absence of judicial limitations, excessive remuneration
has become the norm. In 1974 the executive compensation (salary,
bonus, deferred income, and dircctO'S* fees) of the highest paid ex-
ecutive at the 50 largest i Mistrial corporations was approximately
$400,000—or about as much in oic year as many of their em-
ployees earn in a lifetime and tw< and one-half times the average
executive compensation of $145,000 ivhcd by the highest paid ex-
ecutive at the 50 largest industrial corporations in 1963.

Contrary to the conventional wisdom, top executive salaries do
not gen*rally decrease in response to 3 decline in corporate sales or
profits. In the recessionary years 1970-1973, Professor Wilbur Le-
vicllen, 1 leading authority on executive compensation, found that
the “mean" salary for the top .-xecutive at jo large manufacturing
corporations increased steadily from $251,867 in 1970, to$287,7<9
in 1971, $323,802 in 1972. and $389,277 in 1973.

Hut salary, bonus, and deferred income arc only the most ob-
vious benefits appropriated by corporate chieftains. F.qually impor-
tant is ownership income. Nearly every large industrial corporation
offers its top executives stock options. These options allow execu-
tives to buy shares of stock in their corporation at ? fixed prtct it
any time or at specified times—often with the help of company-
secured low intei st loans or interest-free loans— and subsequently
sell them.

From the hareholdcr’s point of view, the result is a classic
case of “heads wc lose, tails you win.” Over time, executives arc
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able to build up a substantial fortune in corporate stock without
person-! risk. The more they do so, the more they dilute the value
of other stockholders' shares.

We examined the stock holdings of the highest paid executives
at the 50 largest industrial corporations to get sotr.c indication of
the extent of executive stock holdings. From the start, we elimi-
nated front consideration the seven highest paid chief executives
whose stock holdings were zither largely inherited or largely
"founder’s shares”: Henry Ford Il (Ford Motors). Robert Sarnnff
(RCA), Brooks McCormick (International Harvester), Willard
Rockwell (Rockwell International). Armand Hammer (Occidental
Petroicum), Salford McDonnell (M Donnell Douglas) and J. P.
Grace (W. P. Grace). The 43 remaim g chief executives were “em-
ployee™ executives. Yet each owned an average of $1,566,009 of his
corpoiation’s stock, according to the most recent proxy statements
filed with the SEC and the closing stock prices of October 1,
*Q75~*

This crude figure illustrates three points. First, primarily at
shareholder expense, the top executives of our largest corporations
cat ami often do, build up million-dollar fortunes in corpot ate stock
on ti, of their substantial cash md deferred compensation. Sec-
ond. tin ncomc of top executives is significantly increased eacl.
year by d vi lends from their corporate stock. Using our 43 toyp ex-
ecutives a <l example again, each received at average of $60,383
in dividend inc« me 1M 19*4 above and I»cyo'd a $4ih>uoo salary.
Third, each t. p executive will further be enriched by increases in
the price ol the stock [I'rofessw l.ewellen has detenu tied that a
similar list o! chief executives at the fifty largest industrial corpora-
tions (after deleting "extreme values" such as inherited or founder's
stockholdings) averaged $130,087 per year in capital gains income
fur the four years 19*0-63.

I hi* hpirr o adllwrtei'lv a very crude approximation ot ownership income,
On the one tun,l, it dor* not Ji impi.tli the >hrrn the cxisutnis pur*hi*c uitn
their own mimes front thine thr usiquny gave them through tttck oj.ttorv Uock
Umttkcs, or loan arrangement* On the other hand, it understates the an. ant of
ownrrriitp ineomr of these es 1111x1-l liv making no allowance P the fact that cor*
|*ifale ehnf rvcvumn fir*)uetillv sell stuck they own in their own curpunOon and
put ttuir morey in other investment*
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Additionally, pension or retirement benefit's have swollen.
Mi Kinsey and Company's 1975 Executive Compensation Survey
found that all but one of 577 major U.S. corporations studied had a
pension or profit-sharing retirement plan to pay former executives a
fixed income each year after they retire. Almost half of the compa-
nies provide either a thrift or savings plan or a profit-sharing plan
in addition to the pension plan. Our own survey found that the :t
chief executives of the jo largest corporations who disclosed their
estimated annual retirement benefits anticipated an income of
$133,9'0 per year after they retire. And corporate executives also
enjoy other benefits such as life and medical insurance; free medical
service; educational grants for their children; indemnification insur-
ance; company apartments; country club membership; luncheon or
dinner club membership; chauffeur-driven cars; free legal and tax
counseling; persona! financial counseling; expense accounts; and
other amenities. This myriad of stock bonus, insurance, and bene-
fit programs increases the income of corporate chiefs by approxi-
mately 50-75 percent above their $400,000 direct remuneration to
an actual income of approximately $600,000 to $700,000 per year.

Yet if excessive remuneration were a conflict of interest con-
fined to the corporate chief executive, it would seem small once it
was divided In the total number of shares in most large industrial
corporations. What makes the executive compensation conflict
truly expensive is that the corporate chief executive not only sets
his own salary but also determines the remuneration of other exec-
utives .ill the wav down the line It is clearly in the corporate chief
executive’s personal interest to seek the greatest possible rewards
for his subordinates as well as himself. For a corporate chief who
can "deliver" high salaries increases the personal loyalty of his sub-
ordinates And the higher his subordinates' income, the higher the
chief executive's income must he.

A gottd illustration of this is General Electric, where in 1974
Reginald Jones, the chairman, received a compensation of
$%$ni,]Do. Walter Dance, Jack Parker, and Herman Weiss, the next
three highest paid executives, received $400,750; $400,500; and
$400,000, respectively. The next 107 highest paid officers averaged
direct compensation of $131,240. Aggregate figures for "cxecttt ve
groups" at the other jo largest industrial corporations were approx-
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imately the same. In the average corporation, the 31 or so officers
ranked immediately below the five highest paid executives received
an average of $99,256 in direct remuneration, which would equal
approximately St50,000 imputing the present value of stock bonus
programs, retirement benefits, insurance, and other perquisites.

A compensation system is obviously askew when j private
business corporation must pay a chief executive compensation and
benefits of over $600,000 when this is 15 times the $40,000 or so
the United States government must pay its highest ranking general,
regulator, or Senator. Or when it must pay its next 20-100 senior
executives an average of $t$o,noo each when the federal govern-
ment expends a maximum of $38,000 per year to hire its highest
ranking civil sonants, and California, this nation's largest state,
pays its governor $49,000.

'l his is not to deny that the entrepreneur or corporate founder
who, at substantial risk, introduces a new or oetter good or service
should not be given a substantial incentive to make an unusual per-
sonal contribution to society. But we are concerned hctc with the
administrators of large industrial corporations who, at minimal per-
sonal risk, serve as the bureaucrats of private industry | hcsc indi-
viduals receive their staggeringly large salaries and stock options by
rising through executive ranks—in exactly the same way that gov-
ernment’ civil servants rise through civil service ranks—and by
then exploiting the laxity of state corporate laws that their prede-
cessors helped write.

Remedies

RFVAMMNU till BOMtl)

The modern corporation is akin to a political state in which si*
po vers are held by a single clique. | he senior executives ol a large
firm arc essentially not accountable to any other officials within the
firm. These are precisely the circumstances ihat, in a democratic
political state, require a separation of (sowers into different
branches ol authority. VsJames Madison explained in the Federalist
So. 47:

The accumulation ot all powers, legislator, csecuiivc, and judiciary, in
the same hands, whether of one, a few or many, and whether hereditary,
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wit appointed, < elective, may justly be pronounced the very definition of
isnnny. Were the federal constitution, therefore, really chargeable with
this accumulation of power, or with a mixture of powers, having a danger-
ous tendency to such an accumulation, no further arguments would be
necessary to inspire a universal reprobation of the system.

A similar concern over the unaccountability of business
executiv es historically led to the elevation of a Ixurd of directors to
review and check the actions of operating management. As a prac-
tical matter, if corporate governance is to fte reformed, it must
begin by returning the board tn this historical role. The board
should sc-vc as an internal auditor of the corporation, responsible
for constraining executive management from violations of law and
breach otf' trust, lake a rival branch of government, the board's
function must lie defined as separate from operating management.
Ratltcr than pretending directors can "manage" the corporation, the
board's role as disciplinarian should Ik clearly described. Specifi-
cally, the Ixurd of directors should:

e establish and monitor procedures that assure that operating ex-

ecutives are informed of and oltcy applicable federal, state,
and local laws;

e approve or veto all important executive management business
proposals such as corporate by-laws, mergers, or dtvidend deci-
sions;

e hire and dismiss the chief executive officer and Ik able to

disapprove the hiring and firing of the principal executives of
the corporation; and

e report to the public and the shareholders how well the cor-

poration has olx.*yrd the law and protected the shareholders’
investment.

It is not enough, however, to specify what the Ixurd should
do. State corporations statutes have long provide ! that "the Ixjsi-
ness jnd affairs of a corporation shall be managed by a board of
direct!..yet it has been over a century since the hoards of the
largest corporations | ave actually performed this role. To reform
the corporation, a federal chartering law must alto specify the man-
ner in which the Ixurd performs it* primary duties.
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First, to insure that the r irporation obeys federal and state
laws, the board should designate executives responsible for compli-
ance with these laws and require periodic signed reports describing
the effectiveness of compliance procedures. Mechanisms to admini-
ster spot checks on compliance with the principal statutes should
Ik- created. Similar mechanisms can insure that corporate "whistle
blowers” and nonemplovcc sources may communicate to the
board—in private and without fear of retaliation—knowledge of
violations of law.

Second, the board should actively review important executive
business proposals to determine their full compliance with law, to
preclude conflicts of interest, and to assure that executive decisions
arc rational and informed of all foreseeable risks and costs. But
even though the board's responsibility here is limited to approval ot
veto of executive initiatives, it should proceed in as well-informed a
manner as practicable. To demonstrate rational business judgment,
the directorate should require management "to prove its ease “ It
should review the studies upon which management relied to make a
decision, require management to justify its decision tn terms of
costs or rebutting dissenting views, and, when necessary, request
that outside experts provide an independent business analysis.

Only with respect to tuo types of business decisions should

the board exceed this limited review role. | lie determination ot sal-
ary, expense, and benefit schedules inherently possesses such obvi-
ous conflicts of interest for executives that only the Ixurd should
nuke these decisions. And since the relocation of principal manu-
facturing facilities tends to have a greater effect on local communi-
ties than any other type of business division, the board should
require management to prepare a “community impact statement.”
I his public report would Ik- similar to the environmental impact
statements presently required by the National Environmental pol-
icy Act It would require the corporation to state the purpose of a
relocation decision; to compare feasible alternative means; to quan-
tify tltc costs to the local community; and to consider methods to
mitigate tin se costs. Although it would not prevent a corporation
from makt g a profit-maximizing decision, it would require (In-
corporation to uiinimuc the covtv of rclm'Jtion decisions to local
communities.

The Content of Federal Chartering / 121

lu accomplish this restructuring of the Ixurd requires the in-
stituitonali/ation of a new profession: the full-time "professional”
director. Corporate scholar frequently identify William O. Doug-
las’ 1940 proposal for "salaried, pi tfcssional experts (who) would
bring a new responsibility and authority to directorates and a new
safety to stockholders™ as the origin of the professional director
tdej. More recently, corporations including Wocstinghouse and
Texas Instruments have established slots on their Ixurds to be
filled bv full-time directors. Individuals such as Harvard Business
School's Myles Mace and former Federal Reserve Board chairman
W illiam McChcsncy Martin consider their own thoroughgoing ap-
proach to Ixurdr«x>m responsibilities to be that of a "professional”
director.

To succeed, professional directors must put in the substantial
i.mc necessary to get the job done. One cannot monitor the perfor-
mance of Chryslcr’s or Gulfs management at a oncc-a-month meet-
ing; those firms' activities are too sweeping and complicated for
such ritual oversight. | he obvious minimum here is an adequate
salary to attract competent persons to work as full-time directors

and to maintain the independence of the Ixurd from executive
management.

l. Ixurd must also Ik sufficiently staffed. A few txurd

memla-rs alone cannot oversee the activities of thousands of execu-
tives. In be able to appraise operating management, the Ixurd
needs a trim group of attorneys, economists, and labor and con-
sumer advisors who can analyze complex hu :ncss proposals, inves-
tigate complaints, spot-check accountability, and frame pertinent
inquiries.

I he Ixurd also needs timely access to relevant corporate data.
To insure this, the Ixurd should Ik empowered to nominate the
corporate financial auditor, select the corporation’s counsel, compel
the forwarding ami preservation of corporate records, require all
corporate executives or representatives to answer fully all Ixurd
guestions respecting corporate operations, and dismiss any execu-
tive or representative who fails to do so.

I his proposed redesign for corporate democracy attempts to
make executive management accountable to the law and share-
holders without diminishing its operating efficiency. Like a judi-
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ciary within the corporation, the board has ultimate powers to
judge and sanction. l.ike a legislature, it oversees executive activity.
Yet executive management substantially retains its powers to initi-
ate and administer business operations. 'l he chief executive officer
retains control over the organization of the executive hierarchy and
the allocation of the corporate budget. The directors are given ul-
timate control over a narrow jurisdiction: Docs the corporation
obey the law, avoid exploiting consumers or communities, and pro-
tect he shareholders’ investment? The executive contingent retains
general authority for all corporate operations.

No doubt there will lie objections that this structure is text ex-
pensive or that it will disturb the "harmony” of executive manage-
ment. But it i' unclear that there would Ik*any increased co.it in
adopting an effective board. The true cost to the corporation could
only be determined by comparing the expense of a fully paid and
staffed board with the savings resulting from the elimination of
conflicts of interest and corporate waste. In addition, if this should
result in a slightly increased corporate expense, the appropriateness
must be assessed within a broader social context: should federal
and state governments or the corporations themselves bear the pri-
mary expense of keeping corporations honest? In our view, this
cost should be placed on the corporations as far as reasonably pos-
sible.

It is true that an effective Ixtanl will reduce the "harmony” of
executive management in the sense that the power ol tl.e chief ex-
ecutive or senior executives will be subject to know led'cable re-
view. But a board which monitors rather than rulibcr-x'jmps man-
agement is exactly what is necessary to diminish the unfettered
authority of the corporate chief executive or ruling clique. The au-
tocratic power these iinli* idnals presently possess has proven unac-
ceptable dangerous: it has led to recurring violations of law, con-
flicts of interest, productive inefficiency, and pervasive harm to
consumers, workers, and the community environment Linder nor-
mal circumstances there should lie a healthy friction lictwcen
operating executives jikl the Ixurd to assure that the wisest possi-
ble uw is made of corporate resources. When corporate executives
arv breaking the law, there should be no "harmony” whatsoever.
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itit nos OF 'fit. HOARD

Rcxtructun g the Ixurd is hardly likely to succeed if boards
remain as homogeneously white, male, and narrowly oriented as
they are ttxlay. Dissatisfaction with current selection of directors is
so intense that analysts of corporate governance, including Harvard
Law Schtxil’s Abram Chaves, Yale political scientist Robert Dahl,
and University of Southern California ljw School Professor Ch is-
topltcr Stone, have each separately urged that the starting point of
corporate reform shoe ' I>c to change the way in which the board
is elected.

Professor Chaycs, echoing John Locke’s principle that no au-
thority is legitimate except that granted "the consent of the gov-
erned,"” argues that employees and other groups substantially af-
fected by corporate operations should have a say in its governance:

Shareholder democracy, so-called, is misconceived because the share-
holders arc not the governed of the corporations whose consent must be
sought. . . . Their interests are protected if financial information is made
available, fraud and ovcrre. hing arc prevented, ami a market iv main-
tained in which their shares n ay be sold. \ priori, there is no reason for
them to hase any voice, direct or representational, in (corporate decision
making) 1 hey are no more at ccted than nonsharcMding neighbors by
these decisions.

A more spacious conception of ‘membership,” and one closer to the
facts of corporate life, would include all those having a relation of suf-
ficient intimacy ssitri the corporation or subject to its powci in a suf-
ficient!) specialized way. Their rightful share in decisions and the exercise
of corporate power would be exercised through an institutional arrange-
ment appropriately designed to represent the interests of a constituency of
mcmticrs having a significant common relation to the corporation and its
power.

Professor Dahl holds a similar view: "(WJhy should people
who ow n shares be given the privileges of citizenship in the govern-
ment of the firm when citizenship is denied to other people who
also make vital contributions to the firm?" he asks rhetorically.
"1 he (teople | have in mind arc. of course, employees and cus-
tomers, without whom the firm could not exist, and the general
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public, without whose support for (or acquiescence in) the myriad
protections and services of the state the firm would instantly dis-
appear. Yet Dahl finds proposals for interest group repre-
sentation less desirable thar. those for worker self-management, lie
also sugucsts consideration of codetermination statutes such as
those enacted by West Germany and ten other European and
South American countries under which shareholders and em-
ployees separately elect designated portions of the hoard.

From a different perspective. Professor Stone has recom-
mended that j federal agency appoint “general public directors’ to
serve on the boards of all the largest industrial and financial firms,
in certain extreme eases such as w.icrc a corporation repeatedly vi-
olates he law. Stone recommends that the federal courts appoint
“special public directors” to prevent further delinquency.

There arc substantial problems with each of these proposals. It
seems impossible to design a general “interest group formula
which will assure that ah affected constituencies of large industrial
corporations will he represented ar.d that all constituencies will Ik
given appropriate weight. Even it such a formula could he de-
signed, however, there i’ the danger that consumer or community
or mim ritv or franchisee representatives would become only spe-
cial pleaders for their constituents anil otherwise lack the loyalty or
interest to direct generally. | his defect has emerged in West Ger-
mans under codetermination. Labor representatives apparently arc
indifferent to most problems of corporate management that do not
directly affect labor. They seem as deferential to operating execu-
tive management as present American directors are. Alternatively,
fcdiTjllv appointed public directors might lie frozen out of critical
decision-making by a majority of ‘privately" elected directors, or
the appointing agency ilselt might lie biased.

Nonetheless, the essence of ihe Cluvcs-Dahl-Stone argument
is well taken. The hoards of directors of most major corporations
arc, as ( US’s Dan Kather criticized the original N*xon cabinet, too
much like "twelve grey-haired guys named George." lhe quies-
cence of the Intard his resulted in important public and, for that
matter, shareholder concerns lioing ignored.

An important an-vver is structural. Ihe homogeneity of tin
board can only Ik*ended by giving to each director, in addition tot
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general duty to see that the corporation is profitably administered,
J separate oversight responsibility, a separate expertise, and a sepa-
rate constituency so that each important public concern would be
guaranteed at least one informed representative on the board.
There might be nine corporate directors, each of whom is elected
to a board positi >n with one of the following oversight responsi-
bilities:

Employee welfare

Consumer protection

Environmental protection and community relat >rs
Shareholder rights

Compltat cc with law

Finances

Purchasing and marketing

S" nagement efficiency

Planning and research

© N, wN

By requiring each director to balance responsibility for repre-
senting a particular social concern against rcsponsibili’v for th
overall health of the enterprise, the problem of isolated "public"
directors would lk* avoided. No individoj! director is likclv to be
"frozen out" of collegial decision making because all directors
would be of the same character. Each director would spend the
greater part of his or her time developing expertise in a different
area; each director would have a motivation to insist that a different
aspect of a business decision be considered. Yet each would simul-
taneously be res( onsible for participating in all Itoard decisions, as
directors now arc. S the specialized area of each director would
supplement hut not supplant the director's general duties.

Although not a symmetrical analogy, the most successful pre-
cedent for dividing the representative responsibilities and constitu-
encies is, of course, the Constitution of the United States. There,
too, a basic question was one of motivation; | low to design a politi-
cal administration which would retain an equal respect for the
rights of all of its citizens. Only by arranging “ambition ... to
counteract ambition” did the Federalists believe such respect would
endure. By granting the President, the two houses of Congress,
and the judiciary different geographic constituencies, different
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terms, and different duties, the various factions of the nation’s citi-

zens were most likely to he insured some representation within the
government. "Hence a double security arises to the rights of t. e

people. The different governments will control each other, at the

same time that each will be controlled by itself,” explained Mad-

ison in Federalist So. f/.

In recent years, some business corporations have also per-

ceived the advantages of creating constitutent voices within the
structure of the firm Reverend Leon Sullivan, the only black
director oil General Mnt*»«V board, has made plain that he con-
siders it his special resp ability to advance the interests of GM’s
black employees and dealers. His representation, among other
things, has led to an increase in the number of blacks living trained
to be GM executives. Gillette's Vice President for Product Integ-
rity, Rot rt Giovacchini, is said to perform a similar role. Al-
though not a member of the board, Mr. Giovacchini has been given
the authority to recall any Gillette product, quash any advertising
claim, or order any packaging change he feels is necessary to pro-
tect the company’s consumers.

Only by institutionalizing the duties and power that individ-
uals like Reverend Sullivan and Robert Giovacchini hold can re-
sponsible corporate government be brought to each large firm.

For in most giant corporations, no specific executive official or
board member is responsible for protecting the interests of em-
ployees, consumers, the environment, or local communities. No
one outside of senior management review s the most important busi-
ness decisions t >assure their compliance with law, financial integ-
rity. efficiency or long-term corporate goals. Because these con-
cerns U'conie tscrybodv's general interest, they become nobody's

particular interest—and often go unattended.

To maint tin the independence of the board from the operating
management it reviews also requires that each federally chartered
corporation si all be directed by a purely “outside” board. No exec-
utive, attorney, representative, or agent of a corporation should be
allowed to se vc simultaneously as a director of th«« same corpora-
tion. Directorial and executive loyalty should be furthered by an

o
absolute prohibition of interlocks. No director, executive, general
counsel, or company agent should be allowed to serve more than
one corporation subject to the Federal Corporate Chartering Act.

Several objections may be raised. First, how can we be sure

that completely outside boards will be competent? As elaborated
subsequently, corporate campaign rules will be redesigned to em-
phasize qualifications. This will allow shareholder voters to make
rational decisions based on information clearly presented to them.
It is also a fair assumption that shareholders, given an actual choice
and role in corporate governance, will want to elect the men and
women most likely to safeguard their investments.

A second objection is that once all interlocks arc proscribed
and a full-time outside board required, there will not be enough
qualified directors to staff all major firms. This complaint springs
from that corporate mentality which, accustomed to 6o-ycar-<=Id
white male bankers and businessmen as directors, makes the norm
a virtue. In fact, if we loosen the reins on our imagination, America
has a large, rich, and diverse pool of possible directorial talent from
academics and public administrators a”'! community leaders to cor-
porate and public interest lawyers.

But directors should I>c limited to four two-year terms so that
boards do not become stale. And no director should lie allowed to
serve uii more than one Ixurd at any one time. Although simulta-
neous service on two or three boards might allow key directors to
“poMinizc" directorates by comparing their different experiences,
this would reduce their loyalty to any one Ixurd, jeopardize their

ability to fully perform their new directorial responsibilities, and
undermine the goal of opening up major boardrooms to as varied a
new membership as is reasonable.

The shareholder electoral process should be made more demo-
cratic as v Il. Any shareholder or allied shareholder group which
owns .i percent of the common voting stock in the corporation or
comprises 100 or more individuals and docs not include a present
executive of the corporation, nor act for a present executive, may
nominate up to three persons to serve as directors. This will
exclude executive management from the nomination process. It also
increases the likelihood of a diverse board by presenting any one or
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two sources from proposing all nominees. To prevent frivolous use

of the nominating, power this proposal establishes a minimum

iharcow ncrship condition.
Sis weeks prior to the shareholders' meeting to elect directors,

each shareholder should receive i ballot and a written statement on
which each candidate for the board sets forth his or her qualifica-
tions to hold office and purposes for seeking office. All campaign
costs would be borne by the corporation. These strict campaign
and funding rules will assure that all nominees will have an equal
opportunity to be judged bv the shareholders. By prev enting direc-
torates from being bought, these provisions will require board elec-

tions to be conducted solely on the merit of the candidates.
Only the actual or “beneficial” ow ners of stock should be eligi-

ble to vote. Financial intermediaries shall he required to “pass
through" voting rights in approximately the same manner that
present New York and American Stock | vchangc rules require
broker-dealers to “pass through" proxies and corporate reports to
shareholders owning stock in street name accounts. Already a
number of major firms, including Sears, Roebuck, General Motors,
McDonnell Douglas, and United States Steel, "pass through" wvest-
ing: rights to hundreds of thousands of ettipl wees holding stock in

jomt pension funds.
Finally, additional provisions will require cumulative voting

and forbid “staggered” Ixurd elections. Thus any shareholder fac-
tion capable of jointly voting approximately to percent tf the total

nutnk-r of share. cast may elect a director.

A MW I[tOll Hit MivKtlioi.m kt*

The difficulty with this proposal is th « one that troubled Ju-
venal two millennia ago: Quit (HtlaJict ipms auiloks, or, Who shall
watch the watchmen? Without a full-line fxxly to discipline the
board, it would be S0 easy for the board of directors and executive
management to become friends. Active vigilance could become rou-
tinned into an uncritical partnership. The same board theoretically
elected to protect shareholder equity and internalize law might in

stead become management's lobbyist.
Reiving tui shareholders to discipline director* may strd

many as a dubious approach. Historically, the record of share

T
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holder participation in corporate governance has been an abysmal
une. The monumental indifference of most shareholders is worse
than that of sheep; sheep at least have some sense of what manner
of ram they follow. But taken together, the earlier proposals—an
outside, full-time board, nominated by rival shareholder groups
a d voted on by beneficial owners—will increase involvement bw
shareholders. And cumulative voting insures that an aroused mi-
nority of shareholders—even one as small as 9 or 10 percent of all
shareholders—shall have the opportunity to elect at least one
member of the board.

But tha’ alone is hardly sufficient. At a corporation the size of
General Motors an aggregation of to percent of all voting strck
might require 'he allied action of over 200,000 invididuals—which
probably could occur no more than once in a generation. To keep
directors responsive to law and legitimate public concerns requires
surer and more immediate mechanisms. In a word, it requires arm-
ing the victims of corporate abuses with the powers to swiftly
respond to them. For only .hose employees, consumers, racial or
sex minorities, and local communities harmed by corporate depre-
dations can be depended upon to speedily complain By allowing
any victim to become a shareholder and by permitting any share-
holder to have an effective voice, there will be the greatest likeli-
hood of continuing scrutiny of the corporation's directorate. Share-
holder involvement can lie further enhanced by t'w disclosures
discussed in the next chapter, by the opportunity to attend pcriodi-
cally scheduled directors’ meetings to ask questions or present
grievances, and by reform of the shareholder derivative action so
that any investor who identifies a corporate violation of law may
bring lawsuit without n.n of financial <*xx

| or the purpose of motivating 1 c¢ Ixurd to perform its in-
tended role, however, it is appropriate to inject shareholders fur-
ther into corporate governance wherever they have a financial or
other incentive to perform effectively.

Six weeks before a vote on any fundamental transac-
tion—which can be defined as executive proposals involving the
purchase, sale, lease, merger, consolidation, financing, refinancing,
dissolution, or liquidation of assets equal to, say, to percent of the
expiration's total assets or over $100 million, or thr authorization
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of corporate securities in  ny am Hint—the hoard should forward a
written statement to the shareholders explaining the transaction,
the vote by which the transaction was approved by the board, the
reasons why members of the board approved the transaction, the
reasons why other members opposed it, and the foreseeable costs
and risks of implementing the proposal. This provision would pr<»
vide for shareholder votes on uil business decisions above a certain
minimum size, however named. By requiring directors to publicly
elaborate their reasoning—reasoning which may be pn'gcd not only
during this vote but also during subsequent board elections or niis-
manaj ment suits—there would be a powerful incentive for direc-
tors to police themselves.

A complementary provision should allow .my shareholder or
allied shareholder group holding sr «k equal to a minimum of one
percent of all outstanding sroel to simultaneously publish a dissent-
ing view or. at anv time, to propose amendments to the corporate

charter or bylaws.

Amecno niMMiMitts

Shareholders are not the only ones with an incentive to
review decisions of corporate management; nor, as Professors
Chaves and Dahl argue, a-e shareholders the only persons who
should be accorded corporate voting rights. The increasing use by
American corporations of technologies and materials that pose
direct and serious threats to the health of communities surrounding
their plants requires the creation of a new form of corporate voting
rigiit. 'When i federally chartered eorj. iration engages, for ex-
ample, ol produ lion or distribution of nuclear fuels or the emis-
sion of toxic .ur, wan . or -olid waste pollutants, citizens whose
hcalih is endangered sli mid not lie hit, at ...... with receiving
money damages alter a ime-eoiisiimmg trial to compensate them
for damaged property, unpaired health, or even death.

Instead, upon find ng of a public health lu/ard by threv
members of the Ixurd ot director or t percent of the shareholders,
a corporate referendum should be held in the political jurisdiction
affected by the health hazard. The referendum would be » ftftcii
by the unit triggering it—either the three board members or ado
ignatc of the shareholder. The affected citizens by majority sou
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si.I then decide whether the hazardous practice shall be allowed to
continue. This form of direct dcmocncy has obvious parallels to
the initiative and referendum proccdi res familiar to many states—
except that the election will be paid for by a business corporation
and will not necessarily occur at a regular election.

What would happen to the local community if it voted to close

a dangerous plant? Three answers seem reasonable. First, the
board of directors should have the opportunity to modify the local
plant to riducc the health hazard. If the Ixurd chooses to do so, it
should be allowed to submit its modification plan as a subsequent
referendum for community approval. Second, if the corporation
chooses to leave after the vote, it should be required to immediately
repay the local community for all damages to its hc-"*h and prop-
erty by the outlawed activity. This valuation proceeding should
occur in federal district court. If the corporation chooses to leave
before the referendum vote, it should additionally be required to
pay its local employees salaries for a reasonable interim period.
Third, the referendum voting procedure should e flexible. Local
communities should lie given the opportunity to vote upon an ini-
tiative calling for the corporation to remedy a specific health hazard
by a designated date as an alternative to one calling for immediate
closing of a plant. Similarly, the board should be given the oppor-
tunity to submit a plan of modification simultaneously with the ini-
tial referendum vote.

I'his type of election procedure is necessary to give enduring
meaning to the democratic concept of "consent of the governed."
lo lie sure, this proposal goes beyond the traditional assumption
that the onlv affected or relevant constituents of the corporation arc
the shareholders. But no longer can uc accept the Faustian bargain
that the continued toleration of corporate destruction of local health
and property is the cost to the public of doing business. In an equi-

table system of governance, the perpetrators should answer to their
victim*,



WORDING PAPER ON

DIVIDEND DISPERSAL PROGRAMS

By Governor Jay S. Hammond

There 1is increasing interest in providing Alaskans with a
"piece of the action” through some method of distributing
"dividends.”

I am encouraged by thirj for 1 believe it appropriate that

all Alaskans receive some direct benefits from their resource
wealth rather than simply receiving whatever more government
we politicians think they should have.

ALASKA INC.
Some few years ago, | proposed a means by which a portion of
income earned from investments of the public"s resource
wealth would be distributed in direct dividends to all
"shareholders™. This proposal became known as Alaska, Inc.
I introduced a modified form of Alaska, Inc. again this
year, as has Senator Sumner.

AGSOC
Another means of granting Alaskans a "piece of the action”
has been proposed by Senator Gravel. This is known as
"Alaskan General Stock Ownership Corporation”™ or AGSOC.
Unlitke Alaska, Inc. which disperses a portion of earnings
from investments of citizen-owned resource wealth, an AGSOC
would permit citizens to own shares of development programs
which might relate - but not necessarily exclusively - to
the manner in which that resource wealth was transported,
refined or manufactured. The necessary capital to acquire
ownership in such endeavor could come either from the sale
of tax free revenue bonds, private financing or State
guaranteed funds.

MUTUALLY EXCLUSIVE JR COMPATIBLE?
While the intent of both programs 1is similar, there are
important distinctions. Moreover, while they are by no
means mutually exclusive, | am increasingly convinced that
insofar as the State®s long term best interest is concerned,
an AGSOC can best® work only 1f an Alaska, Inc. program 1is
first put into place and, as well, certain amendments are
made to both bills now before us.



In order to discuss my reasons for so concluding, 1t is
necessary Tfirst to explain how, 1ideally, | believe an
Alaska, Inc. program should work.

MECHANICS OF ALASKA, INC
Each Alaskan would receive, annually, one share of 1/2 the
earnings of Permanent Fund investments for every year they
have resided in "an area where cost of living was recognized
by the Feaenl government as warranting a 25 percent cost of
living pay differential for its employees.” While nothing
Is said about residency versus nonresidency, all Alaskans, of
course, would qualify. Those with longer tenure would
accrue more shares. Shares would not be transferable.
However, new Alaskans, upon qualification, would as well
receive shares.

Application for annual dividends could be made upon filing
an income tax form attesting to ones having resided during
most of the previous year in such a high C.0.L. area. Thus,
persons who leave the state would no longer qualify after
one year.

In a bill I presented to the Legislature this year, House
Bill 99, such "dividends™ would come only in the form of tax
credits. Moreover, no one would qualify for more than one
share for each year during which the applicant had paid
State income taxes up to a total of five shares. This
five-year limitation was proposed since Department of
Revenue tax records are held for culy five or six years.

While this approach was taken to curry support from those

who wanted tax relief as well as for administrative con—

venience in checking an applicant™s eligibility, it raises
serious questions.

For example, all citizens, whether they®"re taxpayers or not,
are impacted by Alaska®s high cost of living. Moreover, if
you truly believe, as | do, that Alaskans collectively own
such resource wealth as their royalty oil, how can we justify
dispersing income investments of collectively owned Alaskan
wealth selectively to only those who make enough money to
have to pay taxes? Accordingly, 1 would prefer that divi—
dends go to all otherwise qualified citizens either iIn the
form of tax credits or as a negative income tax return.

Additionally, since the rationale for dispersing dividends
iIs based on the belief that with all their energy wealth
Alaskans should receive at least some direct relief from the
exceptionally high price they®ve had to pay for energy, then
there i1s little rationale to compensate them for but 5 years
of such impact. Compensation should be for each year so
impacted.



Though determining the number of years for which each appli—
cant i1s qualified may seem difficult, it is less difficult
than obtaining similar data require! for proof of eligibility
for receipt of the longevity bonus, guide licenses, limited
entry permits, or entry into a pioneer home.

To minimize administrative costs and the likelihood of
perjury, we could require an affidavit from the applicant
with two other "shareholders™ as witnesses. IT all parties
were to lose eligibility should they perjure themselves, it
is unlikely many would falsify claims. In th je cases where
no witnesses will come forward, shares could be confined to
the number of years the applicant can provide documentation
to prove his case, 1.e., tax records, etc.

The conclusion that an Alaska, Inc. type program should be
established before an AGSOC proposal was reached primarily
because of the potentials of an AGSOC to place the share—
holders®™ 1interests precisely at odds with State interests.
For example, one AGSOC proposal involves partial purchase of
the trans-Alaska oil pipeline. Should all shareholders then
get dividends based on the profitability of that purchase,

it 1s to the shareholders® benefit to get the highest possible
price - 1.e. tariff - for transporting oil. However, the
State treasury, including the Permanent Fund, gets more
money the lower the tariff. Thus, the AGSOC"s interest
would be precisely opposite those of the State in regard to
the level of tariff. On the other hand, in the case 0* an
Alaska, Inc. type distribution of Permanent Fund earnings,
the interests of the State and tne shareholders would be
precisely the same.

Similarly, if an AGSOC were to invest in a petrochemical
plant, 1its shareholders would benefit if we sold that plant
our royalty oil at a cut rate. This too would be a loss to
the State 3 Permanent Fund and to those who did not hold
shares of that AGSOC.

Only by passing an Alaska, Inc. type program first could we
likely establish conditions where the State and all Alaskans”
interests were compatible insofar as maximizing the return
from the citizens® re.ource wealth. Once in place, such
programs reduce th* likelihood of conflicting AGSOC proposals
being undertaken.

In 1ts present form, proposed AGSOC legislation has other
problems:

1. Since only one 3hare of stock goes to each person here
in Alaska at the time each AGSOC 1is formed, ultimately
there would be two types of Alaskans: those who were
shareholders, and those who were not.



Remedyi

One way to ramedy thiB i1s to amend the bill to provide one
share of stock for each year the shareholder has resided in
a locale where the government recognizes cost of living
impact sufficient to warrant their payment of a 25 percent
cost of living differential to government workers. Than all
Alaskans would be shareholders.

2. AGSOC shares would be transferable, permittting money
to leave Alaska. This should be amended since the
prime objective and rationale i1s to insure that Alaskans
get a "piece of the action” to compensate them, 1in
part, for the exceptionally high cost of living impact
here i1n Alaska. Accordingly, persons who have moved to
Hawaii or California have no justification for receiving
such cost of living offset.

Remedy:

A remedy would be to require that persons make application
for their annual dividends on an Alaskan income tax filing
form attesting to their having resided during most of the

previous year in an area of qualifying high cost of living
differential.

3. Another problem 1s, what iIf the AGSOC loses money? Who
then pays off the bonds or other debt obligations? |1
am opposed to State guarantees. Would the AGSOC share—
holders then become liable?

Remedy:

To offset this concern, were the Alaska, Inc. concept in
place first, guarantees or collateral could be an AGSOC
shareholderls prospective Alaska, Inc. dividends. Far
better to use the AGSOC shareholder®s prospective Alaska,
Inc. dividends as such than use, as guarantees, Permanent
Fund principle or general fund monies which belong to all
Alaskans, not just AGSOC shareholders.

4. Under ar> AGSOC prcposal some shareholders may be unwill—
Iing participants 1in programs to which Uiey are philo—
sophically or otherwise ill disposed.

Remedy:

If one i1s already a shareholder in an Alaska, Inc. program,
they should be able to elect whether or not they wish to
become an AGSOC shareholder. By so doing, they would not be
compelled to participate in some development program they
may not favor in order to get any "piece of the action”
whatsoever.



Another reason why the Alas a, Inc. program should go 1in
place first i1s because it would motivate placement of more
oil wealth behind the Permanent Fund ™Tope"™ where i1t could
not be used for more government or as guarantees for some
shakey AGSOC proposal. Since Alaska, Inc. shareholder
"dividends®™ are directly dependent upon the amounts of money
placed in the Permanent Fund, there would be a countering
pressure to those political pressures which create bigger
government.

Because the Alaska, Inc. approach would provide "dividends"
from an "enterprise” already returning revenues which belong
to all Alaskans, the charge of "improper involvement of
government into private sector affairs”™ is absent. Of
course, since AGSOC"s are not truly government functions the
traditional "undue involvement” charge does not really wash.
However, because of the potential impact on government funds
to bail out ailing AGSOCs, a reverse concern may be valid:
"undue involvement by the private sector in the affairs of
government."

Other advantages recommending prior implementation of
Alaska, 1Inc. are 1its comparative simplicity and the fact
that u.ilike the speculative nature of any AGSOC, we would be
betting on a "sure thing." For example, we know that we have
a fully capitalized, debt free enterprise in the Permanent
Fund which can immediately start paying "dividends™. No
loans must be made; bonds sold; speculation engaged in. We
are already functioning "in the black.”™ Surely if we're
going to condition the public to feel comfortable with any
"dividend distribution® system at all, we should start with
a simplistic "sure" winner.

A major benefit of increasing contributions to the Permanent
Fund is that the other half of the resultant increased recurrii.
income from Permanent Fund investments would flow into the
General Fund where 11t could supplant these non-recurring oil
wealth dollars now improperly funding our day to day govern—
ment operations. Such reduction of our dangerous dependence
upon principle dollars for funding operations - which should
be funded with income dollars - is 1imperative.

IT the AGSOC program goes on the line first, the chances of
finding surplus State dollars to place into the Permanent
Fund would likely diminish.

Thus, while 1 favor both the Alaska, Inc. and AGSOC concepts
for insuring all citizens a "piece of the action,” 1 believe
it imperative that the Alaska, Inc. program be placed on
line before an AGSOC be established. Meanwhile, 1 would
like the enabling AGSOC legislation amended to deal with
¢ehose problems 1"ve previously outlined.
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By LAURA ZAHN
Empire Staff Reporter

An investment banker hired by the
Legislature says a proposed resident owned
general stock ownership corporation, AGSOC,
should only invest in projects within the state,
not operate them.

John A. Miskimen, senior vice president of
Kelso and Co. of San Francisco, Calif, con-
cluded a 10-day visit to Fairbanks, Anchorage
and Juneau today, after talking with business,
governmental and Native leaders in those
cities. Miskimen has been hired to study the
economy of the state and investment 'pos-
sibilities for the Alaska General Stock
Ownership Corp., (AGSOC), proposed by U.S.
Sen. Mike Gravel and Kelso and Co

Under the proposed plan, residents would
receive one share of stock and control the cor-
poration's investment decisions. The state
would back the corporation with a $5 million
loan guarantee, but it would make no invest-
ment in the corporation, according to Dale
Staley, legislative aide to Juneau Rep. J n
Duncan.

Staley and another Duncan aide, Commis-
sioner of Coiiunercc and Economic Develop-
ment diaries Webber, Juneau Mayor Bill
Overstreet and other local business and
government leaders heard Miskimen say this
morning that "public opinion on this issue has
not jelled one way or another.”

M’ckimen recommended that AGSOC Vgct
involved in a situation where the supplier
needs capital to get off the ground,” but stay
away (run being an operating company.

"There’s no reason to get Involved where
there's already plenty of investment capital,”
he said The corporation could remain small,
with about 25 employees, for instance, and
manage to return 90 percent of its profits to
shareholders. Under federal laws it would
have to make that size return to bewithin IRS
codes.

Good investment possibilities Include
becoming involved in leasing equipment to
companies >.perating in Alaska.

Also AGSOC should consider building a
large generating facility at the mouth of a
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Fairbanks coal mine, and selling the
electricity to Fairbanks. “The mining com-
pany does not seem to be able to make the in-
vestment to put together a generator of that
size." Miskimen said.

Another good investment would be to buy
British Petroleum's Inc., 15 percent share of
the Trans-Alaska oil pipeline for about $1.3
billion. That investment alone would bring
about $200 a year in dividends to Alaskans
owning one share of AGSOC, he said.

Possible drawbacks of the BP investment
would be the large expenditure required, and
the fact that the already established pipeline
would not add jobs to the economy.

If the organizers are careful about the in-
itial loan guarantee and its terms with the
state,"” 10 years from now, you won't
recognize AGSOC from XY Z corporation...ex-
cept that it’s owned by Alaskans,” he said.

An amendment may be necessary toinsure
that the Board of Directors, at first appointed
but then elected by stockholders, are not
from one area of the state, Miskimen said.

AGSOC will have to "diversify the invest-
ments across the state,” so that in 10 years
there will lie Investment' in each part of
Alaska, he said.

The original hoard under the proposal
would lie appointed by the house speaker,
senate president and governor, who are
presently from Southeast and Southcentral.

"The management is all-important—
whoever selects the board Lsgoing to be under
public scrutiny, which (should) tend to create
a higher quality hoard,”" Miskimen said.

Large blocks of stock ownership would not
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It, it can only be transferred when someone
dun. or leaves the state, and no Individual can
own more than 10 shares, he said.

Although "you can't regulate peop'e
against cheating,” Miskimen said he thinks
penalties for cheating are "fairly substantial’
to deter residents from doing so.

He recommended subsequent Issue* of
slock or provisions for new residents or new
births so that "two rlasscs of residents" don't
result.

Labor Departmen

Bv Empire Sufi
Attorney General Avrum Gr tin* week
issued an opinion discounting the objection™
of some Southcentral Alaska lawmakers with
plans for the Department of Labor to wave

into a new building in Juneau
Ten Anchorage area lawmake.s, plus
Matanuska-Susitna Borough Mayor Ron
Larson, last week wrote Gov. Jay Hammond
charging that state plans to lease a new
facility for the laibor Department violates the
wotdime uf Die FRANK Initiative passed bv

capital site to another capital site, and that it
h.is no relevance on moving from one building
lo another within the same capita* site,” he
said i

The federal government which picks up
the bulk o] Department ol Labor's cost for
rental of office space, late this summer said it
would stop paying rent for the department's
main oftices, currently at Fourth and Harris
streets in the downtown area. The govern
ment said the two-story building violates its
rules for access for the handicapped

fueled the economy, dried u;
was only a symptom ot a larg.
Whether cause or ellert of Im
both — Ihe crash prompted sir
wild and woolly game ol slot
potential stock buyers fm «s <
crnor on the exuberance cl n.. i
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Anchorage lawmakers
however, wrote Hammond
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approve the full lioridablc «o.t
move before it ran suit al.-o
fur relocation of a cun *1
facility in Juneau Gross do;-
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