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How It Wo r k s 

Th e A l a s k a  G e n e r a l  St o c k  Ow n e r s h i p  Co r p o r a t i o n

A corporation is formed and each resident of A'.aska 
is issued one chare of stock.

The corporation borrows money to invest in profitable 
projects, having assured itself of the investment's 
soundness.

Private lenders will be willing to provide loans 
because they can be secured by the assets of AGSOC 
and, if necessary subject to legislative approval, 
by a state guarantee.

The loan proceeds will be invested in the project 
or projects, making AGSOC an owner and thus making 
each Alaskan (as a shareholder of AGSOC) an ov'ner.

Earnings from the project will be used to pay off 
the loan.

Dividend payments can be made to AGSOC shareholders 
as soon as profits are made. Once the loan is paid 
off, all pro'its from the corporation's investments 
will be paid out to the shareholders.



EXPLANATION: FEDERAL GSOC PROVISIONb

Federal law provides income tax advantages to certain 
broadly owned corporations. These companies, known as General 
Stock Ownership Corporations (GSOCs), are exempt from corporate 
income tax. GSOCs are privately owned corporations designed to 
leverage thp typical citizen into capital ownership. As such 
the stock is to be distributed free of charge and investments 
purchase entirely through borrowed funds. As the loans ire 
paid down from investment earnings equity is built into the 
shareholders.

Charter Provisions

To qualify as a GSOC a corporation must be specially 
chartered by a state and have a single class of stock distri­
buted to each qualified state resident. Transfers of stock 
must be limited to the earliest of five years fro... issue or 
the snareholder's death or emigration from the state. No share 
holder may own or acquire more than 10 shares.

GSOC Taxation

The GSOC is exempt from corporate income taxes, but its 
shareholders must report their share of GSOC income personally. 
GSOC income is computed like that of other corporations with 
special treatment for tax credits. Audit adjustments are 
included in income of the corporation for the year during which 
they are finally determined. Net losses are subject to a 10 
year carryover and investment credit and recapture is prorated 
to the shareholders.

Shareholder Taxation

GSOC shareholders are taxed on their share of GSOC income. 
If a shareholder disposes of his stock GSOC income will be pro­
rated on a daily basis. The reholder's stock basis will be 
increased by GSOC income attributed to him and reduced by cash 
distributions. Since GSOC shareholders are attributed GSOC 
income distributions from the GSOC are generally tax free. 
Distributions greater than attributed income are nontaxable to 
the extent of the shareholder's basis and the excess taxed as 
capital gains. To assure shareholders have cash for taxes on 
their share of GSOC income GSOCs must distribute 90% of taxable 
income by January 31. Noncompllance will subject the GSOC to 
a 20% tax on the distribution difficiency. To assure payment 
of taxes the GSOC must withhold 25% of each distribution. The 
amount withheld is a credit aqainst shareholder income taxes. 
Individuals not required to pay taxes (because of insufficient 
income) may avoid withholding on GSOC distributions.
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T h e r e  h a s  b e e n  c o n f u s i o n  o v e r  t h e  e x t e n t  t o  

w h i c h  G e n e r a l  S t o c k  Ow n e r s h i p  C o r p o r a t i o n s  r e c e i v e

SPECIAL TAX TREATMENT, I n A GSOC THE CORPORATE INCOME 

TAX IS ELIMINATED AND THE INCOME OF THE CORPORATION 

IS TAXED DIRECTLY TO THE SHAREHOLDERS AT THE Ip OWN 

PERSONAL RATES.

S i m i l a r  t a x  t r e a t m e n t  h a s  a p p l i e d  t o  s m a l l

CORPORATIONS FOR MANY YEARS. A CORPORATION WITH 1 0  
OR FEWER SHAREHOLDERS MAY ELECT TO BE TREATED AS A

"Subchapter S" corporation. I t  is then exempt from

THE CORPORATE INCOME TAX AND THE CORPORATION'S INCOME 

IS TAXED TO THE SHAREHOLDERS IN MU'H THE SAME MANNER 

AS IN A G SOC .  IN F A C T , THE PROVISIONS OF INTERNAL

R e v e n u e  Co d e  "S u b c h a p t e r  S" w e r e  u s e d  a s  * m o d e l  in

DRAFTING THE GSOC TAX LAW.

Thus, the GSOC tax benefits are new as applied 

to corporations with a large number of shareholders,

BUT SIMILAR PROVISIONS HAVE BEEN IN EFFECT WITH RESPECT 

TO SMALL CORPORATIONS FOR SOME TIME.

T a x  T r e a t m e n t  o f

GENERAL STOCK OWNERSHIP CORPORATIONS



Two I m p o r t a n t  Po i n t s  A b o u t  t h e

ALASKA GENERAL STOCK OWNERSHIP CORPORATION

1. The AGSOC is not a "giveaway",

AGSOC stock would be issued to all citizens of Alaska.
N' cash investment is required of the shareholder 
because the AGSOC would borrow the funds necessary 
for profitable investments. The loan could be secured 
by the AGSOC assets and a state guarantee. As the loan 
»s repaid the citizens' AGSOC equity increases.

This type of financing is not unique. The wealthy 
often borrow money on a nonrecourse basis for invest­
ment in profitable enterprises. They use their profits 
to repay the loans leaving themselves with an increased 
net worth. The AGSOC simply allows the rest of our 
citizens access to this type of financing.

2, AGSOC is not State ownership,

The stock of AGSOC wil be held by the citizens of 
Alaska. They will vote this stock for a board of 
directors responsible for running the AGSOC in a 
profitable manner. AGSOC will be run in the same way 
as a typical business corporation. The only role 
for the State in AGSOC will be chartering the corpor­
ation and, if necessary, subject to legislative 
review, guaranteeing loans to the AGSOC.

In Alaska AGSOC may be an alternative to what would 
otherwise be State ownership of equity inter sts in 
some of Alaska's major energy projects. It was out 
of concern for this possiblity that AGS'"! was born.



ALASKA

GENERAL STOCK OWNERSHIP CORPORATION

BILL SUMMARY

Federal law requies state authorizaticn of general stock 

ownership corporations receiving special tax treatment under 

Subchapter "U" of the Internal Revenue Code. The bill creates 

the Alaska General Scock Ownership Corporation (AGSOC). This 

corporation is a completely private for profit corporation 

which will operate under the Alaska Business Corporations Act 

to the extent consistant 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 incorporators 

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; ir.d,

7) Technical amendments required to Alaska statutes.

Tha corporation is designed to have as its shareholders 

existing Alaskan 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 

corporat ions.



D E T A IL E D  EXPLANATION

T h e  b i l l  c r e a t e s  a n e w  C h a p t e r  5 0,  e n t i t l e d  " A l a s k a  

G e n e r a l  S t o c k  O w n e r s h i p  C o r p o r a t i o n " ,  w i t h i n  T i t l e  1 0, t h e  

C o r p o r a t i o n s  a n d  A s s o c i a t i o n s  t i t l e ,  o f  A l a s k a  S t a t u t e s .

a c t  c o n t a i n s  n i n e  s e c : i o n s  w h i c h  m a y  b e  s u m m a r i e d  a s  

f o l l o w s :

S e c t i o n  1 s e t s  f o r t h  t h o s e  a r e a s  w h e r e  t h e  A G S O C  d i f f e r s  

f r o m  a t y p i c a l  A l a s k a  b u s i n e s s  c c r p o r a t i o n  o r g a n i z e d  u n d e r  

C h a p t e r  5 o f  T i t l e  1 0. T o  t h e  e x t e n t  t h a t  t h e s e  p r o v i s i o n s  

d o  n o t  c o n f l i c t  w i t h  p r o v i s i o n s  o f  C h a p t e r  5, t h e  A l a s k a  

B u s i n e s s  C o r p o r a t i o n s  A c t ,  C h a p t e r  5 w i l l  a p p l y ;

Section 2 includes the corporation among those organi­

zations eligible to receive se' "id loans from the Permanent

Fund;

Section 3 allows the investment of surplus state funds 

in bonds of the AGSOC;

Section 4 exempts thr AGSOC from re<~’ stration under the 

Alaska securities laws while providing protection from fraud*

Section 5 creates a one year statute of limitations on 

suits brought to challenge legality of the AGSOC;

Section 6 makes the provisions regarding eligibility for 

stock ownership "nonseverable" in order to assure that if this 

fundamental section is 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 8 and 9 provide effective dates immediately 

following the Governor's signature for most of the legislation.
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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 of shareholders' 

eligibility, limitations on 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 CKEATED.

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 ->hom must 
be Alaskans, vill adopt corporate articleo 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 is made clear by this section. AGSOC 
is not and may not be considered to be an agency, 
instrumentality or political subdivision of the 
State of Alaska. This parallels the federal statute 
which provides that a GSOC shall be treated as a 
private corpora ion and not as a governmental unit. 
The section also clarifys AGSOC status in relation 
to other statutes by requiring that it comply with 
the provisions of Subchapter U of the Internal 
Revenue Code and the Alaska Business Corporations 
Act. To the extent that the AGSOC authorizing 
legislation is not inconsistant with Chapter 5 of 
Alaska Statutes Title 10, AGSOC will be subject to 
all the rules applicable to any other Alaska 
business corporation.



5 U . 0 2 0 .  A R T IC L E S  OF INCORPORATION.

Federal law requires certain chaiter provisions 
for general stock ownership corporatic ns and these 
are set out as requirements for the a t i d e s  of incor­
poration of the Alaska General Stock C— »ership 
Corporation. Each of the subsections in .020 set 
forth a different requirement which must be included 
in the AGSOC articles.

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

Subsection 2 provides that stock may be issued 
only to a certain class of individuals. The group 
to whom stock may be issued, a closed class of 
original issue 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 the bill, will be the 
day following the Governor's signing; and,

b) They remain residents of Alaska until the 
shares are issued.

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
ment outside without loss of residency. c a dispute 
arises over residency all of the facts and circum­
stances indicative of permanent residency must be 
considered.

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



Subsection 4 provides for limitations on the 
transferrability of the stock so t! it 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 c  ‘poration may not invest in assets acquired 
by it or for its benefit through the power of 
eminent domain. This is not to imply that the 
AGSOC has the power of condemnation since that 
power may be exercised only by the government.
The limitation is designed to prevent the AGSOC 
from acting in collusion w' i an agi cy 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 is the State or local 
government determines that the exercise of its 
condemnation power is appropriate. Such a situ­
ation might occur should the /'GSOC become invol­
ved in the construction of a major pipeline.



Subsection 7 provides the AGSOC with 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 dr-tail 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 
sale during this period of time and it is unlikely 
that an organized market for AGSOC stock will develop 
during this period. Discretion is left witn the 
corporation to pay prices higher than book value 
for the stock, but it is likely that the directors 
*/ill determine that book value is the appropriate 
price.

Since shareholders who become non-residents 
during the five year period of transfer restrictions 
may be able to sell their stock at a hig^ price 
in an uncontrolled market emigration mignt 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.

030. BOARD OF DIRECTORS.

This section se out the provisions for AGSOC 
directors which differ from those applicable under 
Alaska Statutes Title 10, Chapter 5. The nine 
incorporators serve as the original board of directors 
and are divided into three groups in accordance with 
AS 10.05.186, except that only one-third of the 
directors will stand for election at the first annual 
meeting, one-third at the second annual meeting and 
one-third that the third annual meeting. Thereafter 
each director W i l l  serve for a term of three years 
as provided in AS 10..5.186. None of the other 
provisions of the Alaska Business Corporations Act 
regarding directors are changed and tho normal rulc3 
of Chapter 5 apply to the AGSOC.



50.040. NOTIFICATION OF ELIGIBLE SHAREHOLDERS.

Since 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 requirements 
only 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 fr^m v'.nous sources 
to develop a list of potential shareholders wuile 
in the bush it might be appropriate for it to hi^e 
census personel to locate anu identify eligible 
Alaskans.

5 0 .050. CORPORATION NOT LIAtLE TO SHAREHOLDERS.

This section makes it clear that although the 
AGSOC is required to take reasonable steps to notify 
potential shareholders of their right to stock the 
burden of arplying for stock lies with the resident 
and the corporation is j.ut liable for failure to 
notify or issue stock to a potential shareholder.
If a resident makes application for stock after the 
distribution of one or more dividends he looses his 
right to those dividends and is entitled to receive 
only those dividends declared and paid after the 
date upon which his stock was issued to him.

50.060. LATE APPLICATION FOR SHAPES.

The legislation provides that ^tock is to be 
issued to ail qualifying residents and the corpor­
ation directed to use reasonable efforts to identify 
potential shareholders. The burden of application 
is upon the resident. Those residents who re 
identified or who identify themselves will have one 
year in 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 fares before applying 
for their stock, a final cutoff date i 3 provided 
after which distributions of stock will be made only 
upon payment to tho corporation of book value.



Ihis 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 the stock to be voided, dividends 
to be recovered with interest and costs of the suit 
to be paid by the defendant.

0.070. PENALTIES FOR MISREPRESENTATION OF ELIGIBILITY AS
SHAREHOLDER.

50.080. DIVIDENDS OF THE CORPORATION.

Under the rules of the Alaska Business Corpor­
ations Act a corporation may pay dividends only out 
of earned surplus, the retained earnings of the 
corporation. Since the AGSOC is required by federal 
law to distribute 90% of its taxable income to its 
shareholders on an annual basis is 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 is 
already bankrupt. Bankruptcy in this situation 
means when the corporation is unable to meet its 
current obligations.

50.090. EXEMPTION FROM 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.

50.100. _ LOAN GUARANTEE FUND.

This section establishes a fund within the 
Department of Revenue which is to be used to 
guarantee loans 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 Investigation of potential 
investments.

50.900. DEFINITIONS.

This section defines the terms used in Chapter 
50. Especially important is the definition of 
resident since that definition will determine who 
is eliqible to receive AGSOC stock without charge.
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Two -Factor Theory And ESOP Financing

Why, In An Advanced Industrial Economy, 
Substantial Incone-Producing Capital 
Must Be Owned By Corporate Employees

And

How— With Very Slight Changes In Basic 
Business Strategy--This Can Be 

Effectively Accomplished Through Employee 
Stock Ownership Plan (ESOP) Financing:

°The Most Potent Instrument For The Purpose 

°The Most Advantageous To The Corporation 

°The Most Beneficial To Employees

(C) 1977 Kelso 4 Co., Incorporated 
Investment Bankers 
Specialists in ESOP Financing 
111 Pine Street
San Francisco, California 9<1111 
(-115) 7y8-7-lf4



Although two-factor economics is a new and fundamental concept,
it is simple and straightforward'. The reasoning runs as follows:

1. While it is true that people, participating in th* economy 
through the performance of their various tasks, are a basic 
source of productive input, they are not the only source of 
productive input.

2. Non-human things, such as land, structures and machines, 
also make productive input into the economy.

3. The division of the input sources into two types is both nec­
essary and adequate, because the ownership of labor power can­
not be concentrated, while tue ownership of non-human things 
can easily be concentrated. It is, after all, an individual's 
property in an input factor that entitles him to receive what 
it produces.

4. Under the logic and morality of a market economy, productive 
input into the economy is the basis for the individual's right 
to receive income from it. Economic outtake is conditioned
on economic input. To accountan s and businessmen, this rela­
tionship is simply double-entry bookkeeping. To economists, 
it is "Say's Law" or "Say's Identity". To moralists, it is 
the Puritan Ethic, or simply the principle of economic jus­
tice defined by Aristotle. To lawyers, it is the principle 
of private property, under which the owners of capital and 
the individual owners of labor power are accorded tho income 
equivalent o" what ea<~h privately-owned input factor contri­
buted to production.

Figure 1: Sa v s  ia w  rue b a s ic  l a w  or t w o -f a c t o r  economics

for  e v e r y  d o lla r  t p c n t , to m e b o d y  j t t i  a  d o llar  in e c o n o m ic  v a lu e . V iy 't Law  it t im p ly  
a  p ro te  it a t e m e n t  o l  th e  p rin c ip le  o f  d o u b le -e n try  b o o k k ee p in g , w hich it th e lo g ic  
o f  a  p r iv a te  p r o p e r t y , m a rk e t  e c o n o m y .

i  NATIONAL 
NIS

C O U A L S AGGHtOATE INCOME



F i g u r e  2 : s a y s  l a w  i l l u s t r a t e d  o n  t h e  b a s is  o f  1973 s t a t i s t ic s  <in  b i l l i o n s )

G r o s s  N a t i o n a l  P r o d u c t P r e - t a x  Inco n e

L e s s  a d j u s t m e n t s  fo r  c a p i t a l  c o n s u m p t i o n  
a l l o w a n c e s ,  i n d i r e c t  b u s i n e s s  ta x  a n d  n o n­
ta x  l i a b i l i t y ,  b u s i n e s s  t r a n s f e r  p a y m e n t s  
a n d  o t h e r  m i n o r  a d j u s t m e n t s .

CONSUMER COS^S OF:

A g r i c u l t u r e ,  f o r e s t r y ,  a n d  f i s h e r i e s  $ 37.8
M i n i n g  9 . 7
C o n t r a c t  c o n s t r u c t i o n  57.5
M a n u f a c t u r i n g  291.9
T r a n s p o r t a t i o n  39.3
C o m m u n i c a t i o n s  21.7
E l e c t r i c ,  gas, an d  s a n i t a r y  s e r v i c e s  19.3
W h o l e s a l e  a n d  r e t a i l  t r a d e  151.5
F i n a n c e ,  i n s u r a n c e ,  a n d  real e s t a t e  118.9
S e r v i c e s  133.6
G o v e r n m e n t  a n d  g o v e r n m e n t  e n t e r p r i s e s  162.9
F o r e i g n  t r a d e  a n d  t r a n s a c t i o n s  9.6

$ 1 , 0 5 4 . 3

P r e - t a x  Income A u t o m a t i c a l l y  
A r i s i n g  o u t  of P r o d u c t i o n  a n d  
R e c e i v e d  by the Pa t i c i p a n t s  

in P r o d u c t i o n

I N C O M E  OF P A R T I C I P A N T S  IN:

A g r i c u l t u r e ,  forestry, a n d  f i s h e r i e s  
M i n i n g
C o n t r a c t  c o n s t r u c t i o n  
M a n u f a c t u r i n g  
T r a n s p o r t a t i o n  
C o m m u n i c a t i o n s

E l e c t r i c ,  gas, a n d  s a n i t a r y  s e r v i c e s  
W h o l e s a l e  a n d  reta i l  trade 
F i n a n c e ,  i n s u r a n c e ,  and r e a l  e s t a t e  
S e r v i c e s

G o v e r n m e n t  a n d  g o v e r n m e n t  e n t e r p r i s e s  
F o r e i g n  trade an d  t r a n s a c t i o n s

$ 1 , 0 5 4 . 3

5. Technological advance, which is the phenomenon respon­
sible for the Industrial Revolution, as well as our own 
automation revolution, and all of the intermediate revo­
lutions brought about by science and technology, changes, 
and is intended to change, the input mix. It shifts the 
burden of production off labor *the human factor) and onto 
capital (the non-hunan factor). Technological change does 
not operate directly on labor. It cannot increase the pro­
ductiveness of an individual worker. It increases the pro­
ductiveness of machines, tools, structures, land and pro­
cesses. The economic productiveness of human workers— what 
they can accomplish with their unaided muscles or minds has 
not changed during the course of history, if the value of 
that productiveness is determined objectively and compet­
itively by the free operation of the law of supply and demand.



F igu r e  3: t h e  f u n c t i o n  o f  t e c h n o l o g i c a l  c h a n g e

‘the function of . hno log ica l change is to sh ift the burden o f production o ff 
the human factor, labor, and onto the non-human fac to r , ( la n d , structures,

I  4 f  OR INPUT *nd 'T'*c h in M > CAPITAL INPUT

h i s t o r i c a l  t i m e

6. In the United States economy, the world's most advanced, 
the process of technological change has gone so far that 
most of the goods and services today are produced by cap­
ital instruments; only a minor portio. >t the productive 
input is made by people. With rare exceptions, it is capi­
tal that produces affluence. Labor, in a free labor market, 
can normally produce only subsistence. The relative distri­
bution of aggregate personal income between worker? (roughly 
3/^ths) and the owners of capital (l/4th) does not reflect 
tho relatively higher productive input by capital because 
our governmental economic policy (th'' Employment Act of 1946), 
and implementing legislation, attempts to repeal the law of 
supply and demand as it applies to the value of labor. This 
is the purpose of minimum wage laws, coercive fixing of wages, 
vast governmental make-work programs, government subsidies 
to industry and other government entities to "create" jobs, etc.



The costs of all such efforts enter into the costs of production, 
directly or indirectly, and thus are inflationary precisely 
because they are not reflected in the increased production of 
goods and services by labor. Such costs, neither represen­
ting increased labor input nor labor shortages, are, in fact, 
disguised welfare. They are inje-ted into the costs c £ the 
sane quantities of goods and ser' ices that, prior to the co­
erces increases, would have been produced at lower costs. These 
attempts to overvalue labor constitute the monetization of 
w e l f a r e . -

7. The shifting of the irput ir— x from labor to capital would 
cause no economic problem, even under competitive labor markets, 
if the declining productiveness of labor were offset by in­
creasing capital ownership, i.e., if, as technology diminished 
the productive role of the human factor, workers simultaneously 
acquired ownership of enough productive capital to compensate 
for their loss, or even better, enough capital to provide what 
few labor-dependent persons have ever achieved, a truly affluent 
standard of living.

8. Unfortunately, traditional techniques of finance do exactly 
the reverse of what the situation logically requires. They 
insure that all newly-formed capital will be automatically 
owned by those who own all existing capital. Under these 
techniques, the $100 billion-plus of new capital formation 
that comes into existence each year in the U.S. economy b e­
comes owned by a tiny propriecr.y class— 5% of consumer 
units at most. If averaged over the past 15 years, about 
98% of new capital formation in the corporate sector (which 
produces more than 85% of total private sector goods and 
services) is financed out of direct cash flo'w or borrowings 
repaid out of cash flow.

Figure 4: conventional corpora!e  finance
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These methods of financing new capital formation have one com­
mon characteristic: they do not create a single new stockholder. 
The portion of new capital formation (about 2%) financed by 
sale of equity stock to the public does not alter this propen­
sity. Every qualitative study of stock ownership to date 
shows that ownership of virtually all individually-owned produc­
tive capital is lodged in the top 5% of consumer units. These 
are the families who have excess funds to buy newly-issued stock. 
Conventional finance has created this monopoly.

t

9. The logic of business finance is to invest in productive capi­
tal that will pav for itself within p reasonably short space 
of time, normally three to five years, and then go on throwing 
orr wealth indefinitely, its productive power being replen- 
isned through depreciation funds set aside out of gross income 
before net income is computed. Two-factor financing techniques, 
of which the most widely used today is the Employee Stock Own­
ership Plan or ESOP, makes this logic available to employees.

Figure 5: b u s i n e s s  c o p p q r a t i c n  f i n a n c e d  b y  a  p r o p e r l y  d e s i g n e d  e s o p
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10. ESOP financing, on the one hand, provides low cost capital,
through the use of pre-corporate-tax funds, to finance c o r­
porate growth, and on the other hand, builds ownership into
workers without diminishing their take-hcme pay or calling 
upon their snail or nonexistent savings.

11. With ninor legislative changes to provide capi'-aa. diffusion 
insurance (nodeled after FHA insurance) for lenders that 
nake sound ownership broadening loans and to nake the finan­
cing paper held by lenders discountable at a rate not in excess 
of the administrative costs of the Federal Reserve Bank, two 
factor techniques provide means for financing unlimited growth, 
while building market power, economic security, and growing 
current second incomes from capital* into the masses of workers; 
thus the market power of potential consumers rises in step with 
the productive output of the economy.

♦Where the stock in the ESOP pavs a dividend, the plan often 
provides that, after each particular share of stock is paid 
for, the dividends on it shall currently pass through the 
trust into the workers' pockets.

Figure 6: f i n a n c i n g  e c o n o m i c  g r o w t h

Financ ing econom ic grow th by m onetis ing  productive cap ita l while 
bu ilc ing  market power in to  consumers through ESOP fm .inc .ng



12. Inflation is eliminated. Institutional barriers/ such as 
lack of "money" to finance solid, self-liquidating economic 
growth are eliminated; legitimate leisure, built upon the 
ownership of a holding of productive capital that will enable 
a man or woman to produce a viable income, becomes possible 
over a reasonable working lifetime; and the burden of public 
taxes imposed upon producers to support the non-productive 
and under-productive can ultimately be virtually eliminated. 
Fully productive households and individuals do not neea to
be subsidized.

13. The ESC? is an enormous cost-saver for the corporation which—  
sooner or later— can substitute it for a fixed-benefit pension 
plan, or any other pension plan or conventional profio-sharing 
plan. All payments by the corpc.ation into these conventional 
plans are pure cost.

Figure 7; conventional financing of a business corporation
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Compared with *-he ESOP (see Figure 5), not only does the 
identical dol.ar paid by the corporation to build stock o w n­
e r s h i p  into employees also finance corporate growth, but 
corporate growth can be accomplished on pre-tax dollars.
Ey comparing the ESOP (Figure 5) with conventional economic 
security-building plans (Figure 7), you will see that the 
ESOP enables the corporation to gain S3 of advantage for each 
dollar spent. And it conforms to the sound economic goal 
of enabling employees, who work hard and well over a reason­
able working lifetime, to retire singularly well off.

Finally, because the economic goal implicit in Tvo-Factor 
Theory is to expand the U.S. economy (and any other economy 
that adopts it) sufficiently to enable all consumers to live 
well— general affluence— • hile also producing the technology 
to protect the environment, a change o a two-factor policy 
by business and government could give us tv/enty-five years 
or more of legitimate fulT employment. This would be time 
enough for society to adjust fo a world in which each person 
will spend less time in economic work and more time in the 
work of civilization.

re 8: o b j e c t i v e  o f  t w o  m c r o n  e c o n o m i c s

Capital structure ol the pretent economy, owned by 5"* ol consumer*, 
expjnot ten-lold to c rea te  the SECOND ECONOMY, nwned primarily 
by the •rJ'Y ol contMtnert *ho now own no capital
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I. Preface and Summary

A General Stock Ownership Corporation (GSOC) is not a magical money 
machine. In the absence of external support in some form, a GSOC cannot be 
expected to earn a net cash flow simply by borrowing from one group of capital 
owners in order to finance asset acquisitions from other capital owners. 
Inappropriate analogies are sometimes drawn between financed asset acquisitions 
that a GSOC might undertake and those that wealthy individuals and solvent 
firms undertake as a matter of routine. By uefinition, wealthy
individuals and solvent firms have equity bases to cushion temporary or 
chronic operating deficits. In constrast, the financial condition of an unsub­
sidized GSOC, is similar to that of any other firm whose liabilities exceed its 
assets; it is insolvent. Like any other Insolvent firm, a GSOC can be made to 
show an operating profit if given sufficient t .bsidies in the form of donated cash 
or assets, tax benefits, ano/or credit assistance. However, since these subsidies 
would have earned a normal return if put to alternative uses, It is erroneous to 
attribute a GSOC "profit" to its leverage-acquisitions. Any such "profit" is 
simply a residual of the normal return on the subsidies invested in a GSOC, after 
the GSOCs own expenses have been deducted.

Therefore, despite optimistic claims by a few exhuberant supporters, a 
GSOC is more accurately described as an elaborate financial device for 
capturing and redistributing the federal taxes currently paid on privately owned 
assets. Since these tax payments can be sizable, the implicit federal subsidy 
represents a potentially valuable source of State revenue. However, under the 
federal "enabling" legislation a GSOCs tax liability is not forgiven but instead is 
passed through to (and borne fully by) the citizen shareholders of the GSOC. 
Technically, the federal tax "break" is limited distributions in excess of the



GSOC (pass through) tax liability. This provision carries important implications 
both lor the financial viability of the GSOC and for the form of the distribution 
of the federal subsidy.

In terms of financial viability, the pass-through restriction, reduces the 
portion of the federal subsidy that a GSOC can use to cover its own overhead and 
debt-service expenses. Projected GSOC operating deficits (which any pure 
leverage investment company would run) must be funded from some other 
source. Most likely, State assistance will be required on a continuing basis and in 
an amount that is significant when measured against the after-tax benefits 
received by the citizens of the State.

In an attempt to lessen its own subsidy burden, a State might direct its 
GSOC to acquire assets that would generate a low (or even a zero) pass through 
tax liability. However, to the extent that such assets also generate low tax 
liabilities for existing owners, the federal subsidy is reduced as well. The 
"soluiion" that seems implicit in the federal legislation is for the GSOC to 
acquire assets that are eligible for tax credits and/or accelerated depreciation 
charges from owners who have already exhausted such benefits for themselves. 
Since nonsubsidized firms have a similar tax incentive for acquiring such assets, 
a GSOC must expect to pay prices above those that would otherwise prevail in 
the secondary market for depreciated assets. Sales at inflated prices would 
allow the selling firms to capitalize a greater portion of their scheduled tax 
payments to the federal government, reducing the portion of the subsidy 
captured by the GSOC.

GSOC advocates have suggested that careful investment analysis might 
eliminate such overpricing. However, the GSOCs investment team, will be 
virtually totally dependent on projections provided by the selling “ -ms. Experi­



enced negotiators for selling firms also have been known to cite pressing cash 
needs or other smokescreens in an effort to convince buyers that the assets are 
actually offered below the prevailing market prices. Experienced buyers 
recognize, of course, that if such were in fact the case, a rational seller would 
always sell at the higher market price unless the sale at the lower price 
constituted an implicit payment for some past or future consideration. Such 
might be the case in a "pilot" program where a selling firm has a clear incentive 
to "prove" that the GSOC is viable in order to establish a future flow of subsidy 
beneL’s. In other cases, selling firms may simply rely on the observation that 
even at inflated prices, the GSOC will show a "profit" as long as the federal 
subsidy is less than fully capitalized by the seller.

Despite the apparent inevitability of the diversion of GSOC subsidies to
selling firms, even GSOC directors with impeccable standards may be hard
pressed to determine the true extent of these diversions. Efforts at extensive
investment analysis might succeed in limiting the subsidies to selling firms but 

byonly ̂ creating another type of subsidy diversion in its place since the required 
analysis is apt to be qu. - expensive, and thes* costs must be subsidized as well. 
Regrettably, It is unlikely that even an outside "watch dog" agent (perhaps 
established by the State legislature) could successfully monitor GSOC activities. 
On the contrary, the risk appears far greater that outside pressure will be 
exerted on the GSOC directors la use their considerable subsidy powers in 
support of particular firms or banks that might be deemed "essential" to the 
State or local economy. In fact, it might be argued by some that the GSOC has a 
"moral obligation" to provide such support as long as it can do so and still show 
an operating "profit." For example, subsidy diversions to th.* shareholders of 
particular firms might be regarded as necessary to continue employment for

-3-
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workers who might otherwise face a loss of jobs. Unfortunately, the firms 
destined for subsidy diversions are capital intensive rather than labor intensive 
so that GSOC subsidy diversions are apt to be extremely inefficient (in terms of 
cost per worker) as a means of providing job security.

When the inherent disadvantages of the GSOC concept are measured 
against the ambiguous federal support for the program, a State may decide that 
the "price" it must pay for a GSOC is too high in relation to the poter ial 
benefits. Ever, if a State determines that GSOC benefits are "offered" at a 
bargain under the federal legislation , the State should be aware that the 
citizen-shareholders »n a GSOC will share the federal and State subsidies with 
the GSOC bureaucracy and with the firms that sell assets or lend funds to the 
GSOC. While subsidy diversion *n small amounts might be regarded as "normal" 
operating costs, the potential for large-scale subsidy diversions cannot be 
ignored. Such diversions are not necessarily "bad," but they defeat the expressed 
purpose of * .u GSOC concept by funnelling benefits to existing capital owners 
rather than to new capital owners. At present the "unintended beneficiaries" of 
a GSOC program appear to be the shareholders of capital intensive firms, as well 
as banks and other lending institutions that might win the favor of a particular 
board of GSOC directors. The federal immunity from personal income taxes on 
distribution in excess of the GSOC pass-through tax liability obviously benefits 
citizens in the highest tax brackets the most. Those who pay little or nothi.ig in 
the way of taxes obviously receive little or no benefits from this tax "break."
Those suffering the most from the proposed GSOC program would be firms that 
would have to compete with the GSOC, either in the market for credit or in the 
market for depreciated assets. In addition, despite the fact that the costs of the 
federal and State subsidies would bedispcteed. every dollar of benefits distributed



-5-

by the GSOC will have to be made up, either in the form of additional tax 
revenues to replace those diverted or in the form of greater inflation if the lost 
tax revenues are not made up.

Economists note that asset transfers do not create new cash flows. In fact, 
transfer programs, no matter how socially desirable they might be, absorb ra'.her 
than generate market value as new costs are merely grafted onto the existing 
economy. Thus economists place a heavy burden of proof on the proponents of 
particular plans to show that their plans are adequately funded (or subsidized) 
and that the benefits actually accrue to the targeted groups. Unfortunately, 
despite the force of a highly emotional call for action, the GSOC backers have 
not satisfied these basic requirements. "Faith" and "vision" are all that have 
been offered in support of the contention that a GSOC can achieve its intended 
goals and avoid becoming simply one more program that promises broad-based 
benefits but instead imposes broad-based costs and funnels the benefits to 
familiar recipients, the banks, the capital intensive industries, and ol course, 
bureaucracy itself.
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II. Financial Viability ol a GSOC

Case Is Viability without external support
To appreciate the limitations ol the feoeral GSOC legislation, it is 

important to understand precisely how and why a GSOC is not financially viable 
without external support. Jo so, let us reexamine a hypothetical example ol 
linanced capitalism lound on p. 71 of the report submitted by Kelso & Co. to the 
Alaska State Legislature, "Design of an Alaskan General Stock Ownership Plan, 
Volume I" (February 15, 1979). In that example, a Mr. Adams borrows $200,000 
and builds a fourplex which he rents out for a total ol $20,000 per year. For 
simplicity, the drafters ol the Kelso A Co. report abstract from vacancy risk, 
from taxes, from overhead expenses, and even lrom interest on the loan. Such 
simplifications might have served the narrow purposes of the commission issued 
by the State to Kelso A Co. They do little, however, to reassure a potential 
lender who is concerned with the financial viability of a GSOC. For example, 
with an interest rate of 10% (generous by today's standards), the annual debt 
service on a ten-year fullv a nortized loan is $32,500 rather than the $20,000 
figure used in the interest-free example. Thus even if the $24,000 earnings 
figure is reinterpreted as net taxes and net of all expenses, the financed 
acquisition plan would fall considerably short of the goal of sell liquidation. 
Instead of an excess annual cash fiow of $4,000 found in the zero-interest 
example, Mr. Adams would have to cover a short-fall of $S,500 per year over 
the life of the loan. The loan could be amortized over a longer period, thus 
reducing the annual debt service. However the interest alone amounts to 
$20,000 per year so that a self-liquidating the mortgage would have to be written 
with exceptionally long maturity. At an interest rate of 12% or better, the 
mortgage could nev^r be paid off out of the projected rents alone.



Advocates for the concept of financed capitalism might observe that the 
rental rates chosen by the drafters of the Kelso & Co. report were arbitrary and 
just happened to be too low 'n order to make sense when representative charges 
are introduced. Therefore, it is important to recognize that even if the example 
were restructured so that Mr. Adams would have been able to arrange self- 
liquidating financing for his investment, that does not mean he would sell his 
fourplex to the GSOC at a price that (in the absence of external support) would 
allow the GSOC to finance the acquisition with a self-liquidating loan. On the 
contrary, rather than sell at such a price, Mr. Adams would simply refinance any 
outstanding mortgage against his fourplex, in order to raise the same amount of 
additional cash that the sale would have produced (after repaying the loan). Thus 
even though the fina»>ced capitalism concept might work for original 
investments, the model breaks down when it is applied to asset transfers. As 
long as asset sellers require full compensation for the stream of earnings they 
relinquish, the debt service on loans to provide such compensation must exhaust 
the full value of the asset's earning potential. Otherwise, the alternative of 
financed asset retention dominates the decision to sell the asset.

In reaching this general conclusion, it must be remembered tt.at external 
factors, such as tax considerations, have not yet been introduced. Similarly, 
differences in borrowing capacities have not yet been considered. Thus the 
general conclusion is not contradicted by examples of asset acquisitions that are 
entirely financed via self-liquidating loans to individuals or firms who can secure 
the loan pledging more than just the asset's own earnings. Implicit in such 
arrangements is the very important premise that, if needed, the borrower can 
draw on other funds or resources. In contrast, a GSOC has no equity base to use



as supplemental collateral for loans. Thus in the absense of external support, a 
GSOC would be unable to acquire assets via self liquidating loans even though 
equity firms and some individuals might be able to do so. GOSC's are oy no 
reans unique in this regard. Extensive analysis of investment companies 
(including mutual funds) confirms that these equity institutions would i.ot be 
viable as pure-debt firms. I.e., they do not earn a rate of return equal to their 
risk-adjusted cost of capital.
Case 2: Viability under the federal legislation

The federal "enabling" legislation is not a legal requirement for the 
operation of a GSOC. It is merely an open admission that a GSOC is not 
financially viable without external support of some form. On its own a GSOC 
would not earn leverage arbitrage profits, it would make leverage arbitrage 
losses as would any other pure-debt investment company. Without an equity base 
or an external subsidy to offset these losses no lender would extend funds to a 
GSOC. Tliis observation more than any other single factor, explains why pure- 
leverage investment companies have failed to materialize on their own despite 
promises of sure profits offered by advocates of financed capitalism.

Recent federal legislation grants qualifying GOSC's immunity from the 
federal corporate income tax. Had immunity been granted in an unrestricted 
form, a GSOC would have been able to use a greater portion of the pretax 
earnings on assets to cover GSOC overhead and to service the debt raised to 
finance asset acquisitions. Any excess subsidy would then have been available 
for distribution to citizen-shareholders or for accumulation as equity in the 
GSOC. To illustr»*e this point, let us return to the previous example, and 
assume t the pretax earnings on Mr. Adams' fourplex had been $40,000, of 
which he was required to pay $10,000 in federal taxes and another $6,000 in state
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taxcs, leaving $29,000 for expenses and debt service. Under federal (but not 
state) immunity, the GOSC would have the use of $39,000 per year, and thus, 
over some price range, could afford to offer Mr. Adams more for the asset than 
he would be able to raise via his own self-liquidating loan. At such a price, Mr.
Adam's would capitalize all of the after-tax earnings plus a portion of the 
earnings stream otherwize lost to the federal govern^-mt. In such a case, both 
Mr. Adams and the GSOC would benefit at the expen. . the U.S. Treasury.

Apparently the U.S. Congress did not intend that the federal legislation 
reduce to merely a tax dodge (at least not so simply). Therefore, in granting 
GOSC's immunity, the "enabling" legislation also mandates that the equivalent 
tax liability be passed through to the citizen-shareholders without regard for the 
special tax status of the recipients. Had the GSOC been a viable-self-supporting 
firm, the pass-through restriction would not have been especially significant. A 
GSOC would simply pass through its own tax savings in order to cover the tax 
liability that it must also pass through'. However, the GSOC requires these (or 
some other) funds to cover the amount by which its overhead and interest costs 
will exceed its (after-tax) earnings. Thus, as presently structured, the federal 
legislation does nothing to improve the financial condition of a GSOC. To 
qualify for the tax subsidy, the GSOC must accept an offsetting financial 
committment.

Despite this negative assessment, a GSOC would have the same opportuni- 
tie: for tax-arbitrage exchanges as any other firm would, and it might be able to 
make use of such opportunities to strengthen its financial base. Tax savings 
arise if the tax payments that would have been made by an existing owner (by 
Mr. Adams in the hypothetical example), are less than those that a GSOC would 
incur and this difference is less than fully capitalized in the sale of the asset to

-9-
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thc GSOC. The corresponding portion of the pre-tax earnings flow is, in effect, 
donated by the federal government rather than purchased from the previous 
asset owner. Such opportunities c.lje as a matter of routine because of federal 
tax laws that provide acquisition tax credits and/or accelerated depreciation 
charges which are renewable only if the qualified assets are transfered to new 
owners. Thus a GSOC might earn a tax-arbitrage profit by acquiring depreciable 
assets from owners that have already exhausted the liberal tax benefits for 
themselves. Unfortunately, these assets offer similar tax advantages for 
acquiring firms other than GSOCs. Thus GOSC's must bid against other firms for 
these assets, and this competition will allow the selling firms tc ~  * !ize even 
greater portions of their projected tax payments.

Since a GSOC cannot earn tax-arbitrage profits by acquiring assets from 
firms in lower tax brackets than the GSOC (based on the pass-through computa­
tion), the only way that a GSOC might be able to strengthen its own financial 
base is tc divert a portion cf the federal tax subsidy to the shareholders of large 
capital-intensive corporations seeking to unload some of their depreciable assets 
after the initial tax benefits have been gutted.

This description of the federal legislation is vastly different from the 
expressed intentions of the backers of the GSOC concept. So much so in fact, 
that it is difficult to imagine that the U.S. C -“tress had a similar goal in mind in 
settling on the form of this particular "enabling" legislation. It would be far 
easier to explain the federal "enabling" legislation as an attempt to provide large 
capital-intensive firms with additional relief from federal taxation.
Case 3i Viability under alternative forms of State assistance

At present, the extent of federal support lor a GSOC appears anything but 
overwhelming. Kelso A Co. or some other source may be able to furnish a



description ol the type of asset acquisitions that wouid recover enough ol the 
federal subsidy to render a GSOC financial viability. As yet, however, no such 
encouragement has been provided. Nor is there any evidence for a 1'jitimate 
reference to required State assistance as "start-up" costs. Surprisingly few of 
the proposed budget items are truely nonrecuring. On the contrary, virtually all 
of the GOSC's expenses contribute to the annual deficits that a GSOC must run 
in the absence f continuing financial assistance. These annual deficits are 
projected as substantial and must be supported from some external source. 
Moreover even after these deficits have been absorbed (by the State), the State 
must directly or indirectly provide for every dollar of benefits distributed by the 
GSOC (in excess of the GSOC tax liability). Recall the federal "contribution" is 
limited to forgiving the personal taxes that ci izen-shareholders would 
otherwise owe on these excess disbtriubtions.

Although there are many forms that State assistance might take, any such 
assistance reduces to two basic dimensions, perpetual year-by-year maintenance, 
and/or an initial endowment. As a substitute for equity cap tal in a normal firm, 
an initial endowment of cash or earning assets would provide an income flow 
needed for an initial operating margin. To the extent that such an initial subsidy 
is insufficient, supplemental annual subsidies will be required as well. One 
obvious possibility for an annual maintenance subsidy is immunity from the State 
corporate Income tax. In essence, the State could donate its own tax flow in 
support of the federal subsidy. Assuming that this benefit Is less than fully 
capitalized in the sale prices ol assets, the GSOC wouid then capture at least a 
part of the State subsidy (with the balance accuring to the seller of the asset as 
with the federal tax subsidy).

Credit assistance provides an alternative lorm ol a maintenance subsidy. 
Instead ol furnishing additional revenue, a credit subsidy is designed to reduce
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borrowing costs and lence lower debt service claims against GSOC income. 
Agency status would provide the GSOC with direct access to the tax exempt 
borrowing market. Equivalently, the State could borrow (or divert funds from 
other uses) and lend to the GSOC at rates less than those charged in the fully 
taxable market. In either case, however, the State could have earned the higher 
(market) rate, on its funds and thus the State, should regard the difference in 
revenue as a subsidy to the GSOC.

Loan guarantees have been proposed as a low cost form of subisidy. 
Unfortunate'y* it is only the visibility of the cost that is low. In any insurance 
situation, such as a loan guarantee, it is not the visible or ou*.-of-pocket expense 
that determines the true cost to the insurer. Far more important is the 
associated risk that must be borne. Without a highly diversified asset base to 
support precise accuarial assessments, the invisible costs of insurance are usually 
regarded as prohibitive rathe, than as negligible. If lenders (who are apt to be 
more highly diversified than the State) beiieved that these co»is were negligible, 
they would not offer a substantial reduction in rates in exchange for a loan 
guarantee. The fact that lenders are willing to accept less interest in exchange 
for a loan guarantee indicates that they presume that the implicit risks 
are high. In effect, lenders are betting the difference in interest
charges that even with massive federal and State subsidies, the GSOC may be 
overextended in relation to its financial committments. It is important to note 
that financial overextension can arise even if the asset portfolio of a firm is of 
the highest possible quality.

A normal firm that is overextended but otherwise sound is referred to as 
undercapitalized. In order to raise debt capital, such a firm may first *<ave to 
raise additional equity capital, 'n the case of a GSOC, there is no initial equity 
capital, only a subsidy base. If this base is insufficient to assure an adequate
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operating profit margin, the condition of the GSOC is analogous to that of the 
undercapitalized firm. Loan guarantees provide an additional subsidy, and 
eliminate the lender's risks. But, since there is no reason to presume that the 
State has any advantage over lenders in terms of bearing such risks, any 
apparent "profit" from selling loan guarantees (in exchange for lower borrowing 
costs) is purely Illusory.

In terms of pure cost effectiveness, direct cash payments provide by far 
the most efficient form for subsidies since they are the least costly to 
administer . However, these payments are also the most visible and
therefore they are often the least attractive from a political standpoint. Opting 
for less visible but also less efficient forms of subsidy makes it difficult, if not 
impossible, for the State to assess the extent of its own subsidy. Oust as it is 
already difficult to assess the extent of the subsidy implicit in the federal GSOC 
legislation.) For a State that is truely concerned about the extent of its own 
subsidy to the GSOC program, it is especially important to consider only the 
most cost-effective and visible subsidy program. It is difficult to imagine what 
is to be gained, other than short-run political expediency, by burying the 
unavoidable costs of a GSOC through a series of complex financial arrangements.



III. Distribution of the federal and State subsidies

A GSOC may useful as a device for capturing and redirecting federal tax 
revenues on earning assets. However, the GSOCs own budget,no matter spartan, 
can only draw from the subsidy pool. Moreover, even before the subsidies get to 
the GSOC, a portion will be diverted to asset sellers in the form of inflated 
market prices. An additional portion of the subsidies will be absorbed by banks 
and other lenders who earn more money from engaging in leverage-arbitrage of 
their owr than they do by creating those opportunities for others.

This observation explains why the powerful bank lobby did not oppose the 
"enabling" federal legislation. That lobby would almost certainly have opposed 
any serious attempt at diffusing stock ownership since it is precisely this 
issue— disintermediation--that the banks have lobbied against for so many years. 
However, the GSOC lesgislation promises to cut banks in on the subsidy (at least 
those banks who win the favor of the GSOC directors).

Under scrupulous and cold-blooded financial management, it might be 
possible to hold the subsidy diversions to a minimum. But to do so, the GSOC's 
directors must turn a deaf ear to the pleas of special interest groups. It is to be 
expected, however, that the GSOC directors will be beseiged with requests for 
help from particular firms or industries that might be deemed essential to the 
State or local economy. Moreover, the subsidy diversion would be largely hidden 
in the sense that the GSOC still would be able to show a "profit" as long as it 
retains enough of the subsidy. Thus it may be difficult for GSOC directors to 
defend a decision to "support" some firms and some banks but not others. Such 
dilemma's always raise the possibility that political or other nonfinancial factors 
may influence the operating decisions * a GSOC.

In sum, while supporters may yet be able to show that GSOC benefits 
outweigh the additional costs that a State murt bear under the federal "enabling"



-15-

legislation, thus far, little evidence has been offered In support of that conten­
tion. Instead, the case that has been presented is long on moral posturing, and 
long on railing against the sorry state of affairs that now exists, but painfully 
short in terms of sound economic reasoning that would lead one to believe that a 
GSOC offers any reasonable hope of achieving the expressed objectives. If left 
unattended, the existing biases in the federal legislation would funnel benefits to 
existing capitalists, as stockholders in banks and capital intensive firms, and to 
new GSOC bureaucrats, leaving an as yet undetermined fraction for (excess) 
distribution to dtizen-shareholders. Even this distribution is regressive in the 
sense that the federal tax savings is greater for those in higher tax brackets. 
Since the same citizens must pay for the State subsidies (as well as their portion 
of the federal subsidy) either in the form of increased taxes or in the form of 
increased inflation (assuming that taxes are not raised), it is far from clear that 
the benefits outweigh the costs for an£ group of citizens. It should be clear, 
however, that the society as a whole loses since new costs are created but no 
new revenues are created to pay for those costs.

In the absence ol "clarifying" analysis, the decision before the Alaska State 
Legislature appears to be one of whether or not to assist capitai intensive firms 
in recovering part of the taxes they currently pay to the federal and State 
government. If so, a GSOC might be an appropriate vehicle, one 'hat wouid also 
benefit selective banks and would create supporting jobs through its own 
bureaucracy. If sufficient'/ subsidized through tax benefits, loan guarantees, 
etc* a GSOC might even produce a modest excess cash flow to dtizen- 
shareholders. However, if this is the ultimate goal, the State would be lar better 
off to scrap the proposal for a costly administrative structure (the GSOC) and 
eliminate the subsidy diversions by simply distributing to its  citizens the 
equivalent of the



proposed State subsidies to the GSOC. If it is deemed essential that checks be 
considered as "dividend" dispersements rather than as transfer payment (which 
they will be in either case), then the State might adopt a more ennobling title 
such as "the return on a citizen's share in State Wealth." It is doubtful that many 
citizens will feel all that different once they have cashed their checks. Only the 
banks and the capital intensive firms appear to have a strong financial incentive 
for favoring the more cumbersome and costly GSOC alternative.
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K E L S O  &  C O .
INCORPORATED

IN VESTM EN T BA N K ERS

G R EEN SB O R O , N .C . SA N  FR A N C ISC O  L O S  A N G ELES

April 10, 1979

The Honorable Mike Miller 
Chairman, State Affairs Committee 
Alaska State House of Representatives 
Pouch V
State Capitol Bldg.
Juneau, Alaska 99811

Dear Representative Miller:

We are writing you to comment upon the principal items covered 
by the memorandum from The Honorable Avrum M. Gross, Attorney General 
(by Mr. Joseph K. Donohue, Assistant Attorney General), to The 
Honorable Frances Ulmer, Director of the Division of Policy Develop­
ment & Planning, under date of Maich 19, 1979. We understand this 
memorandum has been considered by hoth 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 its pre­
paration, ai.d the wisdom of Miss Ulmer in request' .ig it, all attest 
the high degree of responsibility and thoroughne: s with which fc**' 
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 each 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 p a g e s ) . We will also number our paragraphs for 
easy reference in 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 
tho federal legislation and exempt AGSOC from State corporate incore 
tax and from certain other State level taxes which might otherwise oe 
imposed on the corporation are, of course, procisely 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 is that
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The Honorable Mike Miller 
Chairman, State Affairs Committee 
April 10, 1979 
Page Two

our firm, as investment bankers, is presently recommending "the new 
AGSOC purchase BP's share of TAPS." We, in our instructions from 
the legislature, were expressly requested to avoid recommendations as 
to AGSOC's investments, although, basically to illustrate 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 in acquiring produc­
tive investments from time to time, and thus slowdown the rate at 
which AGSOC is 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), it is postulated that by 
purporting to give each resident of the Stat-e 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, 
nd that because the AGSOC is 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 which every resident 
owns an interest, is intended to build capital ownership in each such 
resident each resident also has other and independent interests. He 
has an intore3t in the overall tax impact on hiir. Thus if reducing 
the taxes on AGSOC raised his personal income 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 is inconceivable that AGSOC would become a lobbying force 
contrary other basic interests of the residents of Alaska, simply 
because its 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 tho indignity of seeking 
welfare and other taxpayers will be freed from the unpleasant task of
being forced to support strangers through taxation used for welfare
purposes. These aro "trade-offs" of a political and economic nature, 
but tho underlying theory of AGSOC is that economic self-sufficioncy 
through the ownership of income producing capital is preferable to
welfare for some and redistributive taxes for others. Wc believe
that this point should bo clearly and thoroughly debated by the legis­
lature and tho question of whether tho legislature prefers the prin-
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ciple of capitalism or the principle of socialisn should be determined.

3. THE SEVERAL PARAGRAPHS BEGINNING AT THE BOTTOM OF PAGE 4 
UNDER SECTION II. 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 
is not, we believe, an accurate summary of my personal testimony and 
statements to various Committees and to various individuals in the 
legislature.

I have pointed out that in addition to start-up funding in order 
to make AGSOC an operatirg reality, it should then seek the best 
sources of funding available. Some investments, it 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 approprit :e or appropriately created 
State agency. The important point to be focused upon in this area is 
that conventional corporate and business finance tends specifically 
to make the rich richer and to fail to make tho poor richer. We do 
not see how it can be considered objectionah’e for the people of the 
State to use their collective power to assise the individual resi­
dents —  all residents at the outset and new residents as these grow 
in significant numbers —  by amendments tc the State and federal legis­
lation, or by tho Alaskan State Legislature's specifically incorpo­
rating future AGSOCs —  AGSOC-I, AGSOC-II, etc.

The points made in the remainder of Section II should, of course, 
be considered by the legislature in the light of the existing Consti­
tutional provisions and the existing State mechinery fox backing up 
an enterprise —  AGSOC —  that is a private corporation but whose acti­
vities will address themselves to the solution of a public problen. 
AGSOC is 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 in 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 in­
vestments of the traditional giant corporations primarily benefit the 
pinnacle wealth owners, a few of whom may be Alaskan residents, but 
most of whom will be non-residonts and perhaps oven 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 III. LEPOLITICIZING TIIE AGSOC BEGINNING ON PAGE 7

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

In the first paragraph unde- this item is the statement that "it 
should be noted that there is nothing in the federal legislation which 
would preclude the AGSOC's establishment as a state agency or public 
corporation." We believe this is 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.

We disagree with the unwarranted conclusion drawn in the para­
graphs at the bottom of Page 7 and on Page 8, et 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 its net income and thus develop a vast 
reservoir of funds which it could spend as its Board of Directors saw 
fit, then these comments might be justified. But that is precisely 
what AGSOC is designed to avoid. Its income is promptly translated 
into the income of its 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 initiate a suit to have questioned in court a misuse of funds 
by AGSOC, is, it would seem to us, an ironclad guaranty that AGSOC 
would never become a branch of government in any form.

Because of its very size, and its potential economic importance 
to the enormously broad base of Alaska residents, we 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 
is that if the residents do not tenaciously hold on to their AGSOC 
stock, tho legislature is free to incorporate successive new AGSOCs 
and t.o 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 residents could be established or that, if 
established, they could not be controlled quite easily by stockholders 
derivative litigation.

With the absolute necessity that for many if not most of its 
investments AGSOC will look to the economic powe of the Statu, as 
determined by the legislature, to give it access U  federal or private 
crodit, we think tha there is no basis for imagining that AGSOC could 
develop a const itutor.cy over which it has no control whatsoever. Wo 
also believe that since AGSOC must pay its income to its stockholders, 
and has no duty except to dovelop and produce wealth and to distribute

r*
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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.
It is 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 government!., State and Federal, have 
imposed limitations to assure that it will work for all residents —  
all stockholders —  rather than for one, or a few, as present corporate 
giants do. Having made a false assumption that AGSOC could be a 
"Fourth Branch of Government", it 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 u n­
warranted and would impede the potential efficiency of AGSOC to im­
prove the economic status —  legitimately —  of all residents of Alaska. 
There is no virtue in bureaucratic regulation as such. The stock­
holders would annually vote on directors and upon all issues 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 is in its stockholders, not in its 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 
tho effects of poverty. This is precisely what it is designed to do 
and precisely what it must do under its structural regulations. That 
is its purpose. Since AGSOC must pay out substantially all of its 
earnings to its shareholders, its sole function is to connect each 
resident with capital ownership and income. Could a more desirablu 
goal be conceived?

5. BEGINNING AT THE BOTTOM OP PAGE 8 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 criticizing the Admini­
stration's economic policies and ultimately as a launching pad for 
State elective office.

This is not a very real concorn because the only official o b l i g a­
tion of the members of the Board of Directors of AGSOC is to develop 
and produce Alaskan wealth for ownership by overy Alaskan resident.
When members of the Board of Directors periodically run for election 
as such, if they are incumbents, they do so on their performance 
rocord, as does any elected official, public or private, .*
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The freedom of particular directors and/or officers of AGSOC to 
criticize the State's economic policies is 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, is free to criticize the investments 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 its 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 be a "launching 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 pa r t i­
cipate in local State and community affairs. This is a more democra­
tic basis for the State than where only a few people can afford to run 
for office. Docs Alaska want more or less democracy?

In the first full paragraph on Page y of the memorandum, it is 
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 its funds to candidates for State office. Indeed, 
since it 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 itself. 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 tho directors to act in "a politically 
neutral fashion". AGSOC is not designed to act in u politically 
biased fashion, ror does iti; 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.

On 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 lrccly, but nGSOC's single purposo assures the ease of its 
stockholders in holding it to the performance of its sole purpose.

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

This question is raised at the bottom of Page 9 and on Page 10 
of tho memorandum. Wo 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 is 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 its income to its shareholders. That its share­
holders will become more affluent, less dependent on redistribution 
of wealth, less dependent on welfare, and more powerful, is lementary. 
But this is the same as saying that its shareholders are the ones who 
have the power to scrutinize, correct, and contain any potential c o n­
centration of economic power in AGSOC.

The same is true of the risk that AGSOC may violate the Federal 
anti-trust laws. We have seen no lack of ability on the part of the 
Federal Anti-Trust Division to watch over this area of business acti­
vity. The periodic supervision by the legislature at the time it 
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 ab’̂l u t e  in­
ability of AGSOC to accumulate internal funds defeats its t ower of 
ever exercising the main means by which business corporations violate 
anti-trust laws, namely by withholding tho "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 this area.

We submit that the last sentence in the last paragraph on Page
10 of the memorandum, in itself, recognizes the improbability of the 
speculation involve i in the preceding paragraphs. The fact that the 
stockholders of AGSOC and tho people of tho State are, and at all 
times will be identical, merely shows tha AGSOC is, 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.

Sinco the type of 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 \>e entirely 
unnecessary. A G S O C’s designed trust obligation —  to develop and 
produce wealth for all Alaskans —  assures that any wasteful or impro­
per use of itB resources could be enjoinod by any of its stockholders 
under general principles of corporato law. The imagined problems 
simply do not and cannot oxist, and if they did, they could be quickly 
restrained under these generally applicable legal principles.
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7. PAGE 11, SECTION IV. 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 is, in our opinion, without 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 vast as that proposed for AGSOC, 
that there would 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 is a good one.

Similarly, providing for shareholders to initiate amendments to 
the Articles of Incorporation would be desirable where a substantial 
shareholder initiative, 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 makinj its day-to-day decisions.

8. DESIRABILITY OF A HIGH FORUM REQUIREMENT

This would seem to us to simply impose clumsy procedures on the 
State's prime weapon in building preventative economic power into its 
citizens, i.e., measures to prevont 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 it will enable, for the 
first time in history, ovory Alaskan to become a capital owner. To 
go further than this would seem to be probably wasteful in terms of 
paperwork and a pointless waste of time.

9. LESIGLATION ASSURING ADEQUATE NOTICE OF MEETINGS

In the second paragraph on Page 14 of the memorandum, suggestions 
with respect to this are made. We would think this entirely proper 
if the restriction does not obstruct reasonably efficient governance 
of tho corporation.

10. THE CORPORATE BY-LAWS

Tho memorandum suggests that the power to amend tho By-Laws 
should be reserved to the shareholders "in order to ensure adequate 
public review." Wo believe that such a provision would J>e 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 ?0% or more 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" xn any realistic sense, for the simple 
reason that it 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" imagined by the author of the memorandum in the 
second paragraph on Page 15 is 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 Federal, 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 if experience proves that such changes are
warranted. It is contemplated that the full thrust of A G S O C * 3  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 its deliberations. We would be pleased to respond to any 
requests for elaboration or to any questions.

onorable John G. Fuller, 
vxte 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 Affairs Committee 

The Honorable Richard Eliason,
State Affairs Committee 

Frances Ulmer, Director, Division 
of Policy Development fc Planning

Sincerely,

KELSO & CO., INCORPORATED
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SUBJECT.. P o l i c y  & L e g a l  I s s u e s  
S u r r o u n d i n g  AGSOC L e g i s l a t i o n  
(SSSB 1 7 0  and SSHB 240)

You h a v e  r e q u e s t e d  a b r i e f  o u t l i n e  o f  t h e  v a r i o u s  
i s s u e s  w h i c h  t h e  A d m i n i s t r a t i o n  s h o u l d  r e v i e w  i n  t h e  c o n t e x t  
o f  t h e  a n a l y s i s  o f  the.AGSOC l e g i s l a t i o n  p r e s e n t l y  b e f o r e  
t h e  l e g i s l a t u r e  (SS f o r  B 1 7 0  and SS f o r  HB 2 4 0 ) .  The 
f o l l o w i n g  i s  an o u t l i n e  o f  t h o s e  i s s u e s  f r o m  t h e  D e p a r t m e n t  
o f  L a w ' s  p e r s p e c t i v e :

I. TAXATION

The R e v e n u e  A c t  o f  1 9 7 8  a d d e d  S u b c h a p t e r  U t o  t h e  
I n t e r n a l  R e v e n u e  Code 1 9 5 4 ,  26 U . S . C .  § 1 3 9 1  t h r o u g h  § 1 3 9 7 .  
T h i s  l e g i s l a t i o n  p r o v i d e s  f o r  t h e  c r e a t i o n  o f  a g e n e r a l  
s t o c k  o w n e r s h i p  c o r p o r a t i o n  (GSOC) and i t  a u t h o r i z e s  s p e c i a l  
t a x  t r e a t m e n t  f o r  t h o s e  c o r p o r a t i o n s  w h i c h  q u a l i f y .  The 
f e d e r a l  l e g i s l a t i o n  r e q u i r e s  t h a t  a l l  GSOCs be  c h a r t e r e d  by 
an  a c t  o f  t h e  S t a t e  L e g i s l a t u r e  o r  by a r e f e r e n d u m  and 
f u r t h e r  r e q u i r e s  t h a t  e a c h  s t a t e  c h a r t e r  p r o v i d e  a s  f o l l o w s :

1 .  T h a t  t h e  c h a r t e r  p r o v i d e  f o r  t h e  i s s u a n c e  o f  
o n l y  one  c l a s s  o f  b t o c k ;

2 .  T h a t  t h e  c h a r t e r  p r o v i d e  f o r  t h e  i s s u a n c e  o f  
s h a r e s  o n l y  t o  e l i g i b l e  i n d i v i d u a l s ;  " e l i g i b l e  
i n d i v i d u a l s "  a r e  f u r t h e r  d e f i n e d  a s  t h o s e  who a r e  
r e s i d e n t s  o f  t h e  S t a t e  a s  o f  t h e  d a t e  s p e c i f i e d  i n  
t h e  S t a t e ’ s e n a b l i n g  l e g i s l a t i o n  and who c o n t i n u e  
t o  be  r e s i d e n t s  o f  t h e  S t a t e  a s  o f  t h e  d a t e  o f  t h e  
i s s u a n c e  o f  t h e  s h a r e s ;

3 .  T h a t  t h e  c h a r t e r  p r o v i d e  f o r  t h e  i s s u a n c e  o f  
a t  l e a s t  one  s h a r e  o f  s t o c k  f o r  e a c h  e l i g i b l e  
i n d i v i d u a l ;



4.  T h a t  t h e  c h a r t e r  p r o v i d e  t h a t  no s h a r e  o f  
s t o c k  s h a l l  be  t r a n s f e r r e d  by t h e  s h a r e h o l d e r  
o t h e r  than,  by  w i l l  o r  by i n t e s t a t e  s u c c e s s i o n ,  
u n t i l  a f t e r  f i v e  y e a r s  f r o m  t h e  d a t e  o f  i s s u a n c e  
( e x c e p t  w h e r e  t h e  s h a r e h o l d e r  c e a s e s  t o  be  a  
r e s i d e n t ) ; t h a t  no  s h a r e  o f  s t o c k  be t r a n s f e r r e d  
t o  a p e r s o n  o t h e r  t h a n  a r e s i d e n t ;  and t h a t  no  
s h a r e  o f  s t o c k  be  t r a n s f e r r e d  t o  any i n d i v i d u a l  
who would a s  a r e s u l t  o f  t h e  t r a n s a c t i o n  a c q u i r e  
mo r e  t h a n  t e n  s h a r e s  o f  t h e  GSOC.

I n  a d d i t i o n ,  t h e  GSOC may n o t  a c q u i r e  more  t h a n  t w e n t y  
p e r c e n t  o f  t h e  s h a r e s  o f  a ny  o t h e r  e x i s t i n g  c o r p o r a t i o n ;  t h e  
GSOC may n o t  a c q u i r e  p r o p e r t y  t h r o u g h  t h e  r i g h t  o f  e m i n e n t  
d o m a i n ;  t h e  GSOC's c h a r t e r  mu s t  m a n d a t e  t h a t  i t  q u a l i f y  a s  a 
GSOC u n d e r  t h e  I n t e r n a l  R e ve n u e  Code;  and f i n a l l y ,  t h e  GSOC 
mus t  be  c h a r t e r e d  and o r g a n i z e d  b e t w e e n  December  3 1 ,  1 9 7 8 ,  
and b e f o r e  J a n u a r y  1 ,  1 9 8 4 .

T h u s ,  AGSOC ( A l a s k a  GSOC) a s  s e t  o u t  by L o u i s  
K e l s o ' s  p r o p o s a l  i n  SSSB 1 7 0  would c r e a t e  a  c o r p o r a t i o n  
whose  s h a r e h o l d e r s  c o n s i s t e d  o f  e v e r y  r e s i d e n t  o f  t h e  S t a t e  
o f  A l a s k a  a s  o f  t h e  t i m e  t he  S t a t e  c h a r t e r  g o e s  i n t o  e f f e c t  
who r e m a i n  a r e s i d e n t  u n t i l  t h e  d a t e  o f  t h e  f i r s t  i s s u a n c e  
o f  t h e  AGSOC s h a r e s .  The AGSOC i s  t r e a t e d  a s  a p r i v a t e  
c o r p o r a t i o n  and n o t  a s  a g o v e r n m e n t a l  u n i t  f o r  p u r p o s e s  o f  
t h e  I n t e r n a l  Revenue  Code,  e x c e p t  t h a t  a q u a l i f y i n g  AGSOC i s  
n o t  s u b j e c t  t o  f e d e r a l  c o r p o r a t e  i n c o me  t a x e s .  I n s t e a d ,  
AGSOC's " t a x a b l e  i n c o m e "  w h i c h  i s  c a l c u l a t e d  i n  a c c o r d a n c e  
w i t h  t h e  I n t e r n a l  Re v e nu e  Code ( w i t h  m i n o r  o x c e p t i c r  s n o t  
r e l e v a n t  h e r e )  would be a t t r i b u t e d  d i r e c t l y  t o  t h e  s h a r e ­
h o l d e r s  i n  p r o p o r t i o n  t o  t h e  number o f  s h a r e s  h e l d  anu woul d  
be  t a x e d  a s  i n d i v i d u a l  i n c o me  t o  t h o s e  s h a r e h o l d e r s .  T h i s  
d i v i d e n d  i nc o me  d o e s  n o t  q u a l i f y  f o r  t h e  e x c l u s i o n  f r o m  
g r o s s  i n c o m e  n o r m a l l y  a s s o c i a t e d  w i t h  t h e  f i r s t  $ 1 0 0 . 0 0  o f  
d i v i d e n d  i n c o m e .  S ee  26 U . S . C .  § 1 1 6 .

The AGSOC i s  r e q u i r e d  t o  d i s t r i b u t e  a t  l e a s t  n i n e t y  
p e r c e n t  o f  i t s  " t a x a b l e  i n c o m e "  f o r  a ny  t a x  y e a r .  26 U . S . C .  
§ 1 3 f  (a ) . The f a i l u r e  o f  an e l e c t i n g  AGSOC t o  make t h e  
r e q u i r e d  n i n e t y  p e r c e n t  d i s t r i b u t i o n  would s u b j e c t  i t  t o  a 
p e n a l t y  o f  t w e n t y  o e r c e n t  o f  t h e  e x c e s s  amount r e q u i r e d  t o  
be d i s t r i b u t e d  o v e ; t h a t  amount  a c t u a l l y  d i s t r i b u t e d .  The 
f e d e r a l  scheme i s  i n t e n d e d  t o  g i v e  t h e  AGSOC a s i g n i f i c a n t  
c o m p e t i t i v e  a d v a n t a g e  s i n c e  t h e  c o r p o r a t i o n  can o p e r a t e  f r e e  
o f  c o r p o r a t e  i ncome t a x e s  a t  t h e  f e d e r a l  l e v e l .  On t h e  
o t h e r  h a n d ,  t h i s  t e n  p e r c e n t  maximum on r e t a i n e d  e a r n i n g s
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m a y,  i n d e e d  p r o b a b l y  w i l l ,  p r o h i b i t  a c o r p o r a t i o n ' s  e x p a n ­
s i o n  i n t o  m a j o r  new i n v e s t m e n t  a r e a s  on t h e  b a s i s  o f  t h e s e  
e a r n i n g s  a l o n e .  New i n v e s t m e n t  o p p o r t u n i t i e s  whi c h  a r i s e  i n  
t h e  f u t u r e  woul d  r e q u i r e  AGSOC t o  a g a i n  o b t a i n  s i g n i f i c a n t  
d e b t  f i n a n c i n g  whi ch may,  i n  t u r n ,  r e q u i r e  m u l t i p l e  s t a t e  
g u a r a n t e e s .

The f i r s t  q u e s t i o n  w h i c h  a r i s e s  i s  w h e t h e r  o r  not '  
t h e  p o l i c y  e v i d e n c e d  by t h e  f e d e r a l  l e g i s l a t i o n  ( i . e . ,  
f r e e d o m  f r o m  c o r p o r a t e  i nc ome  t a x a t i o n )  s h o u l d  be  p a r a l l e l e d  
a t  t h e  S t a t e  l e v e l .  The p r e s e n t  SS f o r  SB 1 7 0  would o p e r a t e  
t o  exempt  t h e  AGSOC f r o m  t h e  S t a t e ' s  c o r p o r a t e  i ncome t a x  
l e v i e d  p u r s u a n t  t o  AS 4 3 . 2 0 .  S e e  AS 4 3 . 2 0 . 0 2 1 ,  whi ch 
i n c o r p o r a t e s  by  r e f e r e n c e  s u b c h a p t e r  U o f  C h a p t e r  1  o f  
s u b t i t l e - A  o f  t h e  Code.  AS 4 3 . 2 0 . 0 2 1  p r o v i d e s  f o r  a d e l a y e d  
i n c o r p o r a t i o n  o f  t a x  e x e m p t i o n s .  Th o s e  p r o v i s i o n s  o f  the.
Code a d o p t e d  a f t e r  1 9 7 5  " w h i c h  c h a n g e  o r  m o d i f y  e x e m p t i o n s  
f r o m  t a x  o r  c r e d i t s  a g a i n s t  t a x  a r e  n o t  a d o p t e d  by r e f e r e n c e  
a s  a p a r t  o f  t h i s  c h a p t e r  u n t i l  t h e  s e c o n d  J a n u a r y  1  f o l l o w ­
i n g  t h e  e f f e c t i v e  d a t e  o f  t h e  f e d e r a l  l a w " .  Here  GSOC's 
e x e m p t i o n  woul d  go i n t o  e f f e c t  a t  t h e  S t a t e  l e v e l  on J a n u a r y  1 ,  
1 9 8 0 .  The AGSOC, h o w e v e r , '  wo u l d  be  s u b j e c t  t b  s c a t e  s e v e r ­
a n c e  t a x e s  (AS 4 3 . 5 5 ) ,  s t a t e  o i l ’ and g a s  p r o p e r t y  t a x e s  
(AS 4 3 . 5 6 ) ,  a s . . we l l . ,  a s  t h e  s t a t i  s new o i l  and g a s  c o r p o r a t e " '  
i n c o m e  t a x  (AS 4 3 . 2 1 . 0 1 0 )  s h o u l d - t h e  AGSOC i n v e s t  i n  o i l  and '■ 
g a s  p r o d u c t i o n  o r  p i p e l i n e  t r a n s p o r t a t i o n  p r o p e r t y .-*• The 
i n v e s t m e n t  o p p o r t u n i t y  p r e s e n t l y  recommended by K e l s o ' s  
g r o u p  i s  t h a t  t h e  new AGSOC p u r c h a s e  B P ' s s h a r e  o f  TAPS.

AGSOC's i n v e s t m e n t  i n  t he  o i l  and g a s  a r e n a  would 
p r e s e n t  s e v e r a l  i m p o r t a n t  p o l i c y  q u e s t i o n s  whi ch s h o u l d  be  
a n a l y z e d  p r i o r  t o  t h e  A d m i n i s t r a t i o n ' s  e n d o r s e m e n t  o f  t h e  
p r e s e n t  l e g i s l a t i o n .  By p u r p o r t i n g  t o  g i v e  e a c h  r e s i d e n t  o f  
t h e  S t a t e  a d i r e c t  i n t e r e s t  i n  t h e  d e v e l o p m e n t  o f  the  
S t a t e ' s  n a t u r a l  r e s o u r c e s ,  i t  would become an i n d e p e n d e n t  
v o i c e  f o r  more  r a p i d  e x p l c i t a t i o n  o f  t h o s e  r e s o u r c e s .
B e c a u s e  t h e  d i v i d e n d s  t o  t h e  r e s i d e n t s  w o u l d ,  as  p r e s e n t l y  
p r o p o s e d ,  be  d i r e c t l y  a f f e c t e d  by t h e  n a t u r e  and e x t e n t  o f  
t h e  S t a t e  o i l  and g a s  t a x  p o l i c y ,  i t  woul d  l i k e l y  become a 
l o b b y i n g  f o r c e  f o r  l o w e r  S t a t e  t a x e s .  O b v i o u s l y ,  l o t s  o f  
t r a d e o f f s  a r e  i n v o l v e d ,  bu t  t h e  p o l i t i c a l  and e c on o m i c  i s s u e  
r e d u c e s  i t s e l f  t o  t h e  f o l l o w i n g :  Would i t  be b e t t e r  t o  
e x p e d i t e  r e s o u r c e  d e v e l o p m e n t  and l o w e r  S t a t e  t a x e s  i n  s uc h  
a c a s e  i n  o r d e r  t o  a l l o w  AGSOC's s h a r e h o l d e r s  to b e n e f i t  
d i r e c t l y  ( a l b e i t  by o n l y  a m a r g i n a l  i n c r e a s e  i n  t h e i r  d i . i -  
d e n d )  and a t  t h e  same t i m e  d e p r i v e  t h e  S t a t e  t r e a s u r y  o f  
p o t e n t i a l l y  enormous  r e v e n u e s  whi ch c o u l d  be d e v o t e d  t o  
v a r i o u s  s o c i a l  w e l f a r e  p r o g r a m s ?  T h e s e  p r o g r a ms  would 
u l t i m a t e l y  r e t u r n  g r e a t e r  p r o p o r t i o n a t e  b e n e f i t s  t o  t h o s e  i n  
t h e  l o w e r  i nc ome  b r a c k e t s  i n  t h e  S t a t e  and p o s s i b l y  l e s s e r  
b e n e f i t s  ( t h a n  AGSOC) t o  t h o s e  i n  t h e  u p p e r  i n c o me  b r a c k e t s .
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Ho we v e r ,  t h e y  h a v e  a l s o  i n d i c a t e d  t h a t  t h e r e  was a  
s i g n i f i c a n t  p r o b a b i l i t y  ( a b o u t  757.) t h a t  AGSOC woul d  h a v e  t o  
r t t u r n  t o  t h e  A d m i n i s t r a t i o n  and t o  t h e  l e g i s l a t u r e ,  a n d  
u l t i m a t e l y  t o  t h e  p e o p l e  a t  t h e  p o l l s ,  f o r  a p p r o v a l  o f  a  
m a j o r  e x t e n s i o n  o f  S t a t e  c r e d i t  o r  g u a r a n t e e s  t o  s e c u r e  
l o a n s  o f  s u f f i c i e n t  s i z e  t o  e n a b l e  AGSOC t o  i n v e s t  i n  TAPS, 
c o n s t r u c t  a  g a s  l i n e ,  e t c .

SSSB 1 7 0  p r e s e n t l y  c o n t a i n s  o n l y  one  f i n a n c i n g  
d e v i c e - *  1 0 . 5 0 . 1 0 0 .  The b i l l  p r o p o s e s  t h e  c r e a t i o n  o f  a 
l o a n  g u a r a n t e e  f un d  w h i c h  w i l l  be  a s p e c i a l  f u n d  s e g r e g a t e d  
f r o m  a l l  o t h e r  f u n d s  o f  t h e  S t a t e .  I t  p u r p o r t s  t o  be  a  
t r u s t  f u n d  f o r  t h e  u s e s  and p u r p o s e s  o f  t h i s  s e c t i o n ,  b u t  no  
u s e s  and p u r p o s e s  a r e  s e t  f o r t h  i n  t h a t  s e c t i o n .  As p r o ­
p o n e n t s  o f  t h e  m e a s u r e  h a v e  s t a t e d  t h a t  t h e  s o l e  p u r p o s e  i s  
t o  g u a r a n t e e  l o a n s  f o r  s t a r t u p  o r  o r g a n i z a t i o n a l  c o s t s  o f  
t h e  c o r p o r a t i o n ,  t h e y  h a v e  a g r e e d  t o  b o t h  c l a r i f y  t h e  u s e s  
t o  wh i c h  t h e  m o n i e s  can be p u t  and t o  a s t a t e m e n t  o f  a 
d e f i n i t e  l i m i t  on t h e  a p p r o p r i a t i o n s  i n t o  t h e  f u n d  ( $ 5 , 0 0 0 , 0 0 0 . 0 0 ) .  
I n  a d d i t i o n ,  t h i s  s e c t i o n  c h a r g e s  t h e  C o m m i s s i o n e r  o f  Re v e n u e  
v - t h  r e v i e w i n g  a p p l i c a t i o n s  f o r  l o a n  g u a r a n t e e s  ( f o r  t h e  
n u r p o s e  o f  g u a r d i n g  a g a i n s t  f r a u d  and m i s r e p r e s e n t a t i o n ) .
I t  i s  s u g g e s t e d  t h a t  t h e  C o m m i s s i o n e r  o f  R e ve n u e  be  g i v e n  
b r o a d e r  r e v i e w  power s  s u c h  a s  t h e  a b i l i t y  t o  d i s a p p r o v e  a 
l o a n  o n  t h e  b a s i s  o f  i t s  g e n e r a l  i n a d v i s a b i l i t y .

To accommodat e  t h e s e  v a r i o u s  c o n c e r n s ,  t h e  f o l l o w i n g  
s u b s t i t u t e  f o r  AS 1 0 . 5 0 . 1 0 0  c o n t a i n e d  i n  SSSB 1 7 0  i s  s u b ­
m i t t e d  f o r  c o n s i d e r a t i o n :

A) T h e r e  i s  a s p e c i a l  f u n d  o f  t h e  S t a t e  known a s  
t h e  A l a s k a  G e n e r a l  S t o c k  Ownershi p  C o j p o r a t i o n  
Loan G u a r a n t e e  Fund,  whi ch s h a l l  n o t  e x c e e d  
$ 5 , 0 0 0 , 0 0 0 . 0 0 ,  and whi ch s h a l l  De c o m p l e t e l y  
s e g r e g a t e d  f r o m  a l l  o t h e r  f u n d s  o f  t h e  S t a t e .
T h i s  f u n d  i s  a t r u s t  f o r  t h e  u s e s  a nc  p u r p o s e s  o f  
t h i s  s e c t i o n .

B) The C o m m i s s i o n e r  o f  Re ve nu e  s h a l l  u s e  t h e  
f u n d  t o  g u a r a n t e e  l o a n s  s o l e l y  f o r  s t a r t u p  c o s t s  
(and n o t  t o  i n c l u d e  m a j o r  i n v e s t m e n t  f i n a n c i n g )  

made t o  t h e  c o r p o r a t i o n  by l e n d e r s  o t h e r  t h a n  t h e  
S t a t e .  I n  g u a r a n t e e i n g  l o a n s ,  t h e  C o m m i s s i o n e r  o f  
Re v e nu e  s h a l l  r e v i e w  t h e  l o a n s  f o r  t h e  p u r p o s e  o f  
a s c e r t a i n i n g  t h e  g e n e r a l  s o u n d n e s s  o f  t h e  p r o p o s e d  
l o a n  and f o r  t h e  p u r p o s e  o f  g u a r d i n g  a g a i n s t  f r a u d



and m i s r e p r e s e n t a t i o n .  The g u a r a n t e e  o f  a  l o a n  
may n o t  be  f o r  an amount i n  e x c e s s  o f  t h e  u n o b l i ­
g a t e d  b a l a n c e  i n  t h e  f u n d  a t  t h e  t i m e  t h e  g u a r a n t e e  
i s  made.

Whereas t h e  a b o v e  m i n o r  t e c h n i c a l  c h a n g e s  c a n  
c l a r i f y  o r  l i m i t  t h e  g e n e r a l  p u r p o s e  o f  t h e  l o a n  g u a r a n t e e  
f u n d  a s  o r i g i n a l l y  p r o p o s e d ,  t h e  m a n n e r  i n  whi ch AGSOC would 
a p p r o . i c h  t h e  S t a t e  and a p p l y  f o r  an a p p r o p r i a t i o n  o r  l e g i s -  
l a t i o :  whi**h would e n a b l e  them t o  u t i l i z e  t h e  p u b l i c  c r e d i t  
o f  t h e  S t a t e  o f  A l a s k a  t o  g u a r a n t e e  a m a j o r  i n v e s t m e n t  i n  
t h e  f u t u r e  i s  n o t  t r e a t e d  i n  t h i s  b i l l .  S e n a t o r  G r a v e l  h a s  
t e s t i f i e d  t h a t  s u c h  an e x t e n s i o n  o f  p u b l i c  c r e d i t  woul d  be 
i n  a c c o r d a n c e  w i t h  t h e  p r o c e d u r e s  w h i c h  p e r t a i n  t o  t h e  
i s s u a n c e  ' o f  g e n e r a l  o b l i £ i t i o n  bonds  w h i c h  r e q u i r e  t h e  
r a t i f i c a t i o n  o f  t h e  v o t e r s  a t  t h e  p o l l s .  T h u s ,  S e n a t o r  
C r a v e l  h a s  a r g u e d  t h a t  no m a j o r  e x t e n s i o n  o f  p u b l i c  c r e d i t  
woul d  o c c u r  w i t h o u t  t h e  u l t i m a t e  p a r t i c i p a t i o n  o f  a l l  t he  
v o t e r s  o f  t h e  S t a t e  who wo u l d ,  o f  c o u r s e ,  i n c l u d e  mo s t  o f  
t h e  AGSOC s h a r e h o l d e r s .

S e n a t o r  G r a v e l  i s  b a s i n g  h i s  p r o c e d u r a l  a rg um e nt  
on A r t i c l e  IX, .  § 8 ,  S t a t e  C o n s t i t u t i o n ,  whi ch s t a t e s :

"No s t a t e  d e b t  s h a l l  be  c o n t r a c t e d  u n l e s s  
a u t h o r i z e d  by law f o r  C a p i t a l  i m p r o v e m e n t s  
and r a t i f i e d  by t h e  m a j o r i t y  o f  t h e  q u a l ­
i f i e d  v o t e r s  o f  t h e  S t a t e  who v o t e  on t h e  
q u e s t i o n . "

A l t h o u g h  t h e  i s s u e  d e s e r v e s  f u r t h e r  r e v i e w  by t h i s  d e p a r t ­
m e n t ,  i t  i s  s u g g e s t e d  t h a t  t h i s  p r o v i s i o n  o n " i t s  f a c e  d o e s  
n o t  a p p l y  t o  t h e  t y p e  o f  g u a r a n t e e  c o n t e m p l a t e d  b y . S e n a t o r  
G r a v e l  and t h e  p r o p o n e n t s  o f  t h e  AGSOC, S i n c e  t h e  i n v e s t m e n t  
would n o t  q u a l i f y  a s  a c a p i t a l  i m p r o v e m e n t  a u t h o r i z e d  by law 
u n d e r  t h i s  s e c t i o n .  S ee  C i t y  o f  J u n e a u  v .  H i c k s o n , 3 7 3  P2d 
743 ( A l a s k a  1 9 6 2 ) .

R a t h e r ,  i t  would a p p e a r  t h a t  A r t i c l e  I X,  § 6 ;  
a p p l i e s  i n  ti s c o n t e x t :

"No t a x  s h a l l  be l e v i e d ,  o r  a p p r o ­
p r i a t i o n  o f  p u b l i c  money m a d e ,  o r  
p u b l i c  p r o p e r t y  t r a n s f e r r e d ,  n o r  * 
s h a l l  t h e  p u b l i c  c r e d i t  be  u s e d ,  
e x c e p t  f o r  a p u b l i c  p u r p o s e  "



Unde r  t h i s  p r o v i s i o n ,  a l l  t h a t  woul d  b e  r e q u i r e d  f o r  an 
e x t e n s i o n  o f  c r e d i t  t o  t h e  AGSOC w o u l d  be  l e g i s l a t i o n  a p p r o ­
p r i a t i n g  a  s u f f i c i e n t  amount o f  money t o  g u a r a n t e e  AGSOC's 

* * c o mm i t me nt .  T h u s ,  i t  a p p e a r s  t h a t  s o m e t h i n g  on t h e  o r d e r  o f  
a l o a n  g u a r a n t e e  f u n d  on a v a s t e r  s c a l e  would i n  f a c t  b e
r e q u i r e d  b u t  s u c h  l e g i s l a t i o n  woul d  n o t  be  s u b j e c t  to v o t e r
r a t i f i c a t i o n  a t  a s u b s e q u e n t  g e n e r a l  e l e c t i o n .  S i n c e  K e l s o ’ s

t ■*•; i n v e s t m e n t  c o n s u l t a n t s  h a v e  b a s e d  t h e i r  a d v i c e  on t h e  a s s u m p -
[ t i o n  t h a t  t h e r e  c o u l d  be  a c a l l  on t h e  g e n e r a l  c r e d i c  o f  t h e

S t a t e  w i t h o u t  a  s i g n i f i c a n t  a p p r o p r i a t i o n  t o  b a c k  up a ny  
g u a r a n t e e s ,  t h e  a b i l i t y  o f  t h e  S t a t e  t r e a s u r y  t o  make s u c h  
an a p p r o p r i a t i o n  and i t s  f i s c a l  i m p a c t  on o ^ h e r  S t a t e  p r o ­
g r a ms  h a s  n e v e r  b e e n  c a r e f u l l y  a n a l y z e d .

. T h u s ,  t h r e e  q u e s t i o n s  n e e d  t o  be  c o n s i d e r e d :  ( 1 )  
' W h e t h e r  t h e r e  i s  a n y  c o n s t i t u t i o n a l  m e c h a n i s m  f o r  e x t e n d i n g  

t h e  S t a t e ' s  c r e d i t  w i t h o u t  t h e  n e c e s s i t y  o f  a l a r g e  a p p r o ­
p r i a t i o n  wh i ch  may n o t  b e  f i s c a l l y  s o und o r  e c o n o m i c a l l y  
f e a s i b l e ;  i f  n o t ,  w h e t h e r  AGSOC’ s p r o p o n e n t s  who h a v e  
a s s u m e d  t h e  a v a i l a b i l i t y  o f  a c c e s s  t o  t h e  S t a t e ' s  c r e d i t  
h a v e  a n y  a l t e r n a t i v e  s u g g e s t i o n s  f o r  t h e  f i n a n c i n g  o f  t h e  
c o r p o r a t i o n  whi c h  s h o u l d  be  s t a t u t o r i l y  t r e a t e d  a t  t h i s  
t i m e ,  (2) Whether  t h i s  s t a t u t e  s h o u l d  i n c o r p o r a t e  a s t a t u t o r y  
p r o c e d u r e  o r  r e q u i r e m e n t  f o r  v o t e r  r a t i f i c a t i o n  o f  any m a j o r  
i n v e s t m e n t  p r o p o s a l ,  f u n d e d  by d i r e c t  a p p r o p r i a t i o n  i n t o  a 
g u a r a n t e e  l o a n  f u n d ;  and (3) Whether  a c o n s t i t u t i o n a l  amend­
ment woul d  b e  r e q u i r e d  t o  a l l o w  t h e  S t a t e  to  g u a r a n t e e  * 
AGSOC's l o a n s .

III. DhPOLITICIZING THE AGSOC

The p r o p o n e n t s  o f  t h e  AGSOC h a v e  c o n c e i v e d  o f  t h i s  
e n t i t y  a s  o p e r a t i n g  a s  a p r i v a t e  c o r p o r a t i o n  s u b j e c t  t o  t he  
v e r y  few q u a l i f i c a t i o n s  i m p o s e d  on i t  by f e d e r a l  l aw.  T h u s ,  
t h e  c o r p o r a t i o n  i s  s u b j e c t  t o  t h e  s t a n d a r d  p r o v i s i o n s  o f  t h e  
A l a s k a  B u s i n e s s  C o i p o r a t i o n  A c t ,  A3 1 0 . 0 5 ,  e x c e p t  wh ^ - e  
i n c o n s i s t e n t  w i t h  t h e  s t a t e  o r  f e d e r a l  e n a b l i n g  l e g i s l a t i o n .  
The  p r o p o n e n t s  h a v e  a r g u e d  t h a t  AGSOC s t a n d s  t h e  b e s t  c h a n c e  
o f  b e i n g  a s u c c e s s ,  ( i . e . ,  o p e r a t i n g  a t  a p r o f i t  whi c h  w i l l  
b e  s h a r e d  i n  by  most  A l a s k a n  r e s i d e n t s )  i f  i t  i s  s t r u c t u r e d  
a s  a c o m p l e t e l y  p r i v a t e  c o r p o r a t i o n .  Ho we ve r ,  i t  sho l i d  b e  
n o t e d  t h a t  t h e r e  i s  n o t h i n g  i n  t h e  f e d e r a l  l e g i s l a t i o n  w h i c h  
woul d  p r e c l u d e  t h e  AGSOC's e s t a b l i s h m e n t  a s  a  s c a t e  a g e n c y  
o r  p u b l i c  c o r p o r a t i o n .

No m a t t e r  how t h e  AGSOC i s  u l t i m a t e l y  d e s i g n e d ,  i t  
wo u l d  be  f o o l h a r d y  t o  b e l i e v e  t h a t  t h i s  e n t i t y  would n o t  
q u i c k l y  become h i g h l y  p o l i t i c i z e d  and u l t i m a t e l y ,  i f  i t  i s  
s u c c e s s f u l ,  become an e x t r e m e l y  p o w e r f u l  p o l i t i c a l  f o r c e  i n

■ "  1
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t h e  S t a t e .  A s s u m i n g  i t  i s  e s t a b l i s h e d  as  a p r i v a t e  c o r ­
p o r a t i o n ,  i t  w o u l d  p r e s e n t  t h e  f o l l o w i n g  i s s u e s :

A) AGSOC: A F o u r t h  B r a n c h  o f  Government  
A s u c c e s s f u l  AGSOC, r e p r e s e n t i n g  as  i t  would t h e  
r e s i d e n t s  o f  t h e  S t a t e  o f  A l a s k a  would i n  e s s e n c e ,  
be come  a f o u r t h  b r a n c h  o f  g o v e r n m e n t .  I t  w i l l  be 
a f o u r t h  f o r u m  i n  whi c h  S t a t e  e n v i r o n m e n t a l ,  
s o c i a l ,  e c o n o m i c  and t a x  q u e s t i o n s  w i l l  b e  v i g o r ­
o u s l y  d e b a t e d .  The G o v e r n o r ' s  c o n t r o l  o v e r  t h i s ,  
c o r p o r a t i o n  i s  l i m i t e d  t o  a p p o i n t i n g  t h e  f i r s t  
b o a r d  o f  d i r e c t o r s .  A f t e r  t h a t  t h e  c o r p o r a t i o n  
w i l l ,  a s  p r e s e n t l y  d e s i g n e d ,  opt r a t e  c o m p l e t e l y  
i n d e p e n d e n t  o f  any s t a t e  a g e n c y ,  a l b e i t  i t  w i l l  be  

\  s u b j e c t  t o  a l l  ap ' l i c a b l e  s t a t e  r e g u l a t o r y  p r o ­
v i s i o n s .  G i v e n  t h e  c c * p o s i t i o n  o f  t h e  c o r p o r a t i o n ,  
i t  would become q u i c k l y  s u s c e p t i b l e  t o  t h e  p r e s s u r e s  
o f  a n y  c o h e s i v e  o r g a n i z e d  g r o u p  o f  r e s i d e n t s  
w i t h i n  t h e  S t a t e ,  s u c h  a s  l a r g e  l a b o r  un i o n s ' ,  
n a t i v e  c o r p o r a t i o n s ,  e t c .  Tha t  i s ,  any p r i v a t e  
o r g a n i z a t i o n  c o n t a i n i n g  a l a r g e  number  o f  r e s i d e n t  
v o t e s  c o u l d  w e l l  f o r m  a b l o c k  i n  t h e  n a t u r e  o f  a • 
v o t e r s '  t r u s t ,  w h i c h  c o u l d  b e  u s e d  t o  g a i n  c o n t r o l ,  
o r  a t  l e a s t  t o  f or m an i n f l u e n t i a l  m i n o r i t y  on the  
b o a r d  o f  d i r e c t o r s .

The b o a r d ,  and i n d i r e c t l y  m a n a g e m e n t ,  would 
be  s u b j e c t  to  e l e c t i o n  by t h e  same o r  a s i m i l a r  
c o n s t i t u e n c y  a s  t h e  G o v e r n o r  o f  t h e  S t a t e .  T h u s ,
t h e  c h a i r m a n  o f  t h e  b o a r d  c o u l d  c o n c e i v a b l y  end up
r e p r e s e n t i n g  a l a r g e r  number o f  A l a s k a n  r e s i d e n t s  
t h a n  t h e  G o v e r n o r  o f  t h e  S t a t e .  I h e  G o v e r n o r  
woul d  be p u t  i n  t h e  somewhat a n o m a l o u s  p o s i t i o n  o f
d e a l i n g  w i t h  a more p o p u l a r ,  a l b e i t  a p o l i t i c a l ,
l e a d e r  r e p r e s e n t i n g  t he  f o u r t h  e s t a t e ,  i . e . ,
AGSOC.

A l t h o u g h  one  c o u l d  a r g u e  t h a t  AGOSC v i o l a t e s  t h e  
f u n d a m e n t a l  p o l i t i c a l  t h e o r y  o f  t h e  S t a t e  C o n s t i t u t i o n  
w h i c h  e s t a b l i s h e d  o n l y  t h r e e  b r a n c h e s  o f  g o v e r n m e n t ,  
t h i s  o b j e c t i o n  i s  more  o f  a p h i l o s o p h i c a l  one t han 
a l e g a l  o n e ,  and i  i s  n o t  a n t i c i p a t e d  t h a t  any s u c h  
c h a l l e n g e  c o u l d  be s u c c e s s f u l l y  f o r m u l a t e d  and p r e s e n t e d  
t o  t h e  S t a t e  c o u r t s .  F i n a l l y ,  u n d e r  t h i s  g e n e r a l  c a t e ­
g o r y  o f  c o n c e r n s  r e l a t i n g  t o  i t s  i m p a c t  on t h e  
p r e s e n t  i n s t i t u t i o n a l  b a l a n c e  o f  power as  c o n t e m p l a t e d  
by t h e  S t a t e  C o n s t i t u t i o n ,  i t  s h o u l d  be  n o t e d  t h a t



F r a nces Ulmer, Director
DPDP

March 20, 1979
Page 9

mana gement  o f  t h e  c o r p o r a t i o n , members o f  t h e  
b o a r d  o f  d i r e c t o r s  o f  t h e  c o r p o r a t i o n ,  c o u l d ,  and 
v e r y  w e l l  m i g h t ,  u t i l i z e  t h e i r  p o s i t i o n  a s  a  f o r u m  
f o r  c r i t i c i s m  o f  t h e  A d m i n i s t r a t i o n ' s  e c o n o m i c  
p o l i c i e s  a nd u l t i m a t e l y  a s  a l a u n c h i n g  pad f o r  
S t a t e  e l e c t i v e  o f f i c e .

B) S pe c i f i c  C o n s t r a i n t s :  L o b b y i n g  and P o l i t i c a l  
C o n t r i b u t i o n s . S i n c e  AGSOC w i l l  p u r p o r t  t o  r e p r e s e n t  
t h e  p e o p l e  o f  t h e  S t a t e  o f  A l a s k a ,  i t  c o u l d  be 
a r g u e d  t h a t  s i n c e  t h a t  f u n c t i o n  i s  a l s o  s e r v e d  by 
t h e  G o v e r n o r  o f  t h e  S t a t e  and by the  l e g i s l a t u r e
i n  t h e  p o l i t i c a l  a r e n a ,  AGSOC s h o u l d  be p r o h i b i t e d  
f r o m  p a r t i c i p a t i n g  i n  t h a t  same a r e n a ,  or  a t  l e a s t  

• b e  made s u b j e c t  t o  s t r i n g e n t  r e s t r i c t i o n s .  I t  i s  
s u g g e s t e d  t h a t  AGSOC s h o u l d  be  p r o h i b i t e d  f rom'  .t 
l o b b y i n g ,  f r o m  m a k i n g  p o l i t i c a l  c o n t r i b u t i o n s  t o  ’ 
c a n d i d a t e s  f o r  S t a t e  o f f i c e s a n d  t h a t  s t r i c t  
p r o x y  r e v i e w  m e c h a n i s m s  s h o u l d  be  added t o  t h e  
b i l l  t o  e n s u r e  t h a t  t h e  b o a r d  o f  d i r e c t o r s  a c t  i n  
a p o l i t i c a l l y  n e u t r a l  f a s h i o n .  Fo r  i n s t a n c e ,
AGSOC's b o a r d ,  i n  i t s  a n n u a l  r e p o r t ,  would be 
a l l o w e d  t o  a n a l y z e  t h e  i m p a c t  o f  S t a t e  t a x e s  on 
i t s  p e r c a p i t a  d i v i d e n d s .  Ho we v e r ,  t h e  b o a r d  would 
n o t  be  a b l e  t o  a f f i r m a t i v e l y  e n c o u r a g e  t h e  s h a r e ­
h o l d e r s  t o  w r i t e  t h e i r  l e g i s l a t o r s  and c a l l  f o r  a 
l o w e r  r a t e  o f  t a x a t i o n  The s h a r e h o l d e r s  would 
h a v e  t o  draw t h e i r  own c o n c l u s i o n s .  O b v i o u s l y ,  
t h e  s h a r e h o l d e r s  would t h e n  be  a l l o w e d  t o  c o n t a c t  
t h e i r  l e g i s l a t o r s  and e x p r e s s  t h e i r  o p i n i o n  on t h e  
s u b j e c t .

i
F u r t h e r m o r e ,  a AGSOC e n d o r s e m e n t  o f  a  p o l i t i c a l  

c a n d i d a t e  woul d  o b v i o u s l y  be a c h e r i s h e d  o n e .  Even 
t h o u g h  AGSOC's p r o p o n e n t s  a t  p r e s e n t  c l a i m  t h a t  
t h i s  c o r p o r a t i o n  i s  m e r e l y  a n o t h e r  p r i v a t e  c o r p o r a ­
t e  e n t i t y ,  we h a v e  a b s o l u t e l y  no g u a r a n t e e s  t h a t  
ma na g ement  i n  f u t u r e  y e a r s  w i l l  n o t  t a k e  f u l l  
a d v a n t a g e  o f  i t s  p o s i t i o n  a s  r e p r e s e n t a t i v e  o f  t h e  
r e s i d e n t s  o f  A l a s k a  and t r y  t o  s e e  i t s  p o l i t i c a l  
and e c o n o m i c  p o l i c y  p r e f e r e n c e s  i m p l e m e n t e d  by 
v i g o r o u s  p a r t i c i p a t i o n  i n  t h e  p o l i t i c a l  a r e n a .
AGSOC e n d o r s e m e n t s  and p o l i t i c a l  c o n t r i b u t i o n s  
m i g h t  t h e r e f o r e  b e s t  be p r o h i b i t e d .

C)  L i t i g a t i o n  With The S t a t e . AGSOC, j u s t  l i k e  
a n y  o t h e r  m a j o r  c o r p o r a t e  e n t i t y ,  would become 
s u b j e c t  t o  v a r i o u s  S t a t e  r e g u l a t o r y  l a w s ,  and t h e
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p o s s i b i l i t y  f o r  c o n f r o n t a t i o n  i s  o b v i o u s .  F o r  
i n s t a n c e ,  s h o u l d  AGSOC become t h e  v e h i c l e  f o r  
f i n a n c i n g  t h e  g a s  l i n e ,  AGSOC would h a v e  a c o r ­
p o r a t e  i n t e r e s t  i n  r a i s i n g  t h e  t a r i f f  on t h e  
p i p e l i n e  wh i c h  woul d  b e  a s s e s s e d  a g a i n s t  t h e  
S t a t e ,  and t h e  S t a t e  a s  p r o d u c e r  and s h i p p e r  would 
h a v e  an i n t e r e s t  i n  l o w e r i n g  t h e  t a r i f f  i n  o r d e r  
t o  m a x i mi z e  S t a t e  r o y a l t y  and s e v e r a n c e  t a x  r e v e ­
n u e s  t o  t h e  t r e a s u r y .

I n  a d d i t i o n ,  t h e  p r o p o n e n t s  o f  AGSOC h a v e  
s t a t e d  on s e v e r a l  o c c a s i o n s  t h a t  i n  o r d e r  f o r  i t  
t o  r e s u l t  i n  t a n g i b l e  b e n e f i t s  t o  t h e  i n d i v i d u a l

• A l a s k a n  s h a r e h o l d e r ,  i t  mus t  i n v e s t  i n  v a s t
• d e v e l o p m e n t  p r o j e c t s  w h i c h  w i l l  i n v o l v e  v a s t  

r e t u r n s  ( h o p e f u l l y ) .  T h u s ,  t h e r e  i s  e v e r y  l i k e ­
l i h o o d  t h a t  AGSOC woul d  become a m a j o r  f o r c e  f o r  
c o n c e n t r a t i o n  o f  e c o n o m i c  power  i n  t h e  S t a t e : and 
m i g h t  u l t i m a t e l y  d e v e l o p  o r  a c q u i r e  mo n o p o l y  
c o n t r o l  o v e r  one o r  more e c o n o m i c  s e c t o r s .  T h i s ,  
i n  t u r n ,  would p r e s e n t  a n t i - t r u s t  p r o b l e m s ,  b o t h  
u n d e r  s t a t e  and f e d e r a l  l a w ,  and t h e  f o l l o w i n g  
s c e n a r i o s  a r e  p o s s i b l e :  1 )  S i n c e  AGSOC i s  n o t  a
S t a t e  a g e n c y ,  i t  would n o t  e n j o y  t h e  " s t a t e
ac- i o n "  e x e m p t i o n  f r o m  t h e  f e d e r a l  a n t i - t r u s t  l aws  
and i t  would l i k e w i s e  be s u b j e c t  t o  t r e b l e  damage 
a c t i o n s  f o r  a ny  e c o n o m i c  i n j u r i e s  a r i s i n g  o u t  o f  
v i o l a t i o n s  o f  t h e  Sherman o r  C l a y t o n  A n t i - T r u s t  
A c t s ,  1 5  U . S . C . ,  § 1 ,  <rt s e q . , and (2) The S t a t e  
c o u l d  f i n d  i t s e l f  l i t i g a t i n g  a t  g r e a t  e x p e n s e  
a g a i n s t  AGSOC i n  o r d e r  t o  r e q u i r e  i t  t o  d i v e s t  
i t s e l f  o f  v a r i o u s  i n t e r e s t s ,  o r  t o  r e q u i r e  i t  t o  
c e a s e  and d e s i s t  f r o m  some s p e c i f i c  a n t i - c o m p e t i t i v e  
p r a c t i c e .

The a n t i - t r u s t  e x a m p l e  i s  one  o f  many.  I t  
c o u l d  o c c u r  i n  t h e  e n v i r o n m e n t a l  s e c t o r ,  t h e  
b a n k i n g  and s e c u r i t i e s  a r e a ,  t h e  t a x  a r e a ,  o r  i n  
a ny  o t h e r  a r e a  o f  c o m m e r c i a l  e n d e a v o r .  The S t a t e  
and AGSOC, i f  e n g a g e d  i n  l i t i g a t i o n  w i t h  e a c h  
o t h e r ,  would be d r a w i n g  on r e s o u r c e s  whi c h  u l t i ­
m a t e l y  a f f e c t  t h e  same i n d i v i d u a l s ,  i . e . ,  t h e  
t a x p a y e r s  v e r s u s  t h e  s h a r e h o l d e r s .  S h o u l d  t h e  
Stat_»  p r e v a i l  and o b t a i n  a f i n e ,  s u c h  a f i n e  
w o u l d ,  i t s e l f ,  seem c o u n t e r p r o d u c t i v e .
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Some s u g g e s t i o n s  f o r  m i t i g a t i n g  t h e  u n d e r ­
l y i n g  i r o n y  o f  t h e  S t a t e  l i t i g a t i n g  a g a i n s t  t h e  
p e o p l e  o f  t h e  S t a t e ,  i . e . ,  AGSOC, and t h e  p o t e n ­
t i a l  f o r  enormous  w a s t e  o f  common r e s o u r c e s  w h i c h  
i s  i n h e r e n t  i n  a ny  e x t e n s i v e  l i t i g a t i o n  s u c h  a s  a 
p r o t e s t  o f  a p i p e l i n e  t a r i f f ,  m i g h t  be a s  f o l l o w s :

1 )  When a d i s p u t e  a r i s e s  b e t w e e n  t h e  S t a t e  
and AGSOC, t h e  m a t t e r  c o u l d  be  h e l d  i n  a b e y ­
a n c e  u n t i l  t h e  n e x t  l e g i s l a t u r e  t o  a l l o w  t h e  
l a t t e r  t o  d e t e r m i n e  by l e g i s l a t i o n  t h e  
p r o p e r  r e s o l u t i o n  o f  t h e  m a t t e r ;  o r  t h e  
m a t t e r  c o u l d  be s u b m i t t e d  t o  an a r b i t r a t i o n  
p a n e l  e s t a b l i s h e d  by s t a t u t e .

2) O t h e r  means o f  c o n t r o l l i n g  l i t i g a t i o n  
1 tween AGSOC and t h e  S t a t e  would be  t o  
c r e a t e  a d i s i n c e n t i v e  t o  a ny  l i t i g a t i o n .  One 
s u c h  d i s i n c e n t i v e  would be a m o d i f i c a t i o n  o f  
t h e  c o u r t  r u l e s  r e l a t i n g  t o  t h e  award o f  
c o s t s  and a t t o r n e y ’ s f e e s  t o  p r o v i d e  t h a t  t h e  
S t a t e  would a l w a y s  be e n t i t l e d  t o  r e c e i v e  i t s  
a c t u a l  c o s t s  and a t t o r n e y ' s  f e e s  i n c u r r e d  i n  
t h e  l i t i g a t i o n  o f  a n y  a c t i o n  i n v o l v i n g  AGSOC.
In n d d i t i o n ,  AGSOC's r i g h t  t c  c o s t s  and 
a t t o r n e y ' s  f e e s  would a r i s e  o n l y  i n  t h o s e  
c a s e s  where  t h e  c o u r t  makes an e x p r e s s  
f i n d i n g  t h a t  t h e  S t a t e ’ s p r o s e c u t i o n  o r  
d e f e n s e  wa s  f r i v o l o u s  o r  l a c k i n g  i n  good 
f a i t h .

I V . CORPORATE DEMOCRACY

One o f  t h e  most  i m p o r t a n t  p o l i c y  q u e s t i o n s  w h i c h  
must  be  a d d r e s s e d  i n  a n y  a n a l y s i s  o f  AGSOC i s  w h e t h e r  o r  n o t  
r e s i d e n t  s h a r e h o l d e r s '  r i g h t  t o  p a r t i c i p a t e  i n  and t o  i n f l u e n c e  
c o r p o r a t e  d e c i s i o n  m a ki n g  i s  a d e q u a t e l y  p r o t e c t e d  o r  a s s u r e d  
by t h e  n o r m a l  c o r p o r a t e  p r o c e d u r e s  s e t  f o r t h  i n  AS 1 0 . 0 5 .
The f o l l o w i n g  i s  a l i s t  o f  s p e c i f i c  i s s u e s  w h i c h  t h e  a d m i n i s ­
t r a t i o n  and t h e  l e g i s l a t u r e  s h o u l d  a d d r e s s  i n  i t s  a n a l y s i s  
r c t h e  AGSOC l e g i s l a t i o n :

1 )  C l a s s i f i e d  D i r e c t o r s . The p r e s e n t  s p o n s o r  
s u b s t i t u t e  p r o v i d e s  f o r  a b o a r d  o f  d i r e c t o r s  c o n ­
s i s t i n g  o f  n i n e  members d i v i d e d  i n t o  t h r e e  c l a s s e s  
o f  t h r e e  members e a c h .  T h r e e  d i r e c t o r s  w i l l  
t h e r e f o r e  be e l i g i b l e  f o r  an e l e c t i o n  d u r i n g  a ny  
one  y e a r .  S e e  AS 1 0 . 5 0 . 0 3 0 .  A h i g h l y  c l a s s i f i e d
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b o a r d  o f  d i r e c t o r s  s u c h  a s  t h i s  would l i m i t  the* 
a b i l i t y  o f  m i n o r i t i e s  w i t h i n  t h e  S t a t e  t o  o b t a i n  
r e p r e s e n t a t i o n  on t h e  b o a r d  o f  d i r e c t o r s .  E v e r y  
s h a r e h o l d e r  h a s  one  v o ^ e ,  and i f  a l l  n i n e  d i r e c t o r s  
we r e  e l e - r e d  a t  t h e  same t i m e ,  t h e r e  i s  a g r e a t e r  
o p p o r t u r i ^ y  f o r  m i n o r i t i e s  s u c h  a s  n a t i v e  o r g a n i ­
z a t i o n s ,  e t c . ,  t o  e l e c t  a t  l e a s t  one b o a r d  member .
A h i g h l y  . ' c l a s s i f i e d  b o a r d  woul d  t e n d  t o  h e a v i l y -  
. f a v o r  u r b a n i z e d  A l a s k a .»

2) C u m u l a t i v e  V o t i n g . AS 1 0 . 0 5 . 1 6 2  p r e s e n t l y  
p r o v i d e s  t h a t  s h a r e h o l d e r s  ma y ,  a t  an e l e c t i o n  f o r  
d i r e c t o r s ,  c u m u l a t e  t h e i r  v o t e s  by g i v i n g  one 
c a n d i d a t e  a s  many v o t e s  a s  t h e  number o f  d i r e c t o r s

' t o  be  e l e c t e d ,  m u l t i p l i e d  by t h e  number  o f  t h a t  
s h a r e h o l d e r ' s  s h a r e s .  Howe ve r ,  a c o r p o r a t i o n  may 
p r o v i d e  i n  i t s  b y l a w s  ( m o d i f i e d  by b o a r d  o f  d i r e c ­
t o r s '  r e s o l u t i o n s )  t h a t  s h a r e h o l d e r s  c a n n o t  cumu­
l a t e  t h e i r  v o t e s  but  must v o t e  s h a r e s  h e l d  by them 
on an e l e c t i o n - b y - e l e c t i o n  b a s i s .  C u m u l a t i v e  
v o t i n g  i s  a n o t h e r  d e v i c e  t o  h e l p  e n s u r e  m i n o r i t y  
r e p r e s e n t a t i o n  on t h e  b o a r d  o f  d i r e c t o r s .  By 
l e a v i n g  i t  o p t i o n a l ,  a s  s t a t e d  i n  AS 1 0 . 0 5 . 1 6 2 ,  
t h e  b o a r d  o f  d i r e c t o r s  c o u l d  amend t h e  b y l a ws  t o  
p r o h i b i t  c u m u l a t i v e  v o t i n g .  I t  i s  s u g g e s t e d  t h a t  
i t  m i g h t  be  d e s i r a b l e  f o r  t h e  AGSOC l e g i s l a t i o n  t o  
e x p r e s s l y  s t a t e  t h a t  c u m u l a t i v e  v o t i n g  c a n n o t  be  
p r o h i b i t e d  by s h a r e h o l d e r  o r  by d i r e c t o r  a c t i o n . '

3) V o t i n g  T r u s t s . I n  a c c o r d a n c e  w i t h  AS 1 0 . 0 5 . 1 7 1 ,  
v o t i n g  t r u s t s  may be c r e a t e d  by a ny  number o f  
s h a r e h o l d e r s  who w i s h  t o  c o n f e r  upon a t r u s t e e  t h e  
r i g h t  t o  v o t e  o r  o t h e r w i s e  r e p r e s e n t  t h e  s h a r e h o l d e r s  
f o r  a p e r i o d  n o t  e x c e e d i n g  t e n  y e a r s .  The e x i s t e n c e  
o r  t o l e r a t i o n  o f  v o t i n g  t r u s t s  w i t h i n  t h e  AGSOC 
c o n t e x t  i s  a q u e s t i o n  whi c h  s h o u l d  be c a r e f u l l y  
a n a l y z e d .  At t h i s  p o i n t  i n  t i m e ,  i t  i s  s u g g e s t e d  
t h a t  t h e i r  p r o h i b i t i o n  m i g h t  be a d v i s a b l e  o r  a t  
l e a s t  a l i m i t a t i o n  i mp o s e d  on t h e  number o f  y e a r s  
t h a t  t h e y  c a n  r e m a i n  i n  e x i s t e n c e .  Fo r  i n s t a n c e ,  
AGSOC p r o p o n e n t s  i n d i c a t e  t h a t  t h e  o r i g i n a l  AGSOC 
w i l l  be  c omi ng  ba c k  t o  t h e  l e g i s l a t u r e  f o r  e a c h  
m a j o r  i n v e s t m e n t  p r o p o s a l .  T n u s , w i t h i n  a t e n -
y e a r  p e r i o d ,  two o r  t h r e e  m a j o r  i n v e s t m e n t  s c h e me s  
may h a v e  b e e n  c o n s i d e r e d  and a c t e d  upon,  and a 
t e n - y e s r  v o t i n g  t r u s t  would a l l o w  a t r u s t e e  undue 
amount o f  i n f l u e n c e  o v e r  a n y  o f  t h e s e  d e c i s i o n s .
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4) Amendment o f  The A r t i c l e s  o f  I n c o r p o r a t i o n ,
AS 1 0 . 0 5 . 2 7 6  p r e s e n t l y  p r o v i d e s  t h a t  t h e  b o a r d  o f  
d i r e c t o r s  s h a l l  a d o p t  a r e s o l u t i o n  s e t t i n g  o u t  a  
p r o p o s e d  amendment d i r e c t i n g  t h a t  i t  be  s u b m i t t e d  
t o  a v o t e  a t  t h e  a n n u a l  o r  s p e c i a l  m e e t i n g  o f  t h e  
s h a r e h o l d e r s .  T h u s ,  i t  a p p e a r s  t h a t  t h e  i n i t i a - s .  
t i v e  t o  amend t h e  a r t i c l e s  must  come f r o m  the. ,  
b o a r d ,  and i t  may be d e s i r a b l e  t o  p r o v i d e  f o r  a n  
amendment wh i ch  would a l l o w  t h e  s h a r e h o l d e r s  t o  
p r o p o s e  amendments t o  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  
t h a t  c a n  be  t a k e n  up and v o t e d  on a t  a n n u a l  m e e t i n g s ;

5) Quorum o f  S h a r e h o l d e r s . AS 1 0 . 0 5 . 1 5 3  p r e s e n t l y  
p r o v i d e s  t h a t ,  u n l e s s  o t h e r w i s e  p r o v i d e d  i n  t h e

• a r t i c l e s  o f  i n c o r p o r a t i o n ,  t h e  m a j o r i t y  o f  t h e ,  
s h a r e s  e n t i t l e d  t o  v o t e  c o n s t i t u t e s  a  quorum i n  a 
m e e t i n g  o f  s h a r e h o l d e r s .  (The s e c t i o n  p r o v i d e s  
f o r  a  minimum o f  o n e - t h i r d  o f  t h e  s h a r e s . )  The 
quorum r e q u i r e m e n t  i s  s o m e t h i n g  t h a t  t h e  l e g i s ­
l a t u r e  may wi sh  t o  m a n d a t e  by  s t a t u t e .  H e r e ,  o f  
c o u r s e , " t h e  h i g h e r  t h e  quorum r e q u i r e m e n t ,  t h e  
g r e a t e r  t h e  d i f f i c u l t y  t h e  c o r p o r a t i o n  w i l l  h a v e  
i n  h o l d i n g  an a n n u a l  m e e t i n g .  Ho we v e r ,  a h i g h  
quorum r e q u i r e m e n t  would n e c e s s i t a t e  v i g o r o u s  
p r o m o t i o n a l  and e d u c a t i o n a l  p r o g r a m s  t o  e n s u r e  t h e  
p r e s e n c e  o f  thi* quorum a t  e a c h  a n n u a l  m e e t i n g  and 
m i g h t  i n d i r e c t l y  s p u r  t h c o r p o r a t i o n  t o  g r e a t e r  
e f f o r t s  t o  i n c l u d e  o r  r e q u e s t  t h e  p a r t i c i p a t i o n  o f  
a l l  s h a r e h o l d e r s  o f  t h e  S t a t e  i n  c o r p o r a t e  d e c i s i o n  
m a k i n g .

6) N o t i c e  o f  M e e t i n g s  o f  S h a r e h o l d e r s . AS 1 0 . 0 5 . 1 3 8  
p r e s e n t l y  p r o v i d e s  t h a t  m e e t i n g s  o f  s h a r e h o l d e r s
may be  h e l d  a t  t h e  p l a c e  ( e i t h e r  i n s i d e  o r  o u t s i d e  
t h e  S t a t e )  a s  may be p r o v i d e d  i n  t h e  b y l a w s .  In 
a d d i t i o n ,  an a n n u a l  m e e t i n g  o f  t h e  l . . i r c h o l d c r s  
s h a l l  be h e l d  a t  t h e  t i m e  p r "  «rided i n  t h e  b y l a w s .  
S p e c i a l  m e e t i n g s  o f  t h e  s h a i e h o l d e r s  may be  c a l l e d  
by t h e  p r e s i d e n t ,  t h e  b o a r d  o f  d i r e c t o r s ,  a n d  
h o l d e r s  o f  n o t  l e s s  t h a n  o n e - t e n t h  o f  a l l  t h e  
s h a r e s  e n t i t l e d  t o  v o t e  a t  t h e  m e e t i n g .

AS 1 0 . 0 5 . 1 4 1  i n  a d d i t i o n  r e q u i r e s  w r i t t e n  o r  
p r i n t e d  n o t i c e  o f  a l l  m e e t i n g s ,  s u c h  n o t i c e  s h a l l  
b e  d e l i v e r e d  r o t  l e s s  t h a n  t e n  n o r  more  t h a n  f i f t y  
d a y s  b e f o r e  t h e  d a t e  o f  t h e  m e e t i n g ,  e i t h e r  p e r s o n ­
a l l y  o r  by m a i l .

O b v i o u s l y ,  t o g e t h e r  t h e s e  r u l e s  o p e r a t e  t o  
f a v o r  i n c u mb e n t  m a na g e m e n t .  Annua l  m e e t i n g s  c o u l d
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be  r e s c h e d u l e d  by a c h a n g e  i n  t h e  b y l a w s  whi c h  
r e q u i r e s  a v o t e  o f  t h e  b o a r d  o f  d i r e c t o r s .  The 
b o a r d  c o u l d ,  on s h o r t  n o t i c e ,  i . e . ,  a s  l i t t l e  a s  
t e n  d a y s ,  p r e s e n t  t h e  s h a r e h o l d e r s  w i t h  a n y  m a j o r  
i s s u e  i t  c h o s e ,  s u c h  a s  t h e  e l e c t i o n  o f  new 
d i r e c t o r s  o r  c o n s i d e r a t i o n  o f  a m a j o r  i n v e s t m e n t  
p r o p o s a l .

The ' l e g i s l a t u r e . m i g h t  w e l l  w i s h  t o  c o n s i d e r  
s t a t u t o r y  s a f e g u a r d s  wh i c h  would e n s u r e  a d e q u a t e  

. n o t i c e  o f  t h e  t i m e ,  p l a c e  and p u r p o s e  o f  any^- 
m e e t i n g  w h i c h  would p r e c l u d e  m a n i p u l a t i o n  o f ' t h e  
t i m i n g  o f  a n y  m e e t i n g  t o  t h e  a d v a n t a g e  o f  t h e  
i n c u m b e n t s ;

7) B y l a w s . AS 1 0 . 0 5 . 1 3 5  p r e s e n t l y  p r o v i d e s  t h a t  
t h e  b o a r d  o f  d i r e c t o r s  s h a l l  h a v e  t h e  power t o
a l t e r ,  amend o r  r e p e a l  t h e  b y l a w s  u n l e s s  i t  i s
r e s e r v e d  t o  t h e  s h a r e h o l d e r s  by t h e  a r t i c l e s  o f  
i n c o r p o r a t i o n .  A g a i n ,  i t  i s  s u g g e s t e d  t h a t  t h e  
amendment o f  t h e  b y l a w s  m i g h t  be a power w h i c h  
s h o u l d  be  r e s e r v e d  t o  t h e  s h a r e h o l d e r s  i n  o r i e r  t o  
e n s u r e  a d e q u a t e  p u b l i c  r e v i e w  o f  any c h a n g e  i n  t h e
m a n a g e m e n t ' s  a p p r o a c h  t o  t he  c o n d u c t  o f  t h e  c o r ­
p o r a t i o n ' s  b u s i n e s s .

8) F i n a n c i n g  o f  P r o x y  F i g h t s ,  A c c e s s  t o  V t i n g  
L i s t s  and M a i l i n g  M a c h i n e r y . S e v e r a l  c o m m e n t a r i e s  
c o n c e r n i n g  moa e rn  c o r p o r a t e  b a t t l e s  n o t e  t h e  
i n h e r e n t  a d v a n t a g e  whi c h  i n c u m b e n t  mana gement  has  
t h r o u g h  i t s  c o n t r o l  o f  t h e  c o r p o r a t e  m a c h i n e r y  f o r  
s e n d i n g  o u t  m a i l i n g s ,  s o l i c i t i n g  s u p p o r t ,  and 
a r g u i n g  i t s  c a u s e  b e f o r e  t h e  s h a r e h o l d e r s .  T h i s  
i s  done  a t  c o r p o r a t e  e x p e n s e ,  w h e r e a s  o p p o s i n g  o r  
d i s s e n t i n g  s h a r e h o l d e r s  f r e q u e n t l y  h a v e  t o  f i n a n c e  
s u c h  e f f o r t s  f r o m  p r i v a t e  s o u r c e s .  Amendments 
m i g h t  w e l l  be c o n s i d e r e d  w h i c h  woul d  a l l o w  s h a r e ­
h o l d e r s  who c a n  o b t a i n  a c e r t a i n  number o f  q u a l i ­
f i e d  s i g n a t u r e s  t o  u t i l i z e  t h e  c o r p o r a t i o n ' s  
n a i l i n g  m a c h i n e r y  a t  t h e  c o r p o r a t i o n ' s  e x p e n s e .
T h i s  p r o c e d u r e  s h o u l d  be  e s p e c i a l l y  e n c o u r a g e d  i n  
t h e  c o n t e x t  o f  e l e c t i o n s  f o r  t h e  b o a r d  o f  d i r e c t o r s  
C a n d i d a t e s  who c a n  e i t h e r  o b t a i n  a n o m i n a t i o n  by 
t h e  b o a r d  o f  d i r e c t o r s  o r  t h e  s u p p o r t  o f  a p r e ­
d e t e r m i n e d  p e r c e n t a g e  o f  t h e  s h a r e h o l d e r s  s h o u l d
be  e n t i t l e d  t o  p u b l i s h  i n f o r m a t i o n  c o n c e r n i n g  
t h e m s e l v e s ,  t h e i r  e x p e r i e n c e ,  t h e i r  p o l i c y  p r e f e r ­
e n c e s  and t h e i r  c r i t i c i s m s  o f  e x i s t i n g  management  
a t  t h e  c o r p o r a t i o n ' s  e x p e n s e .



F rances Ulmer, Director
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V. PRIVATE CORPORATION: CLOSED CLASS OF
5HARElTOD5Ere

Two o t h e r  c o n s t i t u t i o n a l  i s s u e s  s h o u l d  b e  m e n t i o n e d  
b r i e f l y  i n  t h i s  c o n t e x t .  F i r s t , -  t h e  f e d e r a l  l e g i s l a t i o n  
a u t h o r i z i n g  t h e  c r e a t i o n  o f  GSOC m a n d a t e s  t h a t  t h e  s h a r e ­
h o l d e r  g r o u p  b e  made up o f  a c l o s e d  c l a s s  ( i . e . ,  t h o s e  
r e s i d e n t s  who s a t i s f y  t h e  e l i g i b i l i t y  r e q u i r e m e n t s  i m p o s e d  
b y  s t a t e  l a w  a s  o f  t h e  d a t e  o f  t h e  s t a t e  c h a r t e r ,  a nd who 
r e m a i n  r e s i d e n t s  a s  o f  t h e  d a t e  o f  t h e  i s s u a n c e  o f  t h e  
s h a r e s ) .  T h u s ,  f u t u r e  r e s i d e n t s  woul d  be i n e l i g i b l e  f o r  one 
o f  t h e  f r e e  s h a r e s  o f  AGSOC. Under K e l s o ' s  p r e s e n t  p l a n ,  
AGSOC s h a r e h o l d e r s  who l e a v e  t h e  s t a t e  and become n o n r e s i ­
d e n t s  woul d  be e n t i t l e d  t o  r e t a i n  t h e i r  d i v i d e n d s  and v o t i n g  
r i g h t s  i n  AGSOC. P e r s o n s  l e a v i n g  t h e  s t a t e  who w i s h  t o  s e l l  
t h e i r  s h a r e s  c o u l d ,  o f  c o u r s e ,  s e l l  t o  new r e s i d e n t s  who 
w i s h  t o  p a r t i c i p a t e  i n  t h e  AGSOC. I n  a d d i t i o n ,  o l d t i m e  
r e s i d e n t s  c o u l d  a c q u i r e  a s  many a s  t e n  s h a r e s  i n  AGSOC 
t h r o u g h  p u r c h a s e  o r  i n h e r i t a n c e .

T h e s e  tvTo f a c t o r s ,  when c o m b i n e d ,  c o u l d  l e a d  t o  
t h e  f o l l o w - i n g  s c e n a r i o :  The i n i t i a l  one  h u n d r e d  p e r c e n t  o f
t h e  AGSOC s h a r e s  c o u l d  be  c o n c e n t r a t e d  i n  a s  few a s  t e n  
p e r c e n t  o f  t h e  o r i g i n a l  s h a r e h o l d e r s .  Th o s e  s h a r e h o l d e r s ,  
i n  t u r n ,  c o u l d  become r e s i d e n t s  o f  o t h e r  s t a t e s ,  and t h u s  i t  
i s  t h e o r e t i c a l l y  p o s s i b l e  t h a t  t e n  o r  t w e n t y  y e a r s  f r o m  t he  
o r i g i n a l  i s s u a n c e ,  AGSOC s h a r e h o l d e r s  c o u l d  be  composed o f  a 
s e l e c t  g r o u p  o f  r e s i d e n t  A l a s k a n s  and n o n r e s i d e n t  f o r m e r  
A l a s k a n s .  I r o n i c a l l y ,  i t  may be a t  t h i s  v e r y  t i m e  t h a t  t h e  
s t a t e  may be  c a l l e d  upon t o  h o n o r  i t s  g u a r a n t e e ,  and t h u s  
t h e  s t a t e ' s  c r e d i t  r a t i n g  and a b i l i t y  t o  i s s u e  bonds  a t  
f a v o r a b l e  i n t e r e s t  r a t e s  woul d  be a d v e r s e l y  a f f e c t e d ,  and 
t h e  p e o p l e  who would be c a l l e d  upon t o  b e a r  t h e  b u r d e n  o f  
AGSOC a d v e n t u r e s  would be  t h e  t a x p a y i n g  c l a s s  o f  A l a s k a n s  a t  
t h a t  t i m e .  T h i s  p o t e n t i a l  f o r  a s h a r p  d i c h o t o m y  b e t w e e n  t h e  
s h a r e h o l d e r  c l a s s  o f  AGSOC and t h e  r e s i d e n t  p o p u l a t i o n  o f  
t h e  s t a t e  d e s e r v e s  c l o s e r  a r a l y s i s .  K e l s o ' s  r e p o r t  c o n t a i n s  
n o  e s t i m a t e s  o f  t h e  t r a n s i e n c y  r a t e s  o f  t h e  A l a s k a n  p o p u l a ­
t i o n  and n o  p r o j e c t i o n s  a s  t o  t h e  f u t u r e  c o m p o s i t i o n  o f  i t s  
AGSOC.

The l e g a l  i s s u e  w h i c h  o v e r l a p s  t h i s  g e n e r a l  p o l i c y  
q u e s t i o n  i s  w h e t h e r  o r  n o t  t h e  c l o s e d  c l a s s  n a t u r e  o f  t h e  
AGSOC o f f e n d s  t h e  e q u a l  p r o t e c t i o n  p r o v i s i o n s  o f  t h e  s t a t e  
o r  f e d e r a l  c o n s t i t u t i o n s .  V i l m e r ,  C u t l e r  & P i c k e r i n g ,  i n  
t h e i r  memorandum ' i f  December  1 5 ,  1 9 7 8 ,  on t h e  c o n s t i t u t i o n a l  
i s s u e s ,  f e l t  t h a t  s u c h  a p r o v i s i o n  m i g h t  be s u c c e s s f u l l y



F rances Ulmer, Director
DPDP

M a r c h  20, 1979
Pa g e  16

d e f e n d e d  a g a i n s t  a f e d e r a l  c o n s t i t u t i o n a l  c h a l l e n g e .  A 
c l o s e r  q u e s t i o n  i s  p r e s e n t e d  u n d e r  t h e  s t a t e  c o n s t i t u t i o n a l  
p r o v i s i o n  w h i c h  h a s  b e e n  i n t e r p r e t e d  somewhat mo r e  s t r i n g e n t l y  
t h a n  i t s  f e d e r a l  c o u n t e r p a r t .  See  I s a k s o n  v . ‘ H i c h e y , 550 
P2d 359 ( A l a s k a  1 9 7 6 ) .  Under t h i s  p r o v i s i o n ,  a  s u b s t a n t i a l  
q u e s t i o n  i s  r a i s e d  a s  t o  w h e t h e r  o r  n o t  t h e  AGSOC a r b i t r a r i l y  
d i s c r i m i n a t e s  a g a i n s t  f u t u r e  r e s i d e n t s  o f  t h e  s t a t e .

S e c o n d l y ,  a  d e r i v a t i v e  i s s u e  i s  whetf ie  o r  n o t  t h e  
u s e  o f  t h e  p u b l i c  c r e d i t  f o r  t h e  d i r e c t  b e n e f i t  o f  a p r i v a t e  
c o r p o r a t i o n  whose  s h a r e h o l d e r s  w i l l ,  o v e r  t i m e ,  Form  a 
d i s t i n c t  c l a s s  w i t h i n  t h e  s t a t e  ( p o s s i b l y  a  m i n o r i t y  c l a s s )  
q u a l i f i e s  u n d e r  t h e  " p u b l i c  p u r p o s e "  r e q u i r e m e n t  o f  A r t i c l e  
I X,  §6 o f  t h e  A l a s k a  S t a t e  C o n s t i t u t i o n .
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THE AGSOC - AN OWNERSHIP STRATEGY

The American Dream - A Piece of the Action

Iron Law of Development - consume less, invest more 
Catch-22 - Iron Law of Ownership

The Financial Plumbing of Stock Ownership (See Exhibit 1)

Captive Capital - Less than 10% of stock transfers are for
directly fostering new capital formation.

New York Stock Exchange 1975 shareowner census:
(1) 5-year decline of 18.3%.

Quantitative vs. qualitative measure.
(2) Average age of typical snareholder increased 

five years over 5-year span

Joint Economic Committee figures re stock ownership (1975' •
(1) 0.5% own 50%.
(2) 1% claim 46% of dividends.
(3) Working non-professirnals (76% of work force) 

own 19%.

(See Exhibit 2)

Debt:Equity ratio for U.S. manufacturers rose from 23% to 
43% from 1964-1974.

Consumer Debt:
1960 - $56.1 billion 
1976 - $217.8 billion

Comments from the Media - Why ESOrs are also called "Kelso Plans" 
(See Exhibit 3)

Historical Context

Industrial Homestead Act (See Exhibit 4)
Life, Liberty and ... (See Exhibit 5)

Contractual Context - Access to Ownership 

The Evolving Social Contracc
"A corporation is an artificial being, invisible, intangible, 
and existing only in the contemplation of the law. Being 
the mere creature of the law, it possesses only those prop­
erties which the charter of its creation confers or. it, either 
expressly, or as incidental to its existence."

-John Marshall-



Market Context

Work Ethic - The Employment Act of 1946 
"All we seek is an Americ; where every person is given 
the chance to productively contribute to his country and 
where he can receive a fair and equitable share of the 
wealth that production creates."

-Coretta Scott King-

Industrial Context

Exchange Ethic 
"Salary" vs. "Compensation"

Salary - salt; "not worth his salt", "In the sweat of 
thy face shalt thou eat bread."

Compensation - a balancing of accounts (See Exhibit 6)

Post-Industrial Context

Incomes policy designed as participation-in-production policy 
The Affluent Society (1958) - "device for breaking the nexus 

between production and income security"
Breaking the nexus:

Federal Expenditures
1960 - $91.3 billion 
1979 - $504 billion 

Federal Budget
1960 - slight surplus
1978 - deficit of $61.7 

Federal Transfer Payments
1960 - $20.6 billion
1979 - $198 billion

"There are no free lunches on welfare."

-Joseph Califano- 
Secretary of HEW

"There is no more complete rejection of a person than to give 
them a job you know and they know is useless."

-F. Ray Marshall- 
Secretary of Labor
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Exhibit 1

VAN NOSTRAND 
RclNHOlD

Copyright ©  1977 by S tuart M. Speiser

FIGURE ONE

INTERNAL FUNDS
Including earnings 

not paid out as 
dividends, 

investment tax 
credits, etc.

DEBT NEWEQUITY

S12tf BILLION (1976) NEW CORPORATE CAPITAL
Expenditures for new plants, 
machines, and equipm ent

PRESENT OWNERS
(Old capitalists}

& —
95% ownership o l new 

capital w ithout 
new investment

NEWSTOCK
HOLDERS
Cash buyerstar 

3 /o

NEW CAPITALISTS
People who own no capital 

and can t afford to buy nock 
lor cash or credit at present



FIGURE TWO

S120 BILLION (1978) 
NEW CORPORATE CAPITAL

Expenditures lor new plants, 
machines, an equipment

INTERNALFUNDS:NONE
All eamings paid 

to stockholders 
as dividends

DEBT: NEW EQUITYNONE Newly-issued
No debt used to stock

acquire pays for 100% of
new capital new capital

No new capital 
ownership

NEW CASH STOCK BUYERS
No new cash 

buyers of 
stock used to 

acquire 
new capital

Acquire 100% ownership 
of new capital through 

sellliquidating 
non recourse credit



P on?l w e a l t h  in the U.S. in 1972 totaled $4.3 trillion 

wnile net w o r t h  totaled $3.5 trillion. Evenly distributed, thio 

would m e a n  that the average sized family would nave a financial 

net wo r t h  of $59,200. Less than one family in eignt approacned 

that figure in 1972:

T A B lt  L —K R S O R A l V/fAlTM, 1972

Exhibit 2

PERSCWAL WEALTH: COMPOSITION AND DISTRIBUTION

V tlM  (MliOftt) S k i l l  ktM by U ll
k ilo  by Ik* nek t i l — n c k t il—

A ltll ptrtonv 1 pyrciM 6 p trc in t 1 PptttRt t  p m n l
(i) (I) (J) V  • (4) < «

* i» l n l ) H . . . . _ .............. J1.412.S 12210 JMS ' 111 412C j< ro n it i ta c t ................. 170. J 491.7 £29 i i  J 72.2
t o m ..................................... m o 94 * 174 £0.0 715
c»»n ............ ...................... 7 H I 101.2 271 115 • 17.1C lJtm itru iM M i.............. 7) 5 40 » 52.71
1 il l  m tw liK i..................... 1110 10.0 7 ol
Try H i............. ... ................ 91 1 19 4 99. I f 40. S
Mitei ilM rous..................... t i l  6 t l  J 9. l l
Tpisl m i l l ........................ *4,144 4 51.015 9 J2.IS2 21.1 49. S
l i . : . n im ................................. m i m o 3M 112 17.1
tirliwrth................................. J.5119 9119 1. SS2 219 52.4

liom bffo lpn ig-«('n ill.cm ).. . . . . . . . . .  209.0 2.1 X2.8

1 s ticr Cell. (I). (*>. and ('): 7»i*n 0. im .th  and Slfrkyn 0 frmM.n. "Tk»Out> kglioacl Amour InCmdMli 
m l  I ticdiO t," Itii. U ll .  ()) and 15): IMI.nil ^ vin.t i i w i .  "Piitoiul W iaM ," 1171

From: "Broadening the O w n ership of hew Capital: ESOPs and Ot.ier 
Al ternatives," A staff study of the Joint Econo m i c  Committee (1976) 

p. 7.

This J E C  r e p o r t  notes that ”... the distribution of income has 
remained v i r t u a l l y  unchanged since World War II: the top quintile 
of the p o p u l a t i o n  holds just over 40 percent of the income and the 
lowest q u i n t i l e  has 5 percent. Even these figures understate how 
rich the rich really are for tne top quincile of families have al­
most 80 p e r c e n t  of total wealth. Clearly, income will not become 
more equally d i s t r i b u t e d  in this country until tne base of wealth 
holdings is b r o a d e n e d .” Id.

C^ner studies document tnat wealth is even more concentrated tnan 
the J E C  indicates:

Robert J. Lampinan, National Bureau of Economic Research, The 
Share of Top W e alth-nolders in National Wealtn, 1 9 2 2 - 1 9 5 6 , (Prince­
ton U n i v e r s i t y  Press, 1962).

Marshall E. Blume, Jean C r o c k e t t  and Irwin Friend,"Stock O w n e r­
ship in the United States: Characteristics and Trends," Survey of 
Current B u s i n e s s , November, 1974 at 16.

Expanded C w n e r s n i p ,(Sabre Foundation, 1971). This contains a 
survey o i tne studies on "The Distribution of Wealtn in the T w e n­
tieth Cer.cury," by Prof. James D. Smith of Pennsylvania State Univ.



WHY ESOPs ARE ALSO CALLED "KELSO PLANS"

Kelso and Adler's o o o k  c ’Id start a revolution.

Casper Weinberger 
February, 1958

In those discussions there is as much of the wanderings of a 
madman as there is of cannibalism.

P r a v d a , March 25, 1959
in a review of The Capitalist
Ma n i f e s t o  (1958) by Kelso & Adler

A crackpot theory. Instead of saying labor's exploited, as 
Marx did, Kelso says capital's exploited. It's worse than Marx. 
It's Marx stood on its head.

Milton Friedman 
T i m e , Jan. 29, 1970

I think some economists s u c h  as Milton Friedman have given 
too short a shrift to the Kelso plan. It's an example of one 
means of accomplishing a broadening of w e a l t h  ownership.... a 
quiet evolution in w e a l t h  o w n ership rather than the unquiet 
revolutions wealth owners have faced too often in the past.

Carl Madden, chief economist 
U.S. Chamber of Commerce

A capitalist is someone w h o  derives a substantial share of his 
income from his equity in producing companies. On this scale tne 
figures are discouraging. Approximately ninety p e r cent of the 
capital of this country is ownod by five or less percent of tne 
American people.

Louis Kelso of San Francisco, a lawyer-economist, has for 
years felt that he has a radical answer to the problem.

W i l l i a m  F. Buckley 
Feb. 24, 1970

There is a conspicuous void in tne arguments and the programs 
of the counter-culture groups of this country, in that they have 
produced no well-formulated e c o nomic theories.

Unfortunately and ironically, Lou Kelso, who has some very 
imaginative economic proposals, has been offering them for many 
years to tne establishment, the d i n o s a u r  culture.

So either Kelso is a lousy salesman or the dinosaurs are c o n­
vinced their own designs will see tnem througn.

The Waole Larth Catalog 
Spring 1970

Louis O, Kelso, possibly tne only genuine revolutionary in 
the United States.



Kelso's formula sounds like Lydia Pinkham's Vegetable Compound. 
The whole theory sounds crazy. But, then, one may recall, they 

said all that of Copernicus too.

James J. Kilpatrick 
Jan. 20, 1972

Kelsoism is not accepted by modern scientific economics as a 
valid and fruitful analysis of the distri b u t i o n  of income but 
rather it is regarded as an amateurish and cranky fad.

Paul S a m uelson 
The San Juan Star 
April 27, 1972

Like the emperor's clothes, it looks beautiful. But when you 
look c'.osely, y o u  find there's nothing there.

Sar Levitan, economist

Taxation has its limitations as a method of achieving better 
ec anomic distribution since for this purpose it is essentially 
remedial. We must also take a positive approach by finding new 
ways to spread ownership of future capital growth more broadly in 
our society. This will be a fertile field for creative ideas and 
experimentation in the years ahead by both government and the p r i­
vate sector.

One such approach has been developed by Louis Kelso. Kelso 
makes a convincing argument that many of the deficiencies of our 
economic system coulr* be alleviated if ways were found to broaden 
the ownership of the means of production.

John D. Rockefeller 3rd
The Second American Revolution (1973)

If a Little Capitalism Is Good, What's Wrong with a Lot;

Fred Harris, former Senator 
A  chapter title from 
The New Populism  (1973)

In America, the greatest, most famous capitalist country in 
the world, tnerc are almost no capitalists. The largest majority, 
silent and noisy, are job sarfs, wage villeins, dependent on sala­
ries for all the money they'll ever see.

The great, lazy, anti-Calvinist, hedo n i s t i c  K . l s o m a n  truth is 
that you can't get rich through labor because it doesn't produce 
enough wealth.

Kelso's idea won't solve all our problems; it can't possibly 
work out as nicely as Kelso thinks, but it can move us from this 
barren repitition of fifty-year-old disputes. There is no salva­
tion either outside the Church or on this earth, but Kelso does 
bring a new way of looking, and if that isn't salvation it's at 
least an intermediary grace.

Nicholas von Hoffman 

Esquire December 1973



i.i ^ i p ^ i  vi!' n'mpim i w m m i
If a country in which only a few men and women are citizens is

politically unjust, the remedy is not to abolish citizenship but 
to make all men and women citizens. If an industrialized country 
in which only a few own all the capital is economically unjust, 
the remedy is not to abolish private capital but to make it p o s s­
ible for all to become owners of some of it.

W i n nett Boyd, president
Arthur D. Little, Canada

Over one hundred years ago A b r a h a m  Lincoln signed the Homestead 
Act. There was a wide d i stribution of land and they did n ' t  confis­
cate anyone's already privately ow n e d  land. They d i d  not take from 
those who owned to give to others who did not own. It set the p a t­
tern for the American c a pitalistic system. We need an Industrial 
Homestead Act.... it is time to formulate a plan to accelerate the 
economic growth and production at tne same time we broaden the o w n­
ership of productive capital. The American dream has always been 
to have a piece of the action.

Ronald Reagan 
July 20, 1974

The Kelso plan is a gentle, non-Robx.. Hoodish approach to the 
redistribution of wealth which his father Huey always preached.

Charles Bartlett
Arizona R e p u b l i c , Mar. 24, 1975

K e l s o :  McLuhan o f  e c o n o m ic s ?

The Village Voice 
April 28, 1975

One of tho great things that LSOPs have going for them is tnat 
they are such a natural from a political viewpoint: Who in p o p u­
list Washington, whether liberal or conservative, wo u l d  knock tne 
idea of spreading corporate ownership?

F o r b e s , May 1, 1975

Since the 1940s, a lawyer named Louis 0. Kelso has haunted 
America's corporate corridors, spinning fables aocut the ad v a n­
tages of a fringe benefit known as an employee stock ownership 

plan - ESOP, for short.
M o n e y , June 1975

The Kelso doctrine is the only economic doctrine introduced in 
generations that could become a plank in either tne Democratic of 
Republican platform.

B a r r o n ' s , July 21, 1975

B r in g  on t h o s e  t i r e d ,  l a u o r - p l a a u e u ,  c o m p e t i t i o n - w e a r y  com­
p a n i e s  ana fcSGP w i l l  u r u a tn e  new l i f e  i n t o  them .  They  w i l l  f i n a  
LSCP b e t t e r  then  G e t i t o l .  I t  w i l l  r e v i t a l i z e  wnat i s  wrong w i th  
c a p i t a l i s m .  I t  w i .  i n c r e a s e  p r o d u c t i v i t y .  I t  w i l l  improve l a -  
o o r  r e l a t i o n s .  I t  w i l l ^ r o m o t e  econ om ic  j u s t i c e .  I t  w i l l  s a v e  
t h e  econom ic  s y s t e m .  I t  w i l l  make o u r  form o f  governm ent  and our  
c o n c e p t  o f  f reeaom  p r e v r ‘ 1 o v e r  t n o s e  wno d o n ' t  a g r e e  w i t n  u s .

Senator Russell B. Long
Chairman,  S e n a t e  F in o n c o  Com m it tee
October 20, 1975



These plans (ESOPs) have been heralded as the basic solution 
for many of our economic ills. Specifically, one of our chief 
proponents who will be testifying today, has said the wid e s p r e a d  
adoption of ESOPs will accomplish the f o l lowing objectives: the 
restoration and acceleration of e c o nomic growth to unprecedented 
levels? create legitimate full e m p l o y m e n t  for :wo or three decades; 
and lay the foundation for arresting inflation.

I m u s t  confess that these are some claims. C e r tainly no one 
since I have been cnairing tnis committee nas come before us with 
any program that promises that much.

S e n ator Hubert H. H u m phrey 
Chairman, Joint Econo m i c  Committee 
ESOi Hearings, Dec. 11, 1975

Louis 0. Kelso is am e c o nomic seer whose time may have come.

Milton lloskowitz
San F r a n c i s c o  Chronicle
M a y  U ,  1975--------------

No one is putting in an ESOP just to be a nice guy.

Pension consultant q u  ted in 
New York T i m e s , Nov. 5, 1975

Like the case for acupuncture, it sounds bizarre, even alarm­
ing - but a suspicion remains that there may be something to it.

f o r t u n e , March, 1976

Some brokers are saying that the ESOP trend may be exercising 
as much influence on the future as the computer.

San Francisco Business 
January, 1976

Kelso's plan is so radical tnat it is difficult to take s e r­
iously.

F o r t u n e , March, 1976

Panaceas often have a way of turning into Pandora's b o x e s .

Business Week editorial 
Mar. a, 1975“

The conservative but populist chairman of the Senate Finance 
Committee has become an evangelical disciple of Louis 0. Kelso, a 
San Francisco attorney who ha: long championed various forms of 
'worker capitalism.'

The most powerful defense of ESOP comes from Long, who waxes 
as fervent on the bject as Kelso.

Time, Oct. 4, 1976

As one member of this committee, Mr. Kelso, let me express m^ 
appreciation to you for the tremendous contribution that you have made 
and the pioneering work that you have done in the interest of employee 
stock ownership. We are, in many respects, holding these hearings here
because of the work you have done in the area.

Senator Russell B. Long 
Chairman, Senate Committee 

on Finance 
July 19, 1978
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may be opedaQjr aggravated by the
Ownership Campalee It k  nistnf 
money to enter not t.ae, but two candi­
dates in the I860 New Hampshire pri­
mary — a Republican and a Democrat 
who will campaign jointly, share ad­
vertising costs and generally try to 
make the other conventional candi­
dates uke them seriously.

Neither major parry has the intellec­
tual vitality to take the plunge on this 
idea, though either could claim it as 
consistent with its past The Owner­
ship Campaign may end up looking 
silly, but can count itself successful If 
the horde of presidential candidates 
begins stealing their material.

Hold the smug laughter, for now. 
Some folks out there already under­
stand this ownership pitch. When the 
farmers took theiraractors to the Fed­
eral Reserve Board, demanding 3 per­
cent interest rates, they were respond­
ing to the credit arguments of Norman 
Kurland, chairman of the Ownership 
Campaign. Kurland knows little about 
politics but he is one of those bril­
liantly obsessed figures one encoun­
ters in Washington, a person who 
cares more about ideas then making a 
living. Kurland has been pushing’ 
stock-ownenhip plans for more than a 
decade, undaunted by his limited suc­
cess. He is the rarest combination — a 
creature who understands the banking 
laws yet continues to believe in the 
possibility of economic Justice.

His political director is 25-year-old 
Luis Granados, a newly graduated law­

yer from Takoma Park, who knows the 
operations of a political campaign 
from serving local Candida tea but who 
lacks the Jaded amoral!ty of experi­
enced operatives. Granados learned 
economics from ordinary experience:

“I grew up middle class,” he said. *1 
got a scholarship to a fanev prep 
school and I saw that end. Then I saw 
the other end, campaigning In poor 
neighborhoods. I just think the distri­
bution of wealth is wrong. There's not 
sufficient difference in people to Jus­
tify the differences in wealth.”

This observation matches my own 
experiences as a reporter. Over the 
year* 1 have had many encounters 
with people on the bottom rang of onr 
society — white mountaineers. Mark 
youths in the cities, migrant workers, 
poor people urban and rural. 1 always 
come away with a chilly feeling, a 
fresh recognition that most poor 
people could perfo. .a just as well as 
the rest of us, if they had gotten a few 
lucky rolls of the dice.'

Others in the Ownership Campsign 
are not exactly bleeding hearts. They 
Include Tim Maloney, a young new 
state legislator from Prince Georges 
County. Anthony M. Carey, partner in 
a high-toned Baltimore law firm: Joe 
Rourke. a retired Massachusetts labor 
leader, and Wally Johnson, a former 
Republican mayor of Berkeley. Calif., 
who runs an aluminum scaffolding 
company called Up Right Ine.

Johnson is the only one with experi­
ence in a presidential primary. He re­
ceived 35.000 votes in New Hampshire

in 1978. running for vice president In 
the GOP primary on a single issue op­
posing congressional pay raises. This 
was 12,000 votes more than Jimmy Car­
ter got in New Hampshire, but the 
pres*- ignored Wally Johnson because 
he was not deemed to be serous.

♦

Se r io u s  political people win be 
hostile to this idrs. They will en­
dorse the rhetoric of broadened own­

ership because it sounds like Mom and 
apple pie. but the major power centers 
of American politics feel threatened 
by the Idee of actually distributing 
capital ownership to everyone.

Organised labor sees it as compro­
mising the hard and clean lines of 
worker-managctnent bargaining. Cor­
porate management distrusts it as an 
ultimata mreat to its own control of 
corporate behavior. Technocrats de­
voted to managing the welfare state do 
not wish for Its demise No-growth en­
vironmentalists do want a new in­
dustrial boom for this country. Status- 
conscious conservatives are offended

l . by the egalitarian premise
Listen carefully to their objections. 

These people have impressive argu­
ments on why this schemt will not 
work or why It should not be tried. Lis­
ten. than ask yourself what these ex­
perts would have told Lincoln about 
his craiy plan for homesteading.



O w n e r s h i p  H i s t o r y

...That the i n h a b i t a n t s  of the E n g l i s’. c o l oni es in N o r t h  
America/ by the i m m u t a b l e  laws of nature, the p r i n c i p l e s  of 
the E n g l i s h  c o n s t i t u t i o n ,  and the several c h a r t e r s  or 
compacts, have the f o l l o w i n g  RIGHTS:

Re s o l v e d  ... T h a t  they are e n t i t l e d  to life, liberty and 
p r o p e r t y : and t hey hav e n e v e r  c e d e d  to any for eign p o w e r  w h a t­
ever, a r i g h t  to d i s p o s e  of e i t h e r  w i t h o u t  their consent.

- D e c l a r a t i o n  and R e s o l v e s  of the 
F i r s t  C o n t i n e n t a l  Congres s-,
O c t o b e r  14, 1774

"The c o n t r o l  ove r a m a n ' s  s u b s i s t e n c e  a m o u n t s  to a cont rol 
ov e r  his w ill."

- A l e x a n d e r  H a m i l t o n -

...That all Men are b y  N a t u r e  e q u a l l y  free and independent, 
and have c e r t a i n  i n h erent Rights, of which, w h e n  they enter 
into a S t a t e  of Society, they c a n n o t  by an Compact, d e p r i v e  or 
d i v e s t  t h e i r  Posterity; namely, the E n j o y m e n t  of L*fe and 
Liberty, and the M e a n s  of a c q u i ring and p o s s e s s i n g  Property, 
and p u r s u i n g  and o b t a i n i n g  H a t p m e s s  and S a f e t y .

- V i r g i n i a  D e c l a r a t i o n  of Riahts- 
J u n e  12, 1776

...We hold these truths to be self-evident;  that all m e n  are 
c r e a t e d  equal; that they are e n d o w e d  by their Creator, w i t h  
c e r t a i n  i n a l i e n a b l e  rights; that among t hese are l i f e , 
liberty, and the pursuit of h a p p i n e s s . T h a t  to secure these 
rights, g o v e r n m e n t s  are insti tuted a mong men, d e r i v i n g  their 
just, powers  from the c o n s e n t  of the gover ned;...

- D e c l a r a t i o n  of I n d e p e n d e n c e -  
J u l y  4th, 1776

All m e n  are bor n free and equal, and have c e r t a i n  natural, 
essential, and u n a l i e n a b l e  rights; among w h i c h  m a y  be r e c koned 
the right of e njoy i n g  and d e f e n d i n g  their lives and liberties; 
that of acquiring, p o s s e s s i n g  and p r o t e c t i n g  p r o p e r t y ; in fine, 
that of seeking and o b t a i n i n g  their sa fety and h a p p i n e s s.

- M a s s a c h u s e t t s  D e c l a r a t i o n  of 
Rights -
O c t o b e r  25, 1780

A r t i c l e  V. No person shall ... be d e p r i v e d  of life, l i b e r t y , 
or p r o p e r t y , w i t h o u t  d u e  p r o c e s s  of law; nor shall p r o p e r t y  
be taken ffor p u b l i c  use, w i t h o u t  just compen sation.

-Bill of Rights- 
D e c e m b e r  15, 1791

P r i v a t e  p r o p e r t y  is a c r e a t u r e  of society, and is subject to the 
calls of that society, w h e n e v e r  its n e c e s s i t i e s  shall requ ire it.

- B e n j a m i n  Franklin, 1783-

Law is a very good thing for m e n  w i t h  p r o p e r t y  and a ver v bad 
thing for men w i t h o u t  property.

-Rousseau, Social C o n t r a c t -



T h e  n a t i o n s  of our time c a n n o t  p r e v e n t  the c o n d i t i o n s  of m e n  
from b e c o m i n g  e q u a l ; b u t  it d e p e n d s  u p o n  chemselves  w h e t h e r  the 
p r i n c i p l e  of e q u a l i t y  is to lead them to s e r v i t u d e  or freedom.

-de T o c q u e v i l l e -  
final c o m m e n t  in D e m o c r a c y  in A m e r i c a

T e n a n t r y  is u n f a v o r a b l e  to f r e e d o m . It lays the found a t i o n  
for s e p a r a t e  o r ders in society, a n n i h i l a t e s  the love of country, 
and w e a k e n s  the spirit of independence. T h e  t e n a n t  has in fact 
no country, no hearth, no d o m e s t i c  altar, no h o u s e h o l d  god.
The freeholder, o n  the contrary, is the n a t u r a l  s u p p o r t e r  of 
a free go vern m e n t ,  and it should be the p o l i c y  of r e p u b l i c s  
to m u l t i p l y  their  f r e e h o l d e r s , as it is the p o l i c y  of 
m o n a r c h i e s  to m u l t i p l y  tenants.

-Thomas H a r t  B e n t o n -

Jeffer s o n ,  t h o u g h  ths secret vote was still u n k n o w n  at the 
time had at least a forebodin g of how d a n g e r o u s  it m i g h t  be to 
a l l o w  the p eople to share a public p o w e r  w i t h o u t  p r o v i d i n g  them 
at the same time w i t h  m o r e  public space than the b a l l o t  box and 
w i t h  m o r e  o p p o r t u n i t y  to m a k e  their v o ices heard in p u b l i c  than 
on e l e c t i o n  day. W h a t  he p e r c e i v e d  to be the m o r t a l  d a n g e r  to 
the r e p u b l i c  was that the C o n s t i t u t i o n  had g i v e n  all p o w e r  to 
the citizens, w i t h o u t  g i v i n g  them the o p p o r t u n i t y  of being 
c i t i z e n s  and of a c ting as citizens.

- H a nnah A r e n d t -
in On R e v o l u t i o n

...if y o u  b e l i e v e  in d e m o c r a c y . . .distribute p r o p e r t y  as w i d e l y  
as possible.

-Aldous H u xley-

...In Harlem, for instance, all of the s tores are owned by 
w h i t e  people, all of the b u i l d i n g s  are o w n e d  by v.hite people.
T h e  black people are just there paying rent, bu' ing the 
grocerie s; but they d o n ' t  own the stores, c l o t n i n g  stores, 
food stores, any kind of stores; d o n ' t  ev en own the homos 
they live in. T h e y  are all owned by outsider s, ...
"When the thing is finally sparked, the w h i t e  man is not 
th e r e - h e ' s  gone. The m e r c h a n t  is not there, the landlord 
is not there, the one they c o n s i d e r  to be the e nemy  isn't 
there. So, they knock at his property. T h i s  is w h a t  ma kes 
them knock dow n the store w i n d o w s  and set fire to things, 
and things of that sort.

-M alcom X-

G o v e r n m e n t  has the r e s p o n s i b i l i t y  to p r o v i d e  the c l i m a t e  
in w h i c h  Americans, all Americans, have an o p p o r t u n i t y  
for g o o d  jobs; and not o n l y  for good jobs, but an 
o p p o r t u n i t y  if they have the a b ility and the desire, to be 
owners and managers, to have a piece of the a c t i o n , b e c a u s e  
if they have a piece of the action, then they b e l i e v e  in the 
system  rather than fighting aoainst it.

-Richar d N ixon-



P r o p e r t y  p e r f o r m s  the f u n c t i o n  of m a i n t a i n i n g  independence, 
d i g n i t y  and p l u r a l i s m  in s o ciety by c r e a t i n g  zones w i t h i n  
w h i c h  the m a j o r i t y  has to yield to the owner. Whim, caprice, 
i r r a t i o n a l i t y  and 'antisocial' a c t i v i t i e s  are g i v e n  the p r o­
tec t i o n  of law; the own er m a y  do w h a t  all or m o s t  of his 
n e i g h b o r s  decry. T h e  Bill of R i ghts a l s o  serves this function, 
but w h i l e  the Bill of R ights comes into p l a y  o n l y  at e x t r a­
or d i n a r y  m o m e n t s  of c o n f l i c t  or crisis, p r o p e r t y  a f fords  d a y - 
t o - d a y  p r o t e c t i o n  in the o r d i n a r y  a f f a i r s ~ o f  l i f e . Indeed, 
in the final a n a l y s i s  the Bill of R igh ts d e p e n d s u p o n  the 
e x i s t e n c e  of p r i v a t e  property.

- C h a r l e s  A. Re ich-

P r o f i t  s h a r i n g  in the form of stock d i s t r i b u t i o n s  to w o r kers 
w o u l d  h e l p  to d e m o c r a t i z e  the o w n e r s h i p  of A m e r i c a ' s  vast 
c o r p o r a t e  w e a l t h  w h i c h  is todav a p p a l l i n g l y  u n d e m o c r a t i c  
and unhealthy.

- W a l t e r  P. R e u ther- 
President, U n i t e d  A u t o  W o r k e r s

" . . . d e m o c r a c y  is a m e t h o d  of finding p r o x i m i t e  solutions for 
i n s o l u b l e  p r o b l e m s ."

- R e i n h o l d  N i e b u h r -
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F e b r u a r y  26, 1979

S h a r e  the W e a l t h
During three years in power, a socialist 

government succeeded in nationalizing or 
buying into a number o f British Colum ­
bia's natural-resource companies. But in 
1975, exasperated voters of Canada's third- 
largest province threw the socialist pre­
mier out and elected W illiam  R. Bennett, 
the millionaire son of -  previous B .C  pre­
mier. A champion of free enterprise, Ben­
nett, 46, has found a way to undo part of 
the socialists' work. Every one of the prov­
ince's 2.4 million residents will be offered 
five shares o f British Columbia Resou es 
Investment Corp., a holding company set 
up by the government 

B .C  Resources owns 81 percent of Ca­
nadian Cellulose, a $ l53-m i!lion  forest- 
products firm, and 10 percent of Westcoast 
Transmission Co. (1977 sales: $735 m il­
lion), which operates a naiurai-gas pipe­
line. B .C  Resources also has two wholly 
owned fore t-products companies, and 
valuable o il- and gas-exploration rights on 
some 2 3  million acres.

Under Bennett's plan. 80 percent of the 
stock—som e 12 million shares— will be 
distributed to every man. woman, and 
child who has lived in the province in the 
Ij j I year and is a Canadian citizen. The) 
will also be eligible to buy more stock—up 
to 5 ,000 shares—at a discount. Each share 
of B .C  Resources has a book value of $10, 
and the company will be listed on the Van­
couver Stock Exchange. “We live in a rich 
province," says the premier. "Now my 
government wants to give the prople the 
opportunity to share these riches"
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Alaska Inc.: An Economic Experiment
Senator’s Plan Would Distribute State's Ncic Wealth to Citizens

By W illiam  Greider 
W uhir.tlon  Post S u f!  WrHtr

Alaska, a state where pioneering is 
atill a daily rea lity , wants to launch a 
grand experiment in economic democ­
racy -d is trib u ting  new wealth to a ll 
its citirens, gi"ing each an owner'* 
share in Alaska's bountiful energy de­
velopment.

I f  the scheme works, every Alaskan—  
men, women, children—will hold stock 
shares in huge capital investments 
such as the Trans-Al. ,Kan oil pipeline 
o r the proposed natural gas pipeline 
o r a future petrochemical complex. Ev­
e ry  year, citirens would each receive di­
vidend checks o f several hundred dol­
la rs o r more and. e c ry  year, their 
share o f equity interest would grow.

In addition to spreai ing cash among 
the citirens, the Idea might produce 
political benefits fo r tne oil companies, 
i f  people have a personal stake in the 
profits, the public may bo m e sym­
pathetic when private enterprise com­
plains about government regulation and 
taxation.

I* the capitalist revolution upon us?
The "genera l stock ownership p lan " 

(G SO P ) is the bra inch ild  o f Sen. M ike 
Ciravcl tD -A lU ka ), who derived the 
idea fr< m the economic philosophy o f 
Lou is K e lso , a p rophet o f broadened 
capita l ownersh ip fo r  w-orkers. L -» t 
week, w ithout any fa n fa re , the fedei * ’ 
tax law changes neces ,ry fo r  the vt n- 
tu re  were enacted by Congress in its 
omnibus tax b ill, now awaiting the 
president's signature .

"Th is Idea has floa ted  around fo r  
years and nobody has taken It se ri­
ous ly ,”  G rave l said. "Bu t wait un til 
the day when the firs t dividend 
checks go out to every citizen o f 
A laska. When the long green touches 
the ir hands, you w ill see a revo lu tion  
begin ."

G rav e l, his ent' j* la»m  getting 
somewhat ahead ot events, p redicts 
'he A U G :so  'cn tu re  a l l l  a lte r  VmerU 
can po litics and economics in r r °- 
found  ways, as o th er states rush to
ci.p'- the model. The senato r se lls  It 
as the a lte rna tive  to welfare-state 
lib e ra lism . as the way "to  build a con­
stituency fo r  capitalism  ”

The poten tia l po litica l e ffects are 
a lm ost as in trigu ing  a s  the presumed 
economic benefits. G rave l’s p lan 
would make a ll citizens into m inority  
pa rtn ers with the m a jo r  r i l  com ­
panies, a fact that could g rea tly  a lte r 
pub lic opinion on issues such as state 
taxation o f energy ventures. I f  a c iti­
zen holds a persona l stake in energy 
p ro fits , a lbeit a sm all one, he o r  she 
may not like  the idea o f the state 
governm ent increasing its taxes on 
those p ro fits  in o rd e r to finance pub­
lic  program s.

In  the meantime, the state govern­
ment o f A laska has not yet committed 
itse lf to do anything beyond studying 
the idea.

The leg is la tu re  has placed Lou is 
Ke lso 's San Francisco investm ent 
fi rm  under a $180,000 contract to 
draw up the b luep rin t fo r  this eco­
nom ic creatu re— a state-chartered cor­
poration owned by everyone, em­
powered to borrow  money, perhaps 
with a credit guarantee from  the 
state, and to invest the money in  p ri­
vate business ventures. Earn ings from  
the venture would pay o f f  the loan 
»nd the le fto ve r p ro fits  would be 
d istributed every yea r as dividends to 
each o f the 405,000 citizen stockhold ­
ers.

F o r sta rte rs , G rave l th inks the 
G SO P  corporation  m ight buy out B r it ­
ish Petro leum 's 16 percent share in 
the o il p ipeline. Owned jo in t ly  by 
e ignt o il companies, the p ipe line is a l­
ready carrying N orth  S lope crude o il 
south fo r  d istribu tion . B P  has ex­
pressed an In terest in se lling  its in ­
vestment. valued at S1.3 b illio n , and 
the senator's s ta ff calcu la tes that, 
when the p ipe line is at fu l l capacity, 
BP's share o f the revenue would run  
about $406 m illion  a year.

This would be enough fo r  the G SO P 
corpo ra tion , according to G rave l, to 
cover the operating costs p lus the an­
nua l debt payments and s till leave 
about $158 m illion  a yea r fo r  d istribu ­
tion in dividends.

That means about S3W pe r person . 
Sobodv w ill get rich on $300. but a 
fam ily  o f fo u r would have fo u r d iv i­
dend checks com ing every  yea r, o r  SI.- 
580. This cou ld make a rea l d iffe rence 
to a poor fam ily  G rave l reasons, o f f ­
setting some o f  the governm ent ob li­
gations to provide w e lfa re  and subsi­
dized service*

Since the va lue o f  an o il p ipe line 
depreciates as it ages, the citizen 
stock would p resum ab ly be worth con­
s iderab ly  less than $1.5 b illion  when 
the debt is f in a lly  paid o 'f in 15 o r 20 
years. A fte r five  yea rs , however, a cit­
izen could se ll his o r  r  share to r  the 
going price .

To avoid concentrated ownersnip , 
nobody cou ld h o ld  m ore than 10 
ihares.

Each share o f stock w ould hsve a 
single vote  to e lect the o ffic e rs  o f  the 
G SOP corpo ration , who in tu rn  would 
have 18 percent w orth  o f in fluence 
ove r the p ipe line company itse lf.

Among o th e r things, the A laska leg­
is la tu re  has to ie r id e  who qua lifie s  as 
a "citizen .”  One idea is to set a c u to ff 
date o f Jan . 1 th is yea r, so the s'a te 
would not be flooded  with new Im m i­
grants seeking a share o f stock.

Down the road a way, G rave l envi­
sions seve ra l laye rs o f citizen Invest­
ment on a g rande r scale— anothe r 
stock Ijsue to  he lp  finance the multi- 
b illion -do lla r gas p ipe line expected to 
be built In the 1980s, ano her to tha rc  
in a vast petrochem ica l complex envi. 
sioned fo r  the Kena! Pen insu la . I f  
G rave l’s wish list were to become re ­
a lity  ove r the next decade, A laskan ; 
would be draw ing modest second In ­
come* in addition to th e ir wages— a 
collection o f dividend checks.

AJ this point, the read e r o f no rm a l 
In te lligence is p robab ly  ro llin g  Ins 
eyes and wondering i f  Sen. G rave l 
and the A laska leg is la tu re  have gone 
benkers. not to m ention the U.S . C on­
gress, which has authorized the expe­
riment It  a ll sounds too good to be 
true. W here Is the hidden catch? And 
who pays the b ill fo r  this red is trib u ­
tion o f wealth?

That Is app rox im ate ly  the re*- nt 
that G rave l encountered last M arch 
when he firs t proposed the scheme to 
the state leg is la tu re  and. again, this 
summer when he tr ie d  It out on the 
Senate Finance C om m u te r W ith a li t ­
t le  persuasion from  Sen Busse ll B 
Long (D - Ij .i, the comir il ls  <* chairman 
and an advocate t. m sc lf o: hntadcnert 
ownership, the Congress decided to 
let G rave l try  out bis m ini revo lu tion

Ixing ha* said p riva te ly  that, t f 
G rave l * idea work*, and It may o r  
may not, it would become that most 
s lgn 'ficant Item In the 19T8 tax leg l* . 
la ! Ion.



The heart x f Ji.e is credit,
the power to  b6rr;>v m oney . As 
G rave! and K e W  sec tv . w orld , o rd i­
n a ry  peop le, even p *o r ; top ic , could
accumulate wealth in the same way 
that well-to-do peop le m ake th e ir 
assets grow , i f  the government w ill 
in te rvene , A person who has su ffi­
cient a-sets o r ca.i.lr.^s to guarantee 
his c r  h e r credit can bo rrow  money 
to make investments. p ledging to 
pay back the loan  with the r.ew in ­
come expected from  the investments.

I f  the ven tu re  Is a eucceiS, the p e r­
son winds up with new cap ita l that 
paid fo r  itse lf, but nobody ca lls  this 
p rocess a “ giveaway." I t ’s ca lled  
•risk-taking ’ ’ In  the tree  en terp rise  
system.

G ra v e l’s no tion  Is that governm ent, 
which in e ffec t aggregates the assets 
o f a l l  citizens, can provide a mechan­
ism  fo r  extending a share o f c red it 
to  eve ryon e—a chance to buy some­
th ing bssed or. its anticipated fu tu re  
earn ings.

That concept is the essentia l n ove l­
ty  o f  G rave l’s scheme. Beyond that 
po in t, the p r o f i t . o n  works m ore o r 
less like  o rd in a ry  business transac­
tions, with the same tax benefits , the 
same risks. The citizen owned corpo­
ra tion  w ou ld en jov  the same tax 
trea tm en t as a partnersh ip  o r  a cer­
tain co rpo ra tion  w ith a lim ited  num­
ber o f  stockholders (known «  "Sub- 
chap te r S " Corporation .:). The G SO P  
wou ld hr «mpt from  paying corpo ­
ra te  lnc .» .«x on its own earning*, 
but tt uuld have to d istribu te  at 
Iea»t 90 percent o f Its p ro fits  every 
y ea r to shareho lders who would each 
pay Ind iv idual income tax on the 
money. The G SO P eo.:!d pot. how­
ever. pass th rough losses. *o It* share 
h o ld e rs  cou ld  not i.xe It as a t.-.x 
sh e lte r

The T reasu ry  Pept.-t merit ob jected 
i G rave l * n r ir ln » | ver*' 1 because 

he had tucked l:i add itiona l, m ore 
exotic ’tax t v n  hen the lax
expe rt* si tidied hie fin a l p roposa l, 
huw eve', they concluded il.a t the U S . 
T rea su ry  would b se ! ft i>  o r  nothing

G rave l con le rc is the fe d e ra l govern ­
ment w ill a itu r.'l nolle *t m ore  rev­
enue n a d ir  h.» , !,i-t ’ -••lau ie lo e  
p ro fit*  now co lie  ted by B ritish  Pet­
ro leum . fo r  Instance are ’ she lte red " 
from  taxation  by various p rov is ions o f 
t i l*  tax c d e .  I f  » .n.s i t  that p ro fit 
goes d irec tly  to  indiv idual* it cou ld 
y ie ld  a* much a* $40 m illion  In In ­
come m - 1. G ra tc l x la lm t.

I f  the G SO P  decided to buy B P -* 
share, it w ou lu ba te  tu t - a friend- 
I-- b a rk e r  seme v b u r  lu sw m ab ly  on 
v r. t : • • i a*.! m . .. t *. 
S!-3 b i l l n .• -a-iJr-.i. The t<*r>er would 
m ake a ca lcu la tion  «n -h ' tb e t  It >* a 
go »1 i e-t >e JnOkvd
as It it wmihtn > ii.»> ••i/*' as hand-
so jnelx ax f,«. t.« i . i > p fo jtC u .u iv , 
> .,rr I "  1 •"'ip  i „ i . ,  i .. . In * lit i.c'J
down o r t r  to r e.f to pa rugh ri»k :n- 
tc ie s t ra tes that n tlfh *  . . i l l the whole 
idea.

B u t I f  t» e F lan* V .aiaan p ipeline

ts such a good deal, how come B ritish  
P e tro leum  wants to get out o f it? 
T ha t question leads in to  arcane sub­
je c ts  where on ly  experts tread with 
con fidence— pipe line  economics, co r­
p o ra te  debt structu re  and optimum  
ra te s o f re tu rn  fo r  o il companies.

B ritish  P e tro leum , which has ex­
pressed no m ore than an in fo rm a l in­
te re s t in se lling , has complained about 
its low  earn ings from  the pipeline so 
fa r , which su ffe red  from  an explosion 
and shutdown last year. I t  is the on ly  
m a jo r  p a rtn e r that doesn't a lso own a 
snare o f the N orth  S lope o il fie ld . 
The  state o f A laska, lik e  Exxon and 
A rco and the others, does own produc­
tion  shares in the o il fie ld .

" I i  you own a share o f the o il fie ld ,' 
said John G ore , Bp 's Washington 
rep resen tative , "it's economic to  own 
a share o f the pipeline , i f  you don't 
h o ld  a share o f the o i l fie ld , it  doesn’t 
lo o k  so good.”

B P  has one o f the highest debt- 
equ ity ratios among petro leum  m ajo rs 
end some th ink the company would 
l ik e  to  extrac t its investment from  the 
.A laskan p ipe line so it can spend the 
m oney c lose r to home— d rill.n g  more 
o il w e lls  In B rita in ’s N orth  Sea fie lds.

In  any case, one reason the p ipe line 
lo o k s  less a ttractive to  the B ritish  
company today is that the state gov­
e rnm en t o f A laska has been f ghting 
the o il companies ove r how much the 
p ipe lin e  c n charge to  move the crude 
o il. The state collects a severance tax 
on a ll o il pumped in A laska, but trans­
po rta tion  costs a re  deducted from  the 
tax— so a h igher p ipe line fee mean* 
less tax revenue fo r  the state govern­
m ent and vice v cu a .

This is a po litica l hook that could 
have iir o rtan t im plications fo r  the 
fu tu re  deve lopment o f energy projects.

E ight now, the o il companies are 
ask ing fed e ra l regu la to rs  fo r  u pipe 
lin e  ta r i f f o f $6 33 per b a rre l, while 
stu'e tax o ffic ia l*  insist that a tee o f 
$4 0.; Is a ll that can be ju s tified . F o r 
the state treasu ry , the d ifference 
rep re sen t; about $ ‘ m illion  a year 
lo  severance tax revenue. But, if 
A laskan citizen* owned BP'* share, 
trie h igher ta r i f f  would de live r an ad­
d itiona l $106 m illion  to th e ir citizen- 
owned corpo ration .

tvuestion: W ou ld A laskan* p re fe r 
a low e r ta r i f f  that send* m ore tax 
money to the state capital o r a higher 
t a r i f f  that add* mi re  m on ry  to th e ir 
own dividend checks? The po litica l 
message from  the c itirens could very 
w e ll he: Get o f f  the backs o f  the o il 
companies.

Sen. G rave l claims this possibility is 
one o f  the m a jo r benefit* o f hi* p ro  
po*ni. • }  ou *vi in motion a conflict 
between the citizen* and the govern­
m ent," lie said, “ and you give the 
citizen a handle fo r  seeing what the 
governm ent t* doing,"

Alu.-ka lie  venue Comm issioner S te r­
ling  G a llagh e r, o rig in a lly  skeptical 
about G rave l's p roposa l because o f Its 
izix im plications, is now a supporter. 
He agree* th is po litica l tension I* 
lik e ly , but he sec* that as healthy. In 

f i ‘ C, G a l . r ;h i r  docsn t think 'he 
G SO P  would go fo rw ard  with the

pipeline purchase un til th e  tariff Issue
is settled  conc lusive ly  by  the  F ed e ra l 
Energy Regu la to ry  Com m ission .

“ I t  s bard fo r  peop le to  te l l what 
governm ent is doing f o r  them ,”  G a l­
laghe r said. " I f  th e re  is  w ea lth  In  the 
sta le —  pub lic wealth —  I  th in k  we 
should d istribute It to the peop le and 
le t  them  decide how to  use i t ”

C itizen ownership, in  G rave l's  a rgu ­
ment. is an a lte rna tive  to  sta te  so­
c ia lism — a way to d is tr ib u te  the 
benefits o f corporate  cap ita lism  w ith­
ou t nationaliz ing p riva te  e n te rp r is e s  
and tu rn ing ove r th e ir m anagem ent 
to po liticians and bu reaucra ts . F o r 
severa l years. A laska has been con­
tem plating whether the s ta te  gove rn ­
ment should acqu ire shares o f  the new 
energy ven tu re , so G rave l sees the 
G SO P  approach as an a lte rn a t iv e  to 
Mate ownership.

C onstruction o f the huge na tu ra l 
gas p ipeline, fo r  instance, s t i l l  de­
pends upon raising the c ap ita l, and 
sone industry  o ffic ia ls  be lieve  i t  can't 
be done w ithout gove rnm en t p a r­
ticipation o f some kind, e ith e r  d irec t 
Investment o r  by loan  gua ran tees.

I f  governm ent is going to  sh a re  in 
the risk-taking , G rave l th inks it  m akes 
m ore sense to pass on the ben fi ts  to 
Ind iv idua l citizens, ra th e r than  the 
pub lic treasury.

In many ways, A laska is  a un ique 
lab o ra to ry  fo r  this idea. It  has a ve ry  
sm all popu lation and a p rom is ing , un ­
developed fu tu re . But G ra v e l and 
G allagher, ai ong o thers, th in k  the 
G SO P  model can he w ide ly copied in 
o ther states— as provided by the  tax 
leg is la tion  —  and app lied  to  ce rta in  
types o f ventures seeking new cap ita l, 
such as na tu ra l resou rce  p ro je c ts  o r 
pub lic u tilities .

G rave l llt .e s to suggest th a t Potom ac 
F.leetric Pow er Co., which s e lls  e le c t r i­
city to m etropo litan  W ash ington , 
cou ld  be forced to  ob ta in  its  new 
capita l from  a co rp o ra tion  owned by 
a il o f Pepco's customers, from  the 
very  poor to tht ve ry  rich . Nobody 
would make a fo n un e . bu t it would 
tane a li t t le  o f the pain o u t o f  rate Increases,

Despite G rave l's p r o b u s l n e s i  
rhe to ric , some conscn  s tives a re  s t i l l 
o fiended  by the idea o f  “ g iv ing" 
equ ity to  peop le who haven't paid any ­
th ing (o r  It. In the Sena te  F inance 
Comm ittee , Sen. John D an fo rth  (R- 
M o.) asked how he cou ld  e xp la in  th is 
to  lit* constituents, and G ra v e l re ­
sponded ra th e r ta rt ly , conside ring  that 
D an fo rth  is an he ir to the Ra lston - 
P u rin a  fo rtune .

"H e re  Is how you e xp la in  It  to  the 
peop le o f M issouri,”  G ra v e l rep lied .

"Y ou  *ay. i f  you a re a c itizen  of 
M issou ri and you in he rited  $10 m il­
lion . you a re  w ell o f f  and you  got it 
fo r  nothing and that Is okay  In  n u r 
capita list society . . , *o we a re  going 
to fix  it »» th a t you can do lik e  the 
w ealthy peop le—  go bo rrow  money on 
y i.u r net w orth a i.J  she that m oney 
and put It In to  smncihing a .,d  le t that 
simply pay ihe cost o ( the loan  and 
then pay you wealth * ic re a fte r , I 
ti.ittl the people of M issou ri w ou ld  
ip irp  up in the a ir and *»y, 'Hommna! 
Somebody n n a lly  it le tting  us have * 
p in e  o f the action.' “
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R I C H A R D  (DICK) L. R A N D O L P H  

1105 C u s h m a n  St. 
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P O U C H  V  

Juneau, A l a s k a  
99801

^Huust of JRepresrntalhJce

Dear c o n c e r n e d  Alaskans,

S e n a t o r  G r a v e l  is e n e r g e t i c a l l y  p r o m o t i n g  his A GSOC 
proposal. In t y p i c a l  G r a v e l  f a shi on he is e m p l o y i n g  
ev e r y  t e c h n i q u e  of p r o f e s s i o n a l  "con-ism" available.
P l e a s e  do n o t  s w a l l o w  his b i g  lie. A G S O C  is n o t  free 
enterp rise! It is n o t  c a p i t a l i s m  of any kind! It is c o m p l e t e  
and tota l c o l l e c t i v i s m  and it m u s t  be stopped!! I can 
a p p r e c i a t e  t he a ppeal of s o m e t h i n g - f o r - n o t h i n g  "professta- 
tions," b u t  it's full of holes, it w o n ' t  work, and it wil l 
c o m m i t  at least o n e  and m a y b e  m a n y  g e n e r a t i o n s  of A l a s k a n s  
to its c r u e l  hoax.

G r a v e l ' s  a lta r-ego, L o u i s  0. Kelso, has been p r o m o t i n g  
this "eco nomic idiocy" for o v e r  20 y e a r s  and in Gravel he 
has f i nall y found a p o l i t i c i a n  w h o  is p o l i t i c a l l y  oriented 
e n o u g h  to p r o m o t e  it. It is a scheme c o m p l e t e l y  void of 
any r e d e e m i n g  v a l u e s  to a free society.

I a p p r e c i a t e  that this is a h a r s h  indictment, but one 
w h i c h  is c o m p l e t e l y  defens ible. I will, b e t w e e n  n o w  and 
h o w e’ r long ' t takes to e x p o s e  and d e f e a t  thi.i sham, 
p r o v i d e  i n f o r m a t i o n  and l e a d e r s h i p  to those w ho agree 
w i t h  this indictment.

To b e g i n  with, it is i m p o rtan t that we unders t a n d  Kelto's 
s o - c a l l e d  "eco nomic theories" from w h i c h  A G S O C  is derived. 
T o w a r d  that u n d e r s t a n d i n g  I have e n c los ed two critique:: 
of his book, The N e w  C a p i t a l i s t s .

The first c r i t i q u e  w a s  r e c e n t l y  p r o d u c e d  by Ro bert Shelley, 
a l i f e - l o n g  Alaskan, attorney, a n d  p r e s e n t l y  m y  a d m i n i s­
tra t i v e  a i d e  in Juneau. B o b  d o e s  an e x c e l l e n t  job of 
tying Kelso, G r a v e l  and A G S O C  t o g e t h e r  and p o i n t i n g  out 
their fallacies.

Percy L. Greaves, a f r e e - m a r k e t  economist, in his c r i tical  
a n a l y s i s  o f  this w o r k  comments: "This small book c o n tains
more e c o n o m i c  f a l l ac ies than it does pages. The basic 
a s s u m p t i o n s  upon w h i c h  it is bu ilt c a n n o t  w i t h s t a n d  the 
light of c a r e f u l  scrutiny. Furthermo ra, the a l leged fact? 
are not d o c u m e n t e d  and the logic e m p l o y e d  is e x t r e m e l y  
loose. Its s t r o n g  e f f e c t  on the c a s u a l  reader rests largely 
upon the r e p e a t e d  a s s e i t i o n  of s e e m i n g l y  p l a u s i b l e  statement s
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which, upon c l o s e  a n a l y s i s  turn o u t  to m e a n  a l m o s t  the e x a c t  
o p p o s i t e  of w h a t  t h e y  fi st s e e m e d  to say.

A n y  a t t e m p t  to p u t  the b o o k ' s  p r o p o s a l s  into e f f e c t  w o u l d  
i m m e d i a t e l y  r e d u c e  the i n c e ntive to p r o d u c e  a n d  r esul t in 
a r a p i d  p a r i n g  down of the A m e r i c a n  s t a n d a r d  of living.
A t  the same time, it w o u l d  set up an e c o n o m i c  d i c t a t o r s h i p  
w h i c h  w o u l d  s elect the m a n a g e m e n t  of the n a t i o n ' s  i n d u s­
tries and d e t e r m i n e  all p r o d u c t i o n  goals. In short, it is 
an u n w i t t i n g  b l u e p r i n t  for the e x t a b l i s h m e n t  of a Socia l i s t  
A m e r i c a . "

P l e a s e  c a r e f u l l y  re ad both, and then c o m p a r e  the A G S O C  
p r o p o s a l  in d e t a i l  a g a i n s t  this b a ckground.  I a m  c o n v i n c e d  
t h a t  a nyone w h o  u n d e r s t a n d s  and b e l i e v e s  in tru e free e n t e r­
pris e  and c a p i t a l i s m  w i l l  agree  t h a t  this sham does not 
q u a l i f y  in any aspect!

I w o u l d  not d i g n i f y  this p r o p o s a l  w i t h  a r e s p o n s e  if 
it w e r e  not a p p a r e n t  that m a n y  fine and n o r m a l l y  right- 
t h i n k i n g  A l a s x a n s  are b e i n g  d r a w n  in by the i n s i d i o u s  lure 
of this b a n k r u p t  proposa l.'

It is my c o m m i t m e n t  to p r o v i d e  a w e l l  studied, a r t i c u l a t e  
d e f e n s e  of the free m a r k e t  as o p p o s e d  to this vicous, 
f r a u d u l e n t  m i s r e p r e s e n t a t i o n  of the facts! I a m  a b s o l u t e l y  
c o n v i n c e d  that the a d o p t i o n  of the A G S O C  p r o p o s a l  w o u l d  have 
the m o s t  n e g a t i v e  e c o n o m i c  and social impact on the t r a d­
itional A l a s k a n  l i f e s t y l e  conc ei v a b l e .

I s i n c e r e l y  and e m p h a t i c a l l y  r e q u e s t  that y o u  study the 
e n c l o s e d  m a t e r i a l  and the o t h e r  i n f o r m a t i o n  w h i c h  I w i l l  
p r o v i d e  y o u  from time to time. If y o u  agree and w a n t  
to help, let me know. T o g e t h e r  we can e x p o s e  and d e f e a t  
this fraud and savo 4 5 0,000 Ala.;kans from i n a d v e r t e n t l y  
c r e a t i n g  a s o c i a l i s t  Alaska!!

Dick Randolph
A l a s k a ' s  L i b e r t a r i a n  L e g i s l a t o r
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A G S O C  - A  F O O L ' S  P A R A D I S E  
by

Robert Reed Shelley

In o r d e r  to u n d e r s t a n u  the m e a n i n g  of the A l a s k a  

G e n e r a l  S t o c k  O w n e r s h i p  p r o p o s a l  p r e s e n t l y  b e f o r e  the 

l e g i s l a t u r e  and the p eople  of Alaska, it is n e c e s a r y  to 

b e c o m e  irore famili ar w i t h  the p h i l o s o p h y  of its c r e a t o r  

and to test some of the p r e m i s e s  upon w h i c h  its f o u n d a t i o n  

is built.

C e r t a i n l y  any d i s c r i m i n a t i n g  thi nker w h o  has e n c o u n­

tered the A G S O C  c o n c e p t  has r e a l i z e d  that there m u s t  be 

m o r e  to the p r o p o s a l  than m e e t s  the eye. This is p r i m a r i l y  

b e c a u s e  rarely in human e x p e r i e n c e  does one get s o m e t h i n g  

for nothing. Try to p i cture S e nato r Gravel p e r f o r m i n g  his 

p o l i t i c a l  song and d ance v e rsion of J i m i n y  C r i c k e t ' s  

"Oh the W o r l d  Owes Me a Living" on the Gong Show. Then  

c o m p a r e  T he Sound of Music in w h i c h  Jul ie A n d r e w s  sings, 

" N o t hing c o m e s  from n o t h i n o ,  n o t h i n g  ever c o u ld." W h i c h  

o n e  w o u l d  y o u  o e l i eve?

The c r e a t o r  of this attra c t i v e  sounding  'horn of 

plenty' is a m a n  named Louis 0. Kelso who, along w i t h  m y s e l f ,  

has c o m b i n e d  the two p r o f e s s i o n s  of w h i c h  the d i s c r i m i­

na t i n g  thinker is m o s t  skeptical, E c o n omist and Lawyer, 

to form his background. F r o m  that point on, however, Mr. 

K e l s o  and I seem to d i verge  in o u r  a p p r o a c h  to h u m a n  natur.* 

and the a p p l i c a t i o n  of human n a t u r e  to the e c o n o m i c s  

of man.

A m o n g  Mr. Kelso's public a t i o n s  are two book s w i t h  

ra t h e r  d e c e i v i n g  titles. The first in orde r is one e n­

tit l e d  The C a p i t a l i s t  M a n i f e s t o , and its sequel is one 

c a l l e d  The N e w  C a p t a l i s t s . This paper is p r i m a r i l y  c o n -

1



c e r n e d  w i t h  The N e w  C a p i t a l i s t s , w i t h  r e f e r e n c e s  m a d e  t h e r e i n  

to T h e  C a p i t a l i s t  M a n i f e s t o . It's the i n c l u s i o n  of _he 

t e r m  'capitalist' w h i c h  m a k e s  these t i t l e s  so deceiving.

U p o n  c l o s e  s c r u t i n y  it is clear  t h a t  Mr. K e l s o  is to 

c a p i t a l i s m  w h a t  B e n e d i c t  A r n o l d  w a s  to the A m e r i c a n  

revolution.

W e b s t e r ' s  D i c t i o n a r y  (1979 Ed) d e f i n e s  'capitalism' 

as: "the f o r m  of economic, industrial, and s ocial o r g a n i­

zat i o n  o f  s o ciety involving  o w n e r s h i p , c o n t r o l , and 

d i r e c t i o n  of p r o d u c t i o n  by p r i v a t e l y  o w n e d  b u s i n e s s  o r g a­

ni z a t i o n s "  (as o p p o s e d  to the governme: t) In o t h e r  words, 

c a p i t a l i s m  m e a n s  free e n t e r p r i s e  w i t h o u t  g o v e r n m e n t  

i n t e r f e r e n c e  in the economy. Mr. Kelso, on the o t h e r  hand, 

has the a u d a c i t y  to try to pawn off his p l a n  for g o v e r n m e n t a l  

d i r e c t i o n  of the e c o n o m y  to u n s u s p e c t i n g  r e ade rs as 

'capitalism.' If he and S e nator G r a v e l  (Kelso's p o l i t i c a l  

promoter' are successful, they should be n a m e d  the f l i m­

fla m  m e n  of the century.

Basicall y, Mr. Kelso sees o n l y  two factors in 

p r o d u c t i o n :  1) Phys ical labor and 2) Capita! goods (those

g o o d s  w h i c h  p r o d u c e  o ther g o o d s ) . It is his c o n t e n t i o n  

that capital p r o d u c e s  90 p e rce nt of the gross n a t ional 

p r o d u c t  in o u r  economy, and that all b t a '••nail fraction 

of the c a p i t a l  instrument s are o w n e d  by 5 p e r c e n t  of the 

h o u s e h o l d s  of the economy. In addition, he c l a i m s  that 

d e s p i t e  this " concentration of o w n e r s h i p  of c apital,

"70 p e r c e n t  o f  income produced is d i s t r i b u t e d  t h r o u g h  

labor.

It is i mportant to c r i t i c a l l y  e x a m i n e  these c o n t e n­

tio n s  b e c a u s e  they arc the basic a s s u m p t i o n s  upon w h i c h  his 

e n t i r e  t heo ry rests.

A n y  r e a s o n a b l y  astute person knows that the initial 

f a cto r in any kind of p r o d u c t i o n  is an 'idea.' While 

ideas arc not e x actl y ph ysical labor, they are essential 

to p roduc t i o n .  When p hysical labor and c a p i t a l  are a dde d
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to ideas, we m a y  have production. Mr. K e l s o  s e e m s  to 

p r a c t i c a l l y  ignore ideas as the factor of p r o d u c t i o n  

w h i c h  is u n i q u e l y  human. Instead, he c l a s s i f i e s  t h e  

f a c t o r s  of p r o d u c t i o n  into p h y s i c a l  labor (his "human" 

factor) a nd c a p i t a l  (his "nonhuman" factor). One m i g h t  

w o n d e r  how c a p i t a l  can be terme d "nonhuman" s i n e ?  it is 

o n l y  by human c o n c e p t i o n ,  creation, and o p e r a t i o n  that 

c a p i t a l  exists.

: a n y  rate, c o n t r a r y  to K e l s o ' s  views, e a c h  factor 

of  p r o d u c t i o n  is n o t  m u t u a l l y  exclusive. N e i t h e r  ideas, 

p h y s i c a l  labor, nor c a p ita l can p r o d u c e  a n y t h i n g  b y  itself. 

It is lu dicrous to a t t e m p t  to d e t e r m i n e  w h a t  p e r c e n t a g e  

of  any finis h e d  p r o d u c t  was the r e s u l t  of the idea, the 

p h y s i c a l  la ;or, or the c a pital  goods used to p r o d u c e  it.

We  c o u l d  argue forever as to how m u c h  of the p r o d u c t i o n  

of the W r i g h t  B r o t h e r s’ first p l a n e  at K itty H a w k  w a s  the 

r e s u l t  of t heir  idea, their physica l labor, or t h e i r  

capital. For e a c h  i t e m  of c a pita l pr oduced, it takes 

ideas and labor to p u t  it together, to o p e r a t e  it a n d  to 

m a i n t a i n  it. Then, o n c e  the c a pital p r o d u c e s  something, 

it takes ideas and labor to d i s t r i b u t e  and m a r k e t  the 

product. Mr. K e l s o  has c o n v e n i e n t l y  determ i n e d ,  in an 

e f f o r t  to s u p p o r t  hi s theories, that 'capital' is r e s p o n­

sible for 90% o f  all production. So m u c h  for the first 

of  Mr. K e l s o * 8 premises.

Next, Mr. K e l s o  c l aims that this 'capital' is almost 

t o t a l l y  o w n e d  b y  o n l y  5% of the h o u s e h o l d s  in A m e r ica.

W h i l e  it is u n d o u b t e d l y  true that some A m e r i c a n s  o w n  more 

c a p i t a l  than others, Mr. Kelso's e s t i m a t e  is o b v i o u s l y  

mi s l e a d i n g .  T h e  n u m b e r  of sto ck h o l d e r s  of p u b l i c l y  held 

c o r p o r a t i o n s  listed on the N o w  Y o r k  Stock E x c h a n g e  now 

e x c e e d s  20 million, or one out of every six a d u l t s  in 

the U nited States. In addition, K elso seems to ignore 

the m u l t i t u d e  o f  p r i v a t e l y  owned c l o s e d  c o r p o r a t i o n s ,  

p a r t n e r s h i p s ,  sole p r o p r i e torships, house o w n e r s h i p ,  real
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e s t a t e  holdings, life insurance and o t h e r  f-rms o f  c a p i t a l .  

The m o s t  i m p o rtan t p oint t o  m a k e  is that a large e x t e n t  

of w h a t  c a p i t a l  c o n c e n t r a t i o n  does e x i s t  in the U n i t e d  

S tates is the result of government c o n t r o l  of t h e  e c o n o m y ,  

w h i c h  r e s u l t s  in p o l i tica l rather than e c o n o m i c  1 l o c a t i o n  

of a v a i l a b l e  resources. In o t h e r  words, t h r o u g h  s u b s i d i e s ,  

regula t i o n ,  and huge govern m e n t  spending, g o v e r n m e n t ,  

t h r o u g h  po litics, helps some w e a l t h y  p e o p l e  to u n j u s t l y  

remain w e a l t h y  and even become w e a l t h i e r .  In any case, 

it is t h e  d i v e r g e n c e  in w e a l t h  b e tween p e o p l e  in a f r e e  

s o c iety that has given the wo rld its h i g h e s t  s t a n d a r d  of 

living a n d  w h i c h  m a k e s  life interesting. It is the o p p o r­

tunity t o  b e t t e r  o n e ' s  w e l l - b e i n g  that s t i m u l a t e s  all 

p rodu ction. The e x tent of that o p p o r t u n i t y  s h o u l d  n o t  

be limited. V a r i a n c e  in w e a l t h  should n o t  be d i s d a i n e d  

in i tself as Mr. Kelso  seems to do.

T h e  third 'statistic' w h i c h  Mr K e l s o  uses to f u r t h e r  

his p l a n s  is that 70% of all income p r o d u c e d  is d i s t r i b u t e d  

t h r o u g h  labor. Wh ile one mi ght be able t o  c o m e  u p  w i t h  

such an estimate, c a r e f u l  thinkin g w o u l d  c e r t a i n l y  q u e s t i o n  

the a c c u r a c y  of such a figure. For instance, is thi 

b oard m e m b e r  of a large corporation r eal ly e a r n i n g  $ 5 0 0 , 0 0 0  

w o r t h  of labor in his salary, or 1b this a p a y m e n t  in lieu 

of d i v i d e n d s  w h i c h  c o u l d  be taxed as high as 70%, w h e r e a s  

e a r n e d  i ncome has a 50% m a x i m u m  tax rate? Even a s s u m i n g  

K e l so's 70% of all income being d i s t r i b u t e d  t h r o u g h  labor, 

one c o u l d  argue that this refutes his p r e v i o u s  a s s u m p t i o n
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that c a p i t a l  p r o d u c e s  90% of all productio n, since one 

w o u l d  a s sume that e a c h  factor woul d be r e w a r d e d  in r e l a t i o n  

to its worth. Kelso, however, argues that this d i s p a r i t y  

b e t w e e n  10% of p r o d u c t i o n  b e i n g  c ause d by labor and 70% 

of income b e i n g  d i s t r i b u t e d  to it proves that A m e r i c a n  

labor is c o m p o s e d  o f  p r i m a r i l y  lazy p e o p l e  w h o  just take 

up space and time b u t  d o n ' t  reall y p r oduc e anything.

K e l s o  says that u n e m p l o y m e n t  in a c a p i t a l i s t  s y s t e m  is 

b o t h  d e s i r a b l e  and inevitable. He s u p p oses that soon 

m a c h i n e r y  will do e v e r y t h i n g  and humans w i l l  d o  nothing.

This c o n c e p t  is so n a i v e  that it b a r e l y  rates refuting.

W h i l e  it is true tha t capital e quip m e n t  m a y  e v e n t u a l l y  

p r o d u c e  m o r e  p r o d u c t s  w h i c h  were p r o d u c e d  p r e v i o u s l y  by 

labor, so far n o  m a c h i n e  can replace m a n ' s  unique a b i l i t y  

to reason and c r e a t e  n e w  ideas. In addition, it w i l l  a l w a y s  

take 1 ’oman p h y s i c a l  labor to get the resources, to b u i l d  

the n e w  c a p i t a l  equipment, to operate it, to m a i n t a i n  it 

a nd to d i s t r i b u t e  the p r o d u c t  w h i c h  it produces. In a d d i­

tion, it will b e  a long time before m a c h i n e s  totally 

r e p l a c e  humans in the service industries. Perhaps t e c h­

nol o g y  has a l l o w e d  m a n k i n d  to conce ntrate on m en tal labor 

r ather than p h y s i c a l  labor, bur even p h y s i c a l  labor will 

never be t o t a l l y  eliminated. Kelso says his plan w o u l d  

cast o u t  the irrational d o c tri ne of full emp loy m e n t ,  i n d i­

cat i n g  the p e o p l e  w o u l d n ' t  have to work. A s  he says, 

" u n e m p l o y m e n t  is n a tural and desirable in a t e c h n i c a l l y  

a d v a n c e d  economy.* Until human needs are t o t a l l y  s a t i s­

fied, there will always bo a demand for n e w  and b e tt or 

p r o d u c t s  at a lower price, and this wi ll k e e p  m o s t  of us 

e m p l o y e d  (if we so choose) th o u g h  the next m a j o r  e v o l u­

tion of man.

P r o m  these " s t a t i s t i c s” as to produc t i o n  and the 

d i s t r i b u t i o n  of income, Mr. Kelso comes up w i t h  some 

incredible c o n c l u s i o n s  and recommendations.
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O n e  s u c h  c o n c l u s i o n  is that the r i c h  get r i c h e r  and 

the p o o r  get poorer. Mr. K e l s o  r e ason s t h a t  since "labor 

is b e i n g  r e p l a c e d  by c a p i t a l  as the t ota l factor of 

p r o d u c t i o n , "  soon tho-.e w h o  c u r r e n t l y  own c a p i t a l  w i l l  

be the o n l y  o n e s  w h o  w i l l  survive e c o n o m i c a l l y .  He f u r t h e r  

a r g u e s  t h a t  i t ’s n e a r l y  i mposs ible to a c c u m u l a t e  c a p i t a l  

unless y o u  a l r e a d y  have c apital. This, he says, is 

c a u s i n g  an i n c r e a s i n g  c o n c e n t r a t i o n  of w e a l t h  in the 

country. T h e n  K e l s o  w o n d e r s  w h a t  t hese w e a l t h y  c  p i t a l i s t s  

d o  w i t h  a l l  o f  their e x t r a  capital. He c o m e s  to the c o n­

cl u s i o n  that they just m a k e  t h e m s e l v e s  w e a l t h i e r  by r e­

in v e s t i n g  it, w i t h  no b e n e f i t  to a n y o n e  else. T h i s  is 

a d i s t o r t e d  c o n c l u s i o n  indeed. B e c a u s e  w h e n  that 'extra' 

c a p i t a l  is r ein vested, m a n y  p e ople b e c o m e  em ployed, and 

w e  c a n  a s s u m e  that someb o d y ' s  n e e d  w i l l  be f u l f i l l e d  if 

the p r o d u c t  sells. On top of that, it is true c a p i t a l i s t  

e c o n o m i c  t h e o r y  to beli eve that b e c a u s e  of the i n c r e a s e d  

s u p p l y  of p r o d u c t s  on the m a r ket, the a d d e d  c o m p e t i t i o n  

by the n e w  b u s i n e s s  venture, and the added g r o w t h  to the 

w e a l t h  of the economy, b o t h  the p a r t i c u l a r  price of that 

p r o d u c t  d n l  the general price level of the e c o n o m y  w o u l d  

fall to some extent. In turn, this lo wering of p r i c e s  

a nd i n c r e a s e d  a v a i l a b i l i t y  of goods on the m a r k e t  make  

a l m o s t  e v e r y o n e  e l s e  in the e c o n o m y  b e t t e r  o ff (wealthier). 

It is clear, then, that Mr. Kelso's c o n c l u s i o n  should 

have been that the rich get richer (assuming they m a k e  

p r o d u c t i v e  investments) and so d o  the poor. E v e r y o n e  

is m a d e  b e t t e r  off by the r e i n v e s t m e n t  of the c a p i t a l  

w h i c h  the w e a l t h y  man did not c o n s u m e  himself.

W h a t ' s  w r o n g  w i t h  some rich p eople  g e t t i n g  r i c h e r  

in r e l a t i o n  to some poor p e o p l e ?  In my view, nothing.

In Mr. K e l s o ' s  view, however, it is s o m e h o w  unfair, and he 

c l a i m s  it w i l l  soon lead to s o c i a l i s m  since the r e l a t i v e l y  

loss r i c h  will use g o v e r n m e n t  to control the eco no m y ,  and 

r e d i s t r i b u t e  the wealth. T h e  incredible i n c o n s i s t e n c y



in Mr. K e l s o ' s  t h i n k i n g  o c c u r s  w h e n  in the next b r e a t h  

he s u g g e s t s  the c r e a t i o n  of a n e w  g o v e r n m e n t a l  a g e n c y  that 

w o u l d  v i r t u a l l y  take over the b a n k i n g  s y s t e m  a n d  c o ntrol 

the e n t i r e  economy. This he c a l l s  the C a p i t a l  D i f f u s i o n  

I n s u r a n c e  C o r p o r a t i o n  (CDIC ).

A l t h o u g h  K e l s o  d o e s n ' t  like his p l a n  to be a s s o c i­

ate d  w i t h  the r e d i s t r i b u t i o n  o f  w e a l t h ,  he b e l ieves  that 

the g o v e r n m e n t  n e e d s  to take an a c t i v e  role in r e d i s t r i­

bu t i n g  w e a l t h  so that t here are m a n y  little "capitalis ts" 

r a t h e r  t h a n  just a few. It shows his lack of u n d e r s t a n d i n g  

of c a p i t a l i s m  that he should use the c o n c e p t s  of r e d i s t r i b u­

tion of w e a l t h  and c a p i t a l i s m  in the same breath. In 

addition, K e l s o  d e fines a c a p i t a l i s t  as "a m e m b e r  o f  a 

h o u s e h o l d  w h i c h  d e rives not less than half the a m o u n t  the 

h o u s e h o l d  spends on c o n s u m p t i o n  from the o w n e r s h i p  of 

c a p i t a l . "  U n d e r  this definition, L e onid B r e z n e v  w o u l d  be 

o n e  of the b i g g e s t  c a p i t a l i s t s  in the w o r l d  (although he 

steals it) and an aver age A m e r i c a n  w i t h  a business, a 

house, a r e t i r e m e n t  system, and a small p o r t f o l i o  of 

c o m m o n  stock p r o b a b l y  w o u l d  not q u r l i f y  (although he 

p r o b a b l y  e a r n e d  it honestly). Of course, w h e n  this 

a v e r a g e  A m e r i c a n  retires and lives off the r e t u r n  o n  his 

in v e s t m e n t  r a ther than labor r e l a t e d  income, he can s u d­

den l y  c a l l  h i m self a c a p i t a l i s t  e v e n  t h o u g h  he m i g h  to 

v i r t u a l l y  nothing.

K e l s o  says g overn m e n t ' s  o b j e c t i v e  should be to make 

sure that t e c h n o l o g i c a l  u n e m p l o y m e n t  falls on those w h o  

c a n  a f ford it (the wealthy). Does he a c t u a l l y  advocate 

g o v e r n m e n t  r e t i r e m e n t  of s u c c e s s f u l  people so that o t h e r s  

can take their p l a c e ?

Th e  C r p i t a l  D i f f usion I nsurance C o r p o r a t i o n  (CDIC) 

is the g o v e r n m e n t a l  mec anism by w h i c h  K e l s o  p l a n s  to 

"create" lots of little "capitalists" o u t  of nothing.

In K e l so's view, the only t h i n g  that is p r e v e n t i n g  m o r e
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little "capit a l i s t s "  f r o m  p o p p i n g  up is t h e  p r e s e n t  free 

m a r k e t  s y s t e m  of c a p i t a l  f o r m a t i o n  f i n a n c i n g .  U n d e r  the 

c u r r e n t  system, s o m e o n e  w h o  d o e s n ' t  o w n  c a p i t a l  c a n  only 

get it in o n e  of two ways: 1) f o r e g o  c o n s u m p t i o n  and

a c c u m u l a t e  s a v i n g s  ( c a p i t a l ) , or 2) find s o m e o n e  w h o  w i l l  

lend y o u  m o n e y  (capital) so t h a t  y o u  c a n  r e i n v e s t  it and 

m a k e  a h i g h e r  return. K e l s o  a r g u e s  t h a t  m o s t  p eople 

c a n ' t  a f f o r d  to f o r e g o  c o n s u m p t i o n  so as t o  accumulate 

capit a l ,  and t h a t  this w o u l d n ' t  be good a n y w a y  b e c ause it 

w o u l d  c a u s e  a d e c r e a s e  in the d e m a n d  for c o n s u m e r  goods 

and the e c o n o m y  w o u l d  collapse. A g a i n ,  K e l s o  fails to 

see that as the e c o n o m y  e x p a n d s  b e c a u s e  o f  c a p i t a l  i n v e s t­

ment, t h e  e n t i r e  p o p u l a c e  b e n e f i t s  due to m o r e  a n d  b etter 

p r o d u c t s  at lower prices. If the a v e r a g e  A m e r i c a n  of 

t o d a y  w a s  c o m p a r e d  to the a v e r a g e  A m e r i c a n  of 100 years 

ago, there is little d o u b t  that t o d a y ' s  s u b j e c t  is m u c h  

b e t t e r  o f f  e c o n o m i c a l l y  t h a n  y e s t e r d a y ' s .  A s  the man of 

today rises h i g h e r  and h i gher a b o v e  a subs..scence living, 

he e n d s  up h a v i n g  m o r e  w e a l t h  to spend o n  b o t h  c o n s u m p­

tion and c a p i t a l  investment, t h e r e b y  b o t h  k e e p i n g  up the 

d e m a n d  in the e c o n o m y  and g i v i n g  h i m s e l f  m o r e  oppo rt u n i t y  

to o w n  capital. Again, K e l s o  l eaves o u t  t h e  Human idea 

f actor o f  production. He a l m o s t  a s s u m e s  t h a t  an investment 

is just an investment. T he t r u t h  is t h a t  a  m a n  w i t h  a 

bi g  idea a nd little c a p i t a l  can m a k e  m o r e  w e a l t h  than a 

m a n  w i t h  a small idea and lots of c a p ital . Therefore, 

K e l s o ' 8 v i e w  that there is n o  u p w a r d  m o b i l i t y  in our

s o cie ty and that o n e  c a n  o n l y  a c q u i r e  c a p i t a l  if he

a l r e a d y  has capita l, is n o t  .entirely c o r r e c t .

K e l s o  a s t u t e l y  o b  rrves t h a t  those l e n d i n g  capita,

to o t h e r s  w a n t  s o m e  i n s u r a n c e  that they w i l l  be repaid. 

U n d e r  the c u r r e n t  s y s t e m  of financing, t h i s  m e a n s  that 

the lender w i l l  w a n t  c o l l a t e r a l  in the f o r m  of a c l a i m  

upon the c u r r e n t l y  held a ssets of the b o r r o w e r .  Kelso 

c l a i m s  those w i t h o u t  c u r r e n t l y  hel d c a p i t a l  will then not
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be able to get a loan to acquire t h e i r  own capit a l .  He 

fails to see that at some p o i n t  all o f  us m u s t  f o r e g o  

some c o n s u m p t i o n  (save) in o rder to b o r r o w  to a c c u m u l a t e  

capital. (unless it's given to us, o f  course.)

In o r d e r  to p r o v i d e  those w h o  lack c o l l a t e r a l  w i t h  

c a p i t a l - p r o d u c i n g  potential, K e l s o ' s  C D I C  w o u l d  g u a r a n t e e ,  

in the n a m e  of the government, loans by c o m m e r c i a l  b a n k s  

tc b o r r o w e r s  w h o  w o u l d  o t h e r w i s e  be p o o r  c r e d i t  risks.

T h e s e  loans w o u l d  not ev en p r o v i d e  for the p e r s o n a l  l i a b i­

lity of the borrower. R e s p o n s i b i l i t y  is t o t a l l y  r e m o v e d  

for the borrower. K e l s o  c o m pares his plan to the federal. 

F H A  p rogram, w h i c h  is n o t e d  for its b a n k r u p t  failings.

By the g o v e r n m e n t  b e c oming  i n v o l v e d  in c a p i t a l  

financing, all of us, including those w h o  m a k e  s u c c e s s f u l  

investm ents, w o u l d  be p a y i n g  for the m i s t a k e s  of t h o s e  

w h o  d i d n ' t  d e serv e a guarantee in the first p l a c e  a n d  w h o  

w ould go b e l l y  up in their investment. T h e r e  are o n l y  

two w a y s  the go vern m e n t  could pay off such guaran t e e s .

1) raise tc.xer» on e v e r y o n e  else; or 2) start up t h e  

p r i n t i n g  p r e s s e s  and pay the claims o f f  in p h o n y  d o l l a r s  

t h e r e b y  f e eding fuel to inflation. N e i t h e r  m e t h o d  is 

fair or honest.

But the fact that such a g o v e r n m e n t  p r o g r a m  i s  not 

fair b e c a u s e  it w o u l d  force innocent p e o p l e  to pay for 

ethers' m i s t a k e s  is only a small p a r t  of the real e v i l s  

that such a scheme w o u l d  create. In d e s c r i b i n g  C D I C  

s till f a t h e r ,  K e l s o  di scusses w h a t  'policy' f a c t o r s  

s h o u l d  qo into the m a n n e r  in w h i c h  C D I C  d e c i d e s  w h o  should 

get the g u a r a n t e e  and in what b u s i n e s s  v e n t u r e s  t h e s e  

b o r r o w e r s  s h ould be able to invest.

I ncluded in these proposed p o l i c i e s  are the following:  

1. A n t i - M o n o p o l y  P o l i c y : This w o u l d  be left to the

p o l i t i c a l  w h i m  of bureaucrats w h o  w o u l d  l i k e l y  

insure t h r o u g h  government p o w e r  that the r i c h  and 

p o w e r f u l  w e r e  well protected. Still K e l s o  c a l l s
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his p l a n  capitalism.

P r o m o t i o n  of t e c h n o l o g i c a l  i m p r o v e m e n t  p o l i c y : There

c o u l d  be no m o r e  d e t r i m e n t a l  e f f e c t  on t e c h n o l o g i c a l  

c h a n g e  than to m i s a l l o c a t e  r e s o u r c e s  for such 

c h a n g e  by p o l i t i c a l  (government) m e a n s  r a t h e r  than 

b y  the free market. Leave it to compet i t i o n !  Still 

K e l s o  w r i t e s  of c a p i t a l i s m ?

In c r e a s e  the n u m b e r  of c a p i t a l  o w n i n g  h o u s e h o l d s  

p o l i c y : This b a s i c a l l y  m e a n s  r e d i s t r i b u t i o n  of

w e a l t h  b y  t r a n s f e r r i n g  o p p o r t u n i t y  a n d  r i s k  from 

t h o s e  w h o  d e s erve it to those w h o  dor't. The N e w  

C a p i t a l i s t s ?

I n v e s t m e n t  p r e f e r e n c e ^  for n e w  c a p i t a l  e s t a t e s  p olicy 

A n o t h e r  form of the r e d i s t r i b u t i o n  of wealth. 

C a p i t a l i s t ?

P r e v e n t i o n  of s p eculation in stocks p o l i c y : Let's

say g o o d b y  to the N e w  Y o r k  S t o c k  Ex change. Kelso 

fails to see that stock s p e c u l a t i o n  is the incentive 

for p e r s o n s  to first put m o n e y  into a p r o p o s e d  d e v­

elopment. He still refers to his p l a n  as capitalist! 

C o o r d i n a t i o n  o f  c o n s u m e r  d e m a n d  and n e w  c a p i t a l  

f o r m a t i o n  p o l i c y : This is p l a i n  and simply a p l a n n e d

e c o n o m y  proposal. Kelso the c a p i t a l i s t ?

I n f l a t i o n  c o n trol and r e d u c t i o n  of c o n s u m e r  c r e d i t  

p o l i c y : T h e r e  aro several r e a s o n s  w h y  K e l s o ' s  plan

w o u l d  in fact be inflationary. First, the m i s a l l o -  

c a t i o n  of r e s o u r c e s  from the free m a r k e t  to b o r r o w e r s  

w i t h  a p o o r  c r e d i t  risk w i l l  a d v e r s e l y  a f f e c t  e c o­

no m i c  e x p a n s i o n  w h i l e  the m o n e y  s upply e i t h e r  rema ins 

c o n s t a n t  o r  expands. Second, it is likely that the 

g o v e r n m e n t  w o u l d  honor g u a r a n t e e s  m a d e  by C D I C  by 

p r i n t i n g  d o l l a r s  *a hidden tax) r a t h e r  than by 

r a i s i n g  a c t u a l  taxes.

A d d i t i o n a l l y ,  once the g o vernment,  t h r o u g h  C D I C  

has g u a r a n t e e d  a  m a j o r  p o r t i o n  of o u t s t a n d i n g  loans



in the economy, it w i l l  have e v e n  a m o r e  v e s t e d  

in t e r e s t  in p r o m o t i n g  inflation as a w a y  to make 

the loans e a s i e r  to repay.

8. P e r sona l a p t i t u d e s  and e d u c a t i o n  r e q u i r e m e n t s  p o l i c y ; 

T h i s  is p e r h a p s  the m o s t  a p p a l l i n g  of the p o w e r s  

K e l s o  w a n t s  to pl ace in g o v e r n m e n t  hands. U nder  

th i s  policy, a b u r e a u c r a t  w o u l d  d i r e c t  the e c o n o m y  

b y  g i v i n g  p r e f e r e n c e s  on loans to o n l y  those w i t h  

a p a r t i c u l a r  level of e d u c atio n or bac kgr o u n d .  This 

w o u l d  be a very hard part of K e l s o ' s  p l a n n e d  e c o n o m y  

to swallow. I c a n  just see a father t e l l i n g  his son 

that he m u s t  b ecom e an artist in o r d e r  to get s t a r t e d  

in the w o r l d  because that's w h a t  the C D I C  d e c i d e d  

he should be.

It is i n c o n c e i v a b l e  to me that any r e a s o n a b l e  p e r s o n  

after r e a d i n g  K e lso's  proposed p o l i c i e s  c o u l d  n o t  see his 

plan as pure s o c i a l i s m  —  g o vernmenta l c o n t r o l  of the m e a n s  

of product ion. This is defini t e l y  not c apita l i s m .

A  gocd ruie of t h u m b i s  that any g o v e r n m e n t  p o l i c y  

m e a n s  g o v c n m e n t  c o n t r o l  —  unless that g o v e r n m e n t  p o l i c y  

is freedom. K e lso's "new capit a l i s m "  is in fact a b l u e p r i n t  

for a t o tally sociali st society. The m o s t  incred i b l e  t h i n g  

is that he c l a i m s  to p r o p o s e  his plan to a v o i d  socialism.

The C D I C  w o u l d  have to make c o u n t l e s s  a r b i t r a r y  

rules a b o u t  w h o  w a s  e l i g i b l e  for the p r o g r a m  and w h o  wasn' t. 

By K e lso's  own description, bankers w o u l d  b a s i c a l l y  b e c o m e  

g o v e n m e n t  agents i n t e r p r e t i n g  r egulat ions and h e l p i n g  to 

o p e r a t e  a g o v e r n m e n t  program. T h e i r  d e c i s i o n s  w o u l d  be 

ba s e d  on p o l i t i c a l  governmental e d i c t  r a t h e r  than good 

solid b u s i n e s s  factors.

O n l y  a fool w o u l d  believe that CDIC g u a r a n t e e d  loans 

w o u l d  not soon p e r meate the capital market, d r y i n g  up 

a v a i l a b l e  c a pit al v.o non-go v e r n m e n t  a p p r o v e d  ente rp r i s e .  

E ventually,  a n y o n e  not q u a l i f y i n g  for the C D I C  p r o g r a m  w o u l d  

be at a t r e m e n d o u s  c ompe titive d i s a d v a n t a  o to those u sin g
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the program. W h y  s hould a n y o n e  s -rive  for f i n a n c i a l  w e l l  

b e i n g  if g o v e r n m e n t  p r o g r a m s  w i l l  e v e n t u a l l y  d i s c r i m i n a t e  

a g a i n s t  the m?

C r e a t i n g  the C D I C  w o u l d  s u b s t i t u t e  a p o l i t i c a l  

e c o n o m y  for a free m a r k e t  economy. It w o u l d  o p e n  the 

w h o l e  s y s t e m  up to g r a f t  and c o r r u p t i o n  b o t h  in t erms of 

b u r e a u c r a t s  w i e l d i n g  u n d e s e r v e d  p o w e r  a n d  in t e r m s  of 

c r a f t y  e n t r e p r e n e u r s  r i p p i n g  o f f  a s h o d d i l y  run g o v e r n m e n t  

program.

E vent ually, the government, t h r o u g h  CDIC, w i l l  

l i t e r a l l y  be c o n t r o l l i n g  the e c o n o m y  b y  d e c i d i n g  w h o ' s  

g o i n g  t o  g et loans, and for w h a t  p u r p ose. N o  b e t t e r  plan

c o u l d  b e  c o n c e i v e d  t o  d e s t r o y  free e n t e r p r i s e  and s u b­

sti tute s o c i a l i s m  in the name of " c a p i t a l i s m . "

Even b e y o n d  Kels o's C D I C  b l u e p r i n t  for socialism, he 

a d v o c a t e s  s e veral  c h a n g e s  in free m a r k e t  c o r p o r a t e  opera t i o n s .  

For instance, Kelso  w a n t s  some kind of legal r e q u i r e m e n t  

t h a t  all e a r n i n g s  of c o r p o r a t i o n s  b e  p a i d  o u t  in d i v i d e n d s  

r a t h e r  than a l l o w  invest m e n t  for future e xpansion. This 

goes right  a l o n g  w i t h  his p l ans to e l i m i n a t e  s p e c u l a t i o n  

on r esale of stock cer tificates. He w a n t s  an e n d  to c o n­

sumer c r e d i t  so that p e o p l e  w i l l  be forced to b e c o m e  c a p i­

tal i s t s  by fore g o i n g  consumption. (This is d e s p i t e  his 

fear that less c o n s u m p t i o n  w i l l  hurt the economy.) Even 

if all c o r p o r a t e  e a r n i n g s  were p a i d  out in d ividend s, 

there is n o  a s s u r a n c e  that p eople  w o u l d  spend the m o n e y  on 

ca p i t a l  invest m e n t  r ather than c o n s u m p t i o n .  T h e  fact is 

that the g o v e r n m e n t  w o u l d  get a larger p a r t  of it since 

d i v i d e n d s  are taxed as n o n - e a r n e d  income, and t h e  sale of 

s p e c u l a t e d  stock is taxed at c a p i t a l  g a i n s  rates.

A s  an additi o n a l  tool for the r e d i s t r i b u t i o n  of 

w e a l t h  (which Kelso c l a i m s  ho does not advocate) he s u g g e s t s  

m a j o r  incre a s e s  in i nherit ance tax rates. T h i s  p r o p o s a l  

w o u l d  give even less incentive for a m a n  to b u i l d  up his 

ca p i t a l  estate.

12



So as to n o t  let Mr. K e l s o  off the h o o k  t o o  easily, 

let's look at some a d d i t i o n a l  i n c o n s i s t e n t  r e m a r k s  made 

by h i m  w h i c h  i n d icate a lack of u n d e r s t a n d i n g  a b o u t  c a p i­

ta l i s m  a n d  the free market.

A t  one p o i n t  K els o r e mark s that in Russia, i n d u s t r i­

aliz a t i o n  is a c h i e v e d  at the c o s t  of t o t a l itarianism  

A ctually, i n d u s t r i a l i z a t i o n  isn't a c h i e v e d  v e r y  w e l l  in 

Russia, and e v e n  then only by a l m o s t  c o m p l e t e l y  fore going 

c o n s umption. In addition, K e l s o  is p r o m o t i n g  t o t a l i t a r i a n i s m  

here by c r e a t i n g  an e c o n o m y  b a s e d  on p o l i t i c s  r a t h e r  than 

the free market.

K elso also  c l a i m s  that "con ve n t i o n a l  b u s i n e s s  finan­

cin g  fal?s far short o f  satisf y i n g  the b a s i c  p r i n c i p l e s  

of e c o n o m i c  justice." The truth is that the f r e e  m a rket  

f i n ance s y s t e m  is the only  one w h i c h  d o e s  c r e a t e  econ omic 

justice. J u s t i c e  m e a n s  no more nor less than o n e  deserves. 

-Celso's plan would, throug h go ver n m e n t  i n t e r v e n t i o n ,  give 

some m o r e  than they d e serve at the e x p e n s e  of othe rs. At 

an o t h e r  point, Kelso says w e a l t h  should be d i s t r i b u t e d  to 

those w h o  produce, yet he comes up w i t h  p l a n s  like CDIC, 

and i n c r e ased inheritanc e taxes.

C o n s i s t e n t  w i t h  Kelso' s s o m e t h i n g  for n o t h i n g  theory, 

he a t t e m p t s  to c r e a t e  c a p i t a l  w e a l t h  for t h o s e  w h o  he 

thinks d o n ' t  have it by b o o k k e e p i n g  e n t r i e s  b r o u g h t  about 

by g o v e r n m e n t  g u a r a n t e e s  w i t h o u t  any a b s t a i n i n g  from 

consump tion. This is e c o n o m i c a l l y  r i d i c u l o u s  a n d  amounts 

to g o v e r n m e n t  i n c r e a s i n g  the m o n e y  s u pply w i t h o u t  a d d i­

tional wealth, thereby fueling inflation.

P l aci ng his persona l v alu e judgment o n  e v e r y o n e  else, 

K e l s o  states that "society's first e c o n o m i c  d u t y  to its 

c i t i z e n s  in to e n a b l e  them  to be or b e c o m e  p r o d u c t i v e . "

True cap italism, m e a n i n g  economic freedom, is t h e  only 

wa y  that i ndividual s will  have the o p p o r t u n i t y  to be or 

b ecome productive. "Society" is a g roup o f  i n divi duals, 

and indivi d u a l s  sh ould have no d u t y  to a n y o n e  o t h e r  than
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t h o s e  they c h o o s e  to c o n t r a c t  with. It is i n d i v i d u a l  

f r e a d o m  t h a t  s parks e c o n o m i c  g r o w t h  e v e n  for less p r o d u c­

tive people. K e l s o ' s  m e d d l i n g  in the e c o n o m y  is n o t h i n g  

b ut a n t i -prod u c t i v e .

El s e w h e r e ,  K e l s o  s tates t h a t  w e  "need e v e n  m o r e  

i n t e n s i v e  e f f o r t s  b y  g o v e r n m e n t  and g o v e r n m e n t  s u p p o r t e d  

p o w e r  b l o c s  t o  d i v e r t  the w e a l t h  p r o d u c e d  by c a p i t a l  to 

t h o s e  w h o  do n o t  o w n  c a p i t a l . "  If this i s n ' t  a p r o p o s a l  

for the r e d i s t r i b u t i o n  of w e a l t h  and s o c i a l i s m ,  then n e i t h e r  

w a s  the C o m m u n i s t  Manifesto.

L a t e r  K e l s o  states "every m a j o r  i n c r e a s e  in n e w  

c a p i t a l  f o r m a t i o n  t h a t  is n o t  a c c o m p a n i e d  b y  a n  i n c r e a s e  

in the n u m b e r  of n e w  'capitalists' is a l e u p  in the d i r e c t i o n  

of s o c i a l i s m . "  N o t  only is this an u n t r u e  s t a t e m e n t  in 

itself, b u t  if there is any leap to s o c i a l i s m ,  it w o u l d  

b e  to a d o p t  K e l s o’s proposals.

W h i l e  K e l s o  in dicates that it's i m p o s s i b l e  for those 

w i t h o u t  c a p i t a l  to b e c o m e  c a pitalists,  he c o m p l a i n s  that 

"today o w n e r s  of a hotel sudde n l y  b e c o m e  o w n e r s  of a c h a i n  

of hotel s" a n d  says the some about r( s t a u r a n t s  and w a r e­

houses. T h i s  o n l y  p o i n t s  o u t  the fallacy of his theory.

If s o meone has a good idea, and foregoes a little c o n s u m p­

tion, then t h ere' s no reason why he c o u l d n ' t  b e c o m e  a 

w e a l t h y  c a p i t a l i s t .  If someone d o e s n’t d o  that, it's 

p r i m a r i l y  b e c a u s e  they don't have the q u a l i t i e s  n e c e s s a r y  

to be c a p i t a l i s t s .  One of the m o s t  d a n g e r o u s  a s p e c t s  of 

K e l s o ' s  t h e o r y  is that he w a n t s  to m a k e  t h e  g o v e r n m e n t  

the i n s u r e r  for p eople w h o  p r o b a b l y  d o n ' t  h a v e  the q u a l i­

ties to be c a p i t a l i s t s ,  are poor c r e d i t  risks, and d o n ' t  

d e s e r v e  loans.

At  a n o t h e r  point, w h i l e  s p e a k i n g  w o e f u l l y  about 

i n e v i t a b l e  s o c i a l i s m  if w e  d o n ' t  adopt his plan, K e l s o  

s t ate s "soci a l i s t  m e t h o d s  of n e w  c a p i t a l  f o r m a t i o n  are m o r e  

e f f i c i e n t  a n d  q u i c k e r  ' u an tradi t i o n a l  m e t h o d s  of 

b u s i n e s s  f i n ance  n o w  e m p l o y e d  by the free w o r l d . "  Th is
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is c a l l e d  t a l k i n g  o u t  of b o t h  sides of y o u r  mouth.

K e l s o  v i r t u a l l y  ignores that t h e r e  is a skill involved 

in c h o o s i n g  good c a p i t a l  i n v e s t m e n t  w h i c h  s h o u l d  be rewarded. 

Instead, he f i gures that  by p u t t i n g  c a p i t a l  into a n y o n e ' s  

hands, b e n e f i t  w i l l  result.

In short, K e l s o ' s  theory c l o s e l y  f o l l o w s  th at of 

a n o t h e r  e c o n o m i s t  w h o  advocated, 'from e a c h  a c c o r d i n g  to 

his ability, to e a c h  a c c o r d i n g  to his need.'  K e l s o  further 

a d m i t s  the f a i l u r e  of his theory by s t a t i n g  that, w i t h  it 

in effec t, "the g o v e r n m e n t  w o u l d  w i e l d  c o n s i d e r a b l e  power."

It is u n f o r t u n a t e  indeed that so m a n y  p a g e s  of w o r d s  

n e e d  to be p r o d u c e d  d e s c r i b i n g  K e lso's i l l o g i c a l  e c o n o m i c  

theory, b u t  w h e n  the l egislature and the p e o p l e  of A l a s k a  

are a s k e d  to s w a l l o w  the demag o g i c  A G S O C  p r o p o s a l  of 

Se n a t o r  Gravel, th ey should k n o w  w h a t  the ul .imate t h eory 

is b e h i n d  the A G S O C  plan. A * t e r  e x a m i n i n g  K e l s o ' s  i n c o n­

sistent and i l l o g i c a l  reasoning, it w o u l d  be i n c r e d i b l e  

th a t  any l e g i s l a t o r  c o u l d  lend their s u p p o r t  to AGSOC.

Le t ' s  look at h o w  the A G S O C  p r o posal fits i n t o  K e l s o ' s  

o v e r a l l  plan, and w h y  c e rtain pa rts of K e l s o ' s  p l a n  are 

c o n v e n i e n t l y  b e i n g  left out at the initial s t a g e s  of AGSOC.

In brief, A G S O C  w o u l d  hand out shares of s tock "free" 

to m o s t  e v e r y  Al askan. The c o r p o r a t i o n  w o u l d  be formed 

by the i n i t i a l  a p p r o p r i a t i o n  of m i l l i o n s  of y o u r  tax 

d o l l a r s  by the governm ent, w i t h  no g u a r a n t e e  or l i a b il ity 

by the s tate or the stock h o l d e r s  (at least for the time 

b e i n g ) . One i n d i c a t o r  of the d e c e p t i o n  b u i l t  into A G S O C  

ir that w h i l e  its initiativ e literature o n l y  m e n t i o n s  

initial g o v e r n m e n t  aid to the project, the A l a s k a  H ouse 

State A f f a i r s  C o m m i t t e e  and Senate F i n a n c e  C o m m i t t e e  p l a n s  

ca l l  for the likoly g u a r a n t e e i n g  of loans to A G S O C  by the 

state. O w n e r s h i p  of the "free" shares w o u l d  have all 

k inds of restric tionr incl u d i n g  the n unu^r of shares, 

how and w h e n  they c o u l d  be sold, and w h o  c o u l d  o w n  them.

Then, t h i s  p a p e r  c o r p o r a t i o n  w o u l d  s u p p o s e d l y  be able to
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t o  b o r r o w  all k i n d s  of capital t o  invest in m o n e y - m a k i n g  

p r o j e c t s  that w o u l d  m a k e  us all w e a l t h y  since it w o u l d  

be  r e q u i r e d  to p a y  all hoped -for e a r n i n g s  out in d i v i­

de n d s  w i t h o u t  i n v e s t i n g  in itself. E v e n  t h o u g h  there is 

t a l k  of A G S O C  b u y i n g  v a r i o u s  c ompan ies, o n e  m i g h t  w o n d e r  

at  the v i a b i l i t y  of such c o m p a n i e s  if t h e y're w i l l i n g  to 

sell t o  AGSOC.

C o m p a r i n g  s u c h  a plan to K e l s o ' s  theory, it's e a s y  

t o  see w h a t  e s s e n t i a l  feature o* K e l s o ' s  p l a n  is m i s s i n g  

f r o m  AGSOC. T h a t  m i s s i n g  piece is C D I C  and the g o v e r n m e n t  

g u a r a n t e e  of any p a r t  of the operation.

The q u e s t i o n  m i g h t  be asked how c o u l d  suc h a pl an 

w o r k  w h e n  even K e l s o  a d m i t t e d  that some k i n d  of a g u a r a n t e e  

o r  c o l l a t e r a l  is a b s o l u t e l y  e s s e ntial  to the form ation 

a n d  a c q u i s i t i o n  of c a p i t a l ?  The a nswer is that i_t w o n ' t .

For A G S O C  to go b e g g i n g  to a lender for m o n e y  w o u l d  be 

r i d i c u l o u s .  C a n  y o u  imagine yourself, or any o t h e r  i n t e l­

ligent person, r e a d i l y  lending huge a m o u n t s  of c a p i t a l  to 

some i m m a t u r e  y o u n g s t e r  w i t h  no e x p e r i e n c e ,  n o  w e l l - f o r m e d  

ideas, no c o l l a t e r a l ,  n o  guarantee, a n d  no strong sense 

o f  d i r e c t i o n ?  Of c o u r s e  not. A n d  this is e x a c t l y  w h a t  

A G S O C  w i l l  be w h e n  it attemp ts to get a loan.

The o n l y  reason a n y o n e  w o u l d  lend m o n e y  to such a 

sc h e m e  w o u l d  be if there w e r e  some hidden factors involved.

I can i m m e d i a t e l y  see at least o n e  p o s s i b i l i t y  of such a 

hidden  factor.

T h e  m o s t  d a n g e r o u s  of such hidden f a ctors w o u l d  be 

the u n w r i t t e n  a s s u m p t i o n  that b ased on p o l i t i c a l  o x p o r i c n c e ,  

t h e  govern ment, (State of Alaska) w o u l d  e v e n t u a l l y  step 

in and guarantee, loan, or subsidize to A G S O C  if it should 

e v e r  find itself  in bad finances (which it is d o o m e d  to 

from the out set). Any astute political o b s e r v e r  (such 

as S e n a t o r  Gravel) knows very w e l l  that if the state had 

a l r e a d y  inv es t e d  m i l l i o n s  into A G S O C ' s  s t a r t - u p  costs, had



p e r h a p s  lent m o n e y  to AGSOC, if p o w e r f u l  leg isl a t i v e  p o l i­

tical f i g u r e s  had supp orted the A G SOC concept, and if 

p o l i t i c a l l y  a p p o i n t e d  'leading citizens' had b e e n  a p p o i n t e d  

to its d i r e c t o r s h i p  —  then the State of A l a s k a  w o u l d  

p o l i t i c a l l y  be forced into saving the s i n k i n g  ship of 

A G S O C  b e f o r e  it w e n t  totally under. S u c h  a b a i l - o u t  

of A G S O C  by the state w o u l d  be inevitable, a n d  w o u l d  

c o m p l e t e  K e l s o ' s  b l u e prin t for socialism. T h e r e  is no 

w a y  that those d e m a g o g i c  promoter s of A G S O C  w o u l d  allow 

A G S O C  to go under, and if t h ere' s one a t t r i bute w h i c h  

p o l i t i c i a n s  like to maintain, it's the c h a r a c t e r i s t i c  of 

infall i b i l i t y .  Senator Gravel' s p r imary c o ncer n is g e tting 

r e - e l e c t e d  in 1980. The AGSOC 'something for nothing'

appeal m i g h t  get him over that hurdle and set h i m  up for

a n o ther six years, by w h i c h  time he would find a n o t h e r  

d i s t r a c t i o n  w i t h  w h i c h  to attempt to fool the voters.

It w o u l d  be this unwritten, but p o l i t i c a l l y  sound 

a s s u m p t i o n  o f  b a i l - o u t  by the w e a l t h y  state of A l a s k a  that 

m i g h t  a c t u a l l y  find someone w i lling  to 'risk* a loan to 

AGSOC. An a n a l o g o u s  situation w o u l d  be a c h i l d ' s  (AGSOC*s)

first loan, w i t h  the father (politicians) w i n k i n g  in the

b a c k g r o u n d  that  he will actuall guara ntee the loan even 

t h o u g h  it's r.^t on paper. Such a risky ’oan w o u l d  p a r t i c­

ularly be p o s s i b l e  by the a ppl ication of political p r e ssur e 

or o f f e r  of p o l i t i c a l  gain by a powerful promoter of AGSO C 

to some g o v e r n m e n t  p r o t ected holder of extra  c a pital w h i c h  

c o u l d  bo loaned to AGSOC (political payoff).

Th e  n e x t  q u e s t i o n  to ask is, w h y  w o u l d n ' t  the A GSOC 

p r o p o s a l  include go vern m e n t  subsidy, loans, and g u a r a n t e e s  

right f r o m  the beginn i n g ?  The answer is simple. It w o u l d  

be e a s i e r  for Kelso and Gravel to hold A G S O C  up as "capi­

t a l i s t i c” and not socialistic if they can m i n i m i z e  the 

aspect  of gov ernment involvement. They m a y  also be c l e v e r  

e n o u g h  to realize that it w o u ldn 't bo n e c e s s a r y  to include 

go v e r n m e n t  g u a r a n t e e s  at the outset. If they just feed
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A G S O C  to the p e o p l e  a little at a time, they' i be hook ed 

by the time it's too late to do a n y t h i n g  about it. P r o­

m o t e r s  of A G S O C  w o u l d  know  that o n c e  the c o r p o r a t i o n  was 

c r e a t e d  on paper, and stock was i s s u e d  to all Alask ans, 

it w i l l  be e a s y  to get the m i s s i n g  g o v e r n m e n t  g u a r a n t e e s  

and s u b s idies w o r k e d  into the p i c t u r e  later on.

When t h o s e  s u b s i d i e s  and b a i l - o u t s  o c c u r  later on, i n d i­

vid u a l  o w n e r s  of A G S O C  shares m a y  n o t  be p e r s o n a l l y  liable 

as s t o ckholders , b u t  they w o u l d  c e r t a i n l y  b e  liable as 

taxpayers.

In a d d i t i o n  to the p o s s i b l e  d e v i o u s  s c h eme b e h i n d  

ACSOC, there are m a n y  o t h e r  a s pects o f  it w h i c h  m a k e  it 

undesirable. For instance, p r o m o t e r s  c l a i m  that the 

fact that A G S O C  w o u l d  not be s u bject t o  t a x e s  on its 

e a r n i n g s  (even t h o u g h  s h a r e h o l d e r s  w o u l d  be on their 

dividends) w i l l  m a k e  it a t t r a c t i v e  e n o u g h  for investors 

to lend to it. That not only p o i n t s  o u t  the r i d i c u l o u s  

level to w h i c h  t a x ation has risen in this country, but it 

s h oul d be o b v i o u s  to the o b s e r v e r  that by e x e m p t i n g  A G S O C  

from taxation, the g o v e r n m e n t  is a c t u a l l y  s u b s i d i z i n g  it, 

since all of us wil l p r o b a b l y  have to m a k e  up the r e v e n r c  

lost by tax exemption.

A n o t h e r  a s p e c t  of AG SOC is its p o l i t i c a l  c o n t r o l  from 

the outset. P o l i t i c i a n s  w o u l d  bo a p p o i n t e d  to its b o a r d  of 

d i r e c t o r s  at the beginning, and b e c a u s e  of its d i v e r s i f i e d  

o wner ship, those d i r e c t o r s  w o u l d  be n e a r l y  i m p o s s i b l e  to 

dislodge. T h e s e  polit ical d i r o c t o r s  w o u l d  have A G S O C  c o m­

pe t i n g  w i t h  o t h e r  bu sine s s e s  in the A l a s k a n  e c o n o m y  w i t h  the 

c o m p e t i t i v e  e d g e  of no taxation a n d  n o  c a p i t a l  requir e m e n t s .  

T h r o u g h  a slow process, this p o l i t i c i a n ' s  b o o n d o g g l e  w o u l d  

begin to c o n t r o l  and affec t more  and m o r e  of the A l a s k a n  

economy, w i t h  g o v e r n m e n t ' s  help.

S ince A G S O C  w ould bo p r o h i b i t e d  from r e t a i n i n g  e a r n i n g s  

for reinvestm ent, it c o u ldn't help itself g r o w  even  w h e n  

r e i n v e s t m e n t  m i g h t  be e c o n o m i c a l l y  feasible.
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Even if the c l a i m e d  p u r p o s e  o f  A G S O C  is to s o m e h o w  

r e t u r n  w e a l t h  t o  the people, there is no q u e s t i o n  that 

t h e r e  are m a n y  b e t t e r  w a y s  to d o  so. The p e o p l e  of A l a s k a

are a l r e a d y  in a d a n g e r o u s  s i t u ation w i t h  a state g o v e r n­

me n t  h o l d i n g  b i l l i o n s  of d o l l a r s  of surplus funds w h i l e  

in d i v i d u a l  A l a s k a n s  go without. T h e  simplest, m o s t  r e a s­

onable, and m o s t  c o n s i s t e n t l y  c a p i t a l i s t i c  w a y  to solve 

the p r o b l e m  is to take that d a n g e r o u s  surplus a w a y  f r o m  the 

g o v e r n m e n t  and give it to e a c h  ind ivi d u a l  to c h o o s e  for

h i m s e l f  w h e t h e r  to c o nsume or invest w i t h  it. This can be

a c h i e v e d  t h r o u g h  the e l i m i n a t i o n  of taxes, a m o n g  o t h e r  

means. We m u s t  a s s u m e  that e a c h  person  knows his own 

h a p p i n e s s  b e t t e r  than the g o v e r n m e n t  does.

I have laid out my o b s e r v a t i o n s  about the t h e ories 

p r o m o t e d  by Mr. K e l s o  and Senator Gravel. If y o u  have been 

c o n c e r n e d  e n o u g h  to stay w i t h  m e  to this point, y o u  m a y  

ask yours e l f ,  "What can I do?"

The t h i n g  that m u s t  be d o n e  is for all of us as 

I ndivi d u a l s  or in groups to o ppose A G S O C  now, b e f o r e  it's 

too late.

The m o s t  e f f e c t i v e  g roup *o begin this e ffort is the 

hard-w o r k i n g ,  s e l f - s u f f i c i e n t  b u s i n e s s m e n  and b u s i n e s s w o m e n  

of Alaska. /hey are the o n e s  w h o  keep this e c o n o m y  l i m ping 

a l o n g  d e s p i t e  g o v e r n m e n t  interference, and they are a m o n g  

those w h o  w o u l d  be a f f e c t e d  mo st a d v e rsely by the a d o p t i o n  

of the A G S O C  foolishness.

If K e l s o ' s  scheme is a l l o w e d  to happen, c a p i t a l  a c c u m u­

lation, the source of our high A m e r ican standard  of living, 

w o u l d  soon b e g i n  to d r y  up. Men do not save and invest 

w h e n  they k n o w  it w i l l  be c o n f i s c a t e d  from them.

S c h e m e s  like A G S O C  w o u l d  set up an e c o n o m i c  d i c t a­

tor s h i p  which, t h r o u g h  the p o l i tic al appl ic a t i o n  of c a p i t a l ,  

w o u l d  select and m a n a g e  the e c o n o m y ' s  industries  and d e t e r­

min e  p r o d u c t i o n  goals. T h e r e  is no more  d e v i o u s  a plan 

for a s o c i a l i s t  economy.
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T H E  N EW CAPITALISTS

by

Louis 0. Kelso and 

Mortimer J. Adler

A  CRITICAL ANALYSIS__________________by____________________ Percy L. Greaves. Jr.

This small book contains mo r e  economic fallacies than it does 

pages. T he basic assumptions upon which it is built cannot withstand the 

light of careful scrutiny. Furthermore, the alleged facts are not 

documented and the logic employed is extremely loose. Its strong effect 

on the casual reader rests la.gely upo n  the repeated assertion of 

seemingly plausible statements which, upon close analysis, turn out to 

m ea n  almost the exact opposite of what they first seemed to say.

Any attempt to put the book's proposals into effect would immedi­

ately reduce the incentive to produce and result in a rapid paring down 

of the Amer i c a n  standard of living. At the same time, it would set up 

an cconomlcl dictatorship which, through the political allocation of 

capital, would select the management of the nation's Industries and 

determine all production goals. In short, it is an unwitting blueprint

for the establishment of a Soviet America.

A  complete analysis of all the book's fallacies would necessitate a 

theoretical treatise of several large volumes. However, the following 

brief analysis of seven of the book's basic fallacies should be helpful 

in Indicating why the book is unworthy of serious consideration. These 

seven basic fallacies are:

I. Capital produces at least 90 percent of the gross n a t­

ional product, (pp. S, 6, 38-40, et al.)

II. A  progressive concentration of the ownership of

capital exists; the great bulk of capital is owned by 3

or 4 percent of the households (pp. 14-15, 28-37, et

•1.)
III. Savings arc not required for capital accumulation, (pp.

53, 55, 59, et al.)

IV. N o  real shortages of labor and resources exist in Western

nations, (pp. 4, 41, 46, 86, 101, 104 et al.)

V. Government redistribution of income Is now nece s s a r”.

(pp. 6, 31, 32, 41, 45, et al, ad infinitum.)

VI. Bank credit expansion can create wealth, (pp. 17-18, 55-

56, 58-59, 60-63, 100-102, et al.)

VII. Proposals provide for a free society. (Implicit throughout

and stated In conclusion, pp 108-loJ.)



1. C a p ital produces at least 90 percent of the gross national p r o d u c t .

T h e  early classical economists and Karl Mar x  beli e v e d  that human 

labor produced all economic values. Today, most labor un i o n  leaders, as 

well as those w ho write our laws, believe that hu m a n  labor is responsible 

for produfing almost all economic values and that employees, as e m p l o­

yees, are entitled to all increases in production.

The authors of this book believe that capital is r esponsible for 

the production of almost all economic values and that the share a t t r i­

butable to capital is ever increasing wi t h  each a d d i t i o n  to available 

capital. The y  assume that thia is a n  apparent fact and mak e  no attempt 

to document it or defend it logically. They apparently assume that 

because th creasing use of capital results in h i g h e r  physical volume 

of goods, the increased human satisfaction resulting from such 

increased quantities must be attributed to capital.

♦

Th i s  neo-capital theory of value is Just as indefensible as the 

labor or neo-labor theory of value. They both ignore the essential 

factors of time and abstinence as well as the factor of profit and loss 

w h i c h  results from the uncertainty of future demand at the time b u s i­

nessm e n  commit their capital to the time-consuming process of producing 

particular goods. Attributing 90 percent or more of all production to 

any one essential factor and belittling the contributions of the other 

factors as insignificant and no longer needed is a little like a t t r i b u­

ting all football victories to the backs w h o  score the touch' wns and 

thus implying that the linesmen are no longer necessary. A ttention is 

concentrated on the sensational at the expense of other very essential 

contributions. No football game can be w on without linesmen. Similarly, 

no economic production can take place without human foresight and the 

combination of capital and labor over a period of time. Each of the 

four factors is both important and essential.

Capital is always the result of human action. T o  obtain capital, 

men must first save, i.e., consume less than they produce. Only such 

savings can give them the time and ability needed to produce capital 

goods. Hu m a n  ideas and foresight of future needs must also precede the 

introduction of every new capitalistic method. Th e n  m e n  must not only 

produce the capital goods but also direct and m a n a g e  their use in p ro­

ducti o n  of other goods. Without the human factor, there would be no 

production, capitalistic or otherwise. Capital alone is incapable of 

producing anything.

M e n  d o  not value all labor or all capital. Men only value the 

specific units of labor or capital which they are considering in c o n­

necti o n  w i t h  a specific situation. M en think in terms of the value to 

th e m  of one more, or one less, unit, that is the marginal unit. If they 

are buying, they compare the value to them of one mor e  unit of labor or 

capital of a specific type and the price they must pay for it. The y  

then buy until one more unit is no longer worth its market price to 

them. When they consider telling, they compare the value to them of 

one less specific unit with the value to them of the sum of money they 

receive in return ofr it. The market values of all types and units of 

both 1st >r and capital are traceable to the values consumers are e x­

pected to place on their final products.



In the m a r k e t  place all identical units sold at the same time and 

place are sold at the same price. T he market process thus tends to 

allocate every available unit of capital and labor to the production of 

those products which are expected to bring the highest prices from 

consumers. T h i s  means that each additional unit of capital tends to be 

used to produce something considered less valuable than what was produced 

w i t h  previously available capital. Otherwise, the previously available 

units of capital would have been used to make those products.

So, with any given population, each additional unit of capital is 

not only worth less than the units of the previously existing supply of 

capital units, but it also reduces the value of every other existing 

capital unit w i t h  w h i c h  it competes. Thus, with any given population, 

e v e r y  increase in the amount of available capital reduces the importance 

of every existing unit of capital. M an can then have more of the things 

he wants but the additional things are not as important to him as the 

things he desired w h e n  less capital was available. So more capital 

ma k e s  capital less important (valuable), rather than more important 

(valuable) to man.

Let us a ttack t! em in another way. As m an is constituted,

his desires are lnsatiab .... As sc?n as some desires are satisfied, 

other unsatisfied desires arise to take their place. If they did not, 

m a n  would stop eating and all his other acitons. He would, in .'act, lie 

dow n  and die.

As long as man lives, he has unsatisfied desires. This means there 

is always a demand for mo r e  of what labor can produce with available 

resources. Th e r e  are always ores that are not mined, land that is not 

planted, waters/that are not fished, and good:, that arc not made because 

there is an insufficiency of labor. Labor, a necessary factor of all 

economic production, is the limiting factor in almost all areas of 

production. Every n e w  person born on this earth brings his own unsatisfied 

demands for m o r e  things than can be produced with available supplies of 

labor. Th e r e  is no such thing as a sufficiency of all kinds of labor.

Some types of labor arc always in short supply. The economic 

problem is h ow to use available supplies of labor so as to produce the 

highest v alued possible products, that is, how to prevent the waste of 

aval le supplies in idleness or producing less valuable products than 

such .ypes of labor are capable of producing. All men have a point at 
w h i c h  they prefer rest or leisure to the results of more labor, but up 

to that point men desire more of the goods and services that they can 

o b tain only by more of their own labor or by spending money they are 

paid for contributing m o r e  of their labor.

Millions are unemployed today because political conditions either 

make them unemployable or create a situation in which they prefer to be 

unemployed, even though there Is a great unsatisfied demand for the 

things they could help to produce. These political conditions are the 

laws and cubtoma which hinder or prohibit the employment of persons 

wh e r e  they could be most productive in terms of what tonsumcrs want 

m or e  of most. T h e s e  laws and customs include those tnat permit unions
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to raise wages above free market rates, thus reducing the number employable 

in unionized industries; minimum wa g e  laws, which prohibit the employment 

of those for whose products consumers will not pay the equivalent of the 

m i n i m u m  wage; unemployment benefits, which encourage m en to remain 

unemployed; and employment taxes, including social security taxes, 

progressive income tax rates and higher rates for overtime, all of which 

increase the costs of labor co imployers and thus to the ultimate consumers.

It must be remembered that businessmen are merely middlemen between 

the w o r k e r s  and consumers. They will always hire every possible person 

they can afford to pay, up to wage rates that raise costs above what

they can expect to recover from consumers. If they can make a penny by

h i ring one man more and selling his product, they will do so. Businessmen 

constantly strive to hire all w ho are willing to w o r k  at the free market 

w a g e s  w h i c h  are set at the point which it is expected can be recouped 

from the ultimate consumer. Laws and customs w h i c h  interfere with such

free market wages also interfere with employment. The y  cit’-er cause

unemployment or shift men into poorer paid jobs where they compete with 

less skilled persons who are driven further down the economic ladder, 

some of them being pushed below the m i n imum w age and thus into compulsory 

unemployment. These Interventions have produced mass unemployment bi.t 

in a free market society t.iere can be no surplus of labor as long as men 

have unsatisfied desires which the employment of labor could satisfy.

As mentioned uove, such unsatisfied desires are a fact of human life.

One of the values of owning capital is that it saves m en time. If 

we have the capital, we do not have to take the time and trouble to 

produce it. The payment for capital is thus a payment for time saved 

as well as for the labor needed to produce it. The payment for time is 

called interest. T he rate of interest is determined by man's time 

preference, that is, by how much he prefers to have some things now 

rather than a year from now. Businessmen devote time and labor to the 

production of spc.ific types of capital goods when they foresee that the 

cost of producing such capit il goods will be less than their expected 

market value at the time of their completion. Mot even the best bus i­

nessman can always foresee future market conditions perfectly. This 

imperfection of human foresight is responsible for the factor of profit 

and loss. A  period of time must elapse between the time buslnesr..ten 

decide what to produce and its later availability for sale. Those w ho 

turn out to have been relatively the most proficient in foreseeing 
correctly future demands make a profit. Those who do not suffer a loss.

In thlB connection, it should be remembered that profits are the 

amounts they receive over and above their labor costs, expenses for 

supplies and raw materials, and interest charges on necessary capital 

for the necessary period of time. When businessmen recover only their 

expenses for labor, supplies and raw materials and do not recover suffi­

cient funds to pay the interest rate they could have obtained by lending 

their capital funds, they have suffered a loss. N o  one goes into b u s i­

ness without the hope of earning more than he could by lending his money 

out or putting it in a savings account. On the other hand, profit or 

loss is merely the relative difference in expected market values between 

the time production la started and whun it is completed, that is the 

time when the producer can transfer its ownership to another w ho then 

assumes the responsibility for future changes in its value.



For the fallacy of this book, all this means that the contributions 

of capital to production must be traced back to the contributions of the 

four essential factors that are necessary for the creation of capital. 

Th e s e  four factors are huma.. foresight, scarce goods consumed (savings) 

human labor and time. The scarce goods consumed in producing capital 

are the tools, supplies, and raw m aterials which, in turn, represent 

savings produced by human labor over a preceding time period.

T h e  more capital savings there are available, the mor e  apt we are 

to undertake projects which take a long time to produce to the point of 

operation and which will last a long time before their value is fully 

consumed. This means that interest payments are likely to be a larger 

factor in the costs of such enterprises. Any profits ab o v e  the basic 

interest rate will attract competition which will pare do w n  and finally 

eliminate the profit item. However, with the passage of time and changes 

in consumer preferences, new opportunities constantly ar i s e  for the re- 

emergence of new profits and losses.

As men are constituted, human foresight in deciding wha t  to produce 

is Imperfect and always will be. Likewise, our time, labor and capital 

are in short supply and always will be. The competition of a free 

market will alloca:e available supplies so that in the long run they 

will be combined to produce the highest possible values knrwn to m a n­

kind. Should any investment temporarily obtain profits over and above 

labor, material and Interest charges, competition, if not politically 

prevented, will soon tend to eliminate the profits. All profits arc at 

best only fleeting in character and must be r«-earned if they are to 

reappear.

In this c o n n e x i o n ,  it should be pointed out that every Increase in 

capital permits the production of goods an services not previously 

produced. F.ach new addition to capital goes to wo r k  by bidding up wages 

and the prices of raw materials before it can obtain the factors needed 

to go into production. Then, the newly produced goods must compete with 

existing goodi and services and offer consumers a better buy before the 

contributor of the capital can receive a cent back on his investment. 

Further, the capital goods and the products they make must contimue to 

compete for their originally estimated life if the capitalist is to get 

back his full investment with Interest and possibly a net profit.

Another popular fallacy, Inherent in the logic of the book's authors, 

is that it is thought that if corporate income taxes are reduced or 

repealed, the present profits before taxes would continue to be about 

what they are now and that this would be a windfall for the owners of 

capital. This is a gross error.

As long as a market economy exists, competition will determine the 

allocation of the reduced taxes among the various market participants as 

each spuciflc condition dictates. This means that the repeal of 50 

percent corporate Income taxes would not double available corporate 

income as the authors seer to think when they estimate the share of 

production they attribute to cupltal. Actually, market competition 

would rapidly force the sharing of the tax savings in lower prices, 

increaaed production and higher wages. No doubt such an event would 

affect lntcrent rates (time preferences). It would s Ib o  change the



pattern of goods and services produced and thus those on wh i c h  the 

h ighest profits of the future would be made. However, these changes in 

the allocation of produced income would be determined by the existing 

market forces and not by corporations trying to maintain the same wages, 

prices and production pattern as prevailed before the reduction in 

corporate income taxes.

Corporate income taxes are indirect taxes levied on market operation. 

Such taxes tend to hide the real burden of government spending from the 

general public which in the long run must bear the full burden. U n f o r­

tunately, many high and low income people, as we l l  as the authors of 

this book, tend to think that it is the capital stock holders w h o  now 

bear the full burden of corporate income taxes. This is Just not so. 

Investors still earn the market rate of interest plus profits or less 

losses, depending on the foresight of each company's management, under 

existing conditions, in supplying what consumers want most as shown by 
how they spend their money.

In the long run, those who accumulate capital by consuming less 

than they produce must receive interest on their savings. If they did 

not, they would not Invest their savings in capitalistic production. No 

law short of a complete dictatorship can force a man to save and invest 

w i t hout payment of Interest. Nor can any law eliminate the uncertainties 

of the future. Any attempt to reduce or eliminate profits from business 

enterprise would only result In reducing the efforts of business to 

provide mor e  efficiently for the uncertain human wants of an unknowable 

f u t u r e .

W hile laws can and do reduce the return on capital, they cannot do 

no without at the same time reducing real wages and increasing the costt 

of the goods and services people want. Every government tax, rule or 

regulation which Is not for the purpose of protecting or d e fending life, 

health, property or the activities of the market place must lie a burden 

on all market participants. What Is more, It is the market and not the 

government that allocates that burden and it docs not spare those with 

low Incomes. Except for their proposal to remove all corporate incone 

taxes, the proposals of this book would increase the present burden* of 

every American. Its authors have no real concept of how a capitalistic 

society functions and how the benefits from the increased use of cipltal 

are shared by all mnrkct participants.

II. A  progressive concentration of the ownarshlp of capital cxists; 

the great bulk of c a pital is o w n ed by 3 or 4 percent of the h o useholds.

T h e r e  is a slight plausibility to this argument. However, such 

plausibility is entirely due to political interferences rath t  than free 

m arket operations. One little known result of the politics' interventions 

before, d uring and since the N e w  Deal is that they have tcrdcd to p r o­

tect the positions of those already at the top of the business heap by 

m a k i n g  it considerably more difficult for new and struggling new c o m p e­

titors to replace them.

T h i s  is particularly true of the tax laws. Under present tax laws.

It wo u l d  be Impossible for any man or family to dupliratc the contributions 

to society of Henry Ford. I.e raised wages and benefited mil lions by 

m a k i n g  auton available for a few hundred dollars berause he was able to



plow b a c k  his profits Into expansion of his original small plant. This 

process could not be duplicated on a similar scale today. In this 

connection, it should be further stressed that the benefits of his 

increased capital investment did not all go to him or his family. The 

market compelled h im to share his gains with his workers, his suppliers 

and his customers.

Other laws also help to protect those who have arrived from the 

competition of newcomers. This is most apparent in the labor area where 

union members can keep the unemployed from competing for the highest 

paid jobs. Thi s  unfortunatley is the underlying cause of the economic 

distress and unrest among American negroes. However, all inteiventionary 

laws have this effect. It is quite evident where permits or licenses 

are required for the sole purpose of limiting competition. Laws which 

prevent the use of new materials or more economic methods or protect 

featherbedding are other instances. So also are the farm laws which 

curb the most efficient use of land. So also are oil import quotas, 

export licenses, interstate commerce regulations, certain food and drug 

regulations and many many mo r e  types of government owned and operated 

activities.

However, it is not such intrenchment of established business that 

the authors of this book have in mind. Nonetheless, It is the results 

of such Interventions that opened the door to their approach. They 

build heavily o n  the results of government directed expansion of bank 

credit and the progressive income tax. They constantly stress the point 

that much present day capital accumulation is amassed by corporations 

plowing back their earnings rather than paying them out in dividends.

Th e y  even admit that personal Income taxes at higher rates than those on 

capital gains are a major factor.

However, they neglect to mention another contributing factor that

Interest payments on corporate bonds entirely escape corporate income 

taxes. T h i s  fact, plus the effects of inflation, encourages the a c­

cumulation of capital in the form of corporate debts and capital gains 

upon the retirement of the bonds. They do not seem to realize that many 

of the conditions they deplore could be eliminated by simply removing 

the double taxation now levied on corporate dividends and levying the 

same tax rate on all personal and corpcrate Income.

Unfortunately, the error In their reasoning la still greater. They 

assume that because a great part of capital accumulation takes place 

w i t h i n  existing corporations that almost all of It does and then as they 

proceed they not only assume that all capital accumulation happens In 

this manner but also that the owncrB of capital stock always remain the 

same persons. Actually, where corporations accumulate capital in order 

to provide their owners with capital gains rather than dividends, the 

stockholders muut sell some of their holdings in order to realize their 

capital gains. The authors ought to visit the stock market some day, 

or at least read the figures on the turnover of stock ownership every 

business day. It runs Into millions of shares.

While the authors with ever Increasing emphasis proclaim the ever 

natrowlng number of the nation's stockholders, the actual figures belle 

then.. O n  Junu 24, 1965, the N e w  York Times and Wall Street Journal



published figures of the N e w  Y o r k  Stock Exchange reporting that the 

n u mber of stockholders of publicly held corporations has increased with 

every count made since 1952. The total figure n ow exceeds 20 millions 

and includes one out of every six adults in the United States This is 

a far cry from the claim of the authors and this is only for the pub­

licly owned corporations.

M a n y  of our wealthiest men are owners of closely held privately 

owned corporations. So are many of our middle class citizens, including 

m i l l i o n s  w ho place thair savings in their own businesses wit h  wh i c h  they 

are mor e  familiar than w i t h  the affairs and management of publicly owned 

corporations. The facts indicate that over the years the ownership of 

capital has become ever wi d e r  as has the resulting benefits to workers 

and consumers w h o  use the many products made possible by the increase in 

capital. Ma n y  more than the Ford family are n o w  benefiting from the 

e xistence of the Ford Motor Car Company. And so it is wi t h  every large 

c o r p o ration that earns profits.

T h e  authors completely overlook the huge savings of the masses in 

m a n y  areas, including home ownership and other real estate. Take life 

insurance for example. Th e r e  are n ow more than 120 m i l l i o n  individual 

policy-holders insured wit h  legal reserve life Insurance companies 

holding m o r e  than $141 billions in assets. In 1960, 89 percent of all 

family heads wer e  insured, including 71 percent of those w i t h  annual 

incomes under $3000. In 1963, American families received from life 

Insurance companies payments amounting to 10 billion dollars. Such 

payments as well as the assets held by life insurance companies for 

their policy-holders are increasing wi t h  every passing year.

By the end of 1964, insured deposits in mutual savings banks had 

risen to more than 42 billion dollars, compared with only 10 billions at 

the end of 1945. This quadrupling was no*- done by any 3 or 4 percent of 

the nation's households. In the same period the savings capital of the 

savings and loan associations had increased from less than 8 billion 

dollars to almost 102 billion dollars. Th i s  is not wh e r e  a few e n o r­

mously wealthy capitalists are concentrating their savings. Individuals 

al s o  n ow hold more than 49 billion dollars worth of the national g o v e r n­

ment's baby bonds. This figure is up by more than 6 billion dollars 

since the end of World War II.

T h e r e  is absolitely no evidence that there is a progressive c o n c e n­

tration of capital in the United States. In fact, all the available 

evidence points in the opposite direction. Unfortunately, too mu c h  of 

the increasing savings have gone into forms that arc hard hit by the 

inflationary policies of our national government.

T h e r e  are two lesser points that should also be mentioned. First, 

the authors consider depreciation, amortization and depiction, along 

w i t h  withheld earnings, as "internally generated funds" wh i c h  contribute 

"today almost three-fourths of new capital formation." Sue.* funds are 

meruly a replacement of capital consumed in production. Wh i l e  they may 

represent a demand for new capital goods, they are not an Increase in 

capital, but merely a maintenance of prior capital accumulations.
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Second, the b o o k  makes no mention of the effects of inf l a t i o n  on 

c o rporate earnings as figured by tax authorities, in general, a part of 

w h a t  is considered "taxable profits" is in fact only illusory profits. 

Under the tax laws, taxpayers are allowed to amortize or d e p r e c i a t e  only 

the original ccjts and not the eventual replacement costs. Thus, when 

inflation increases the dollar costs for replacements, the gov e r n m e n t  is 

actually taxing as a profit what is in fact a loss, or t echnically a 

consum p t i o n  or depletion of previously accumulated capital assets. So 

the authors actually consider the mere replacement of such c o n s u m e d  

capital as further evidence of their imagined concentration of the 
ownership of capital.

111. S a v ings are not required for capital accumulation.

T h i s  is one of the most idiotic ideas on wh i c h  the entire b o o k  is 

based. T h e  authors bluntly assume that capital can be created from 

scratch and w i t hout any abstinence by the application of the future 

earnings from capital ~reated by the me r e  bookkeeping addition of sums to 

b an k  deposits. T h e  only basis furnished for such illogical r e a s o n i n g  is 

a study that Harold G. M o u lton made some thirty years ago. T h a t  study 

indicated that historically capital accumulations have on c e r t a i n  o c­

casions increased most rapids during periods of "high-level c o n s u m p­

tion."

Dr. M o u l t o n  ma d e  this study for Brookings Institution e a r l y  in the 

N e w  Deal. It was part of a four volume series in which each s u c c eeding 

v olume pyramided its own fallacies on top of those of the p r eceding 

volumes. However, Dr. Moulton and his . rooklngs associates, including 

Dr. 1 iwin G. Nourse, later, 1946-49, Chairman of President T r u m a n’s 

Council of Kconomic Advisors, are not to blame for the extreme inter­

pretation placed on their findings by the authors of the book under 

review. In boom times, particularly those induced by expansion of bank 

credit, there arc more dollars for both consumption and investment.

T h e  fact remains: all capital accumulation must be the result of

savings on the part of someone. Capital can only be amassed h y  abstaining 

from consuming all that is produced and available. Before g o o d s  can 

exist, they must be produced. Those w ho consume all that they produce 

have no savings or capital. Those who consume less than they produce 

have some savings. These savings are their capital. It is as simple as 

that.

U nfortunately, the authors of this book have been fooled, as have 

m any others, by the illusion that the granting of bank loans b y  book­

keeping processes is a w ealth creating process. This illusion wi l l  be 

dealt with under VI. Here, it is sufficient to state that physical 

capital goods, the only kind that can be used in production, c a n  not be 

created by accounting manipulations. Capital accumulation requires 

a bstinence on the part of the owners of wealth. They must first live on 

less w e a l t h  than they, their ancestors or other benefactors h a v e  produced.



In the market economy, people are paid in money for their c ontri­

buti o n s  to the market. Whe n  they do not spend all their m o n e y  income 

for consumption of goods and services, there must remain in the economy 

a portion of their contribution to society w h i c h  is available as capital. 

T h e y  can use that capital themselves or transfer title to it by lending 

or investing that part of their money income. When one lends his 

savings, he merely transfers title temporarily to existing wealth.

This, of course, ;.ssumes n o  theft or manip u l a t i o n  of the mo n e y  

supply such as the authors of this boo k  endorse whe n  they propose m aking 

their proposed capital-creating b a n k  loans redeemable in newly created 

F e d eral Reserve Notes. When one borrows or spends a r t i f i c i a l l y  created

ban k  credit, one m erely exercises a claim on previously existing w e a l t h ---

w e a l t h  which in a free and moral society would be allocated to someone 

spending funds that were received in return for a contribution to society.

Capital cannot be created out of thin air or by the bookkeeping 

o p e ning of a ban k  credit. T he authors believe that capital can be so 

created. All that they ask is that the b a n k  borrower pay an Insurance 

premium to a government agency wh i c h  will Insure the bank against any 

entrepreneurial error by the user of such accounting-created-capital.

T h e y  expect that such accounting created capital will earn sufficient 

profits and interest to pay off the original loan wit h  interest. This 

is pure nonsense. Yet the entire plan of the book is based on it.

IV. N o  real shortage of labor and resources exist In W e s t e r n  nations.

If this we r e  so, there would be no economic problem. A  prime 

factor of life here on earth is that the things men want and can produce 

are in short supply. Where they are not in short supply they are free 

goods and there is no economic problem.

T h e  top shortage is labor. As mentioned under number T, many 

resources are not fully developed to the extent of present tichi -logical 

knowledge because there is a shortage of labor. The usual expression is 

that labor costs would be too high, or that it would be uneconomic or 

simply that It would not pay. All of wh i c h  means that tncre arc better 

uses available for the labor on hand. Unfortunately, governments are 

not always guided by such economic logic. T he present development of 

atomic power for peaceful uses la still uneconomic. T h e  labor and 
capital so consumed could produce higher values if there w e r e  no government 

interference wi t h  market processes. This is true of almost every g o v­

ernment activity except those of defense and the peaceful settlement of 

disputes. If this were not so, men would find it profitable to u n d e r­

take such activities in a free market.

Nothing can have value in the market place unless the supply is 

less than the demand for it as a means for satisfying some human need or 

w a n t .

It gocti without saying that there are many resources around the 

wu r l d  that men could and would exploit if governments did not hinder or 

prohibit such exploitation. However, t h r e  is a real shortage of labor

and resources in the form that men find them useful and there always 
will be.



V. Government redistribution of income Is now necessary.

T he only justification for such a belief is that of Mar x  and Engels 

in the Communist Manifesto, where they state that every government 

intervention makes matters worse and creates a demand for further inter­

venti o n  until the point is reached where the whole capitalistic system 

is overthrown and replaced by a dictatorship of the proletariat.

A  good argument might be made that because government spending, 

taxing at i inflation policies have destroyed considerable private savings 

and potential private savings the government now has an obligation to 

those it has impoverished. However, that is not the argument of the 

book. T h e  authors imply that all present deplorable conditions are the 

natural result of a free and unhampered capitalistic system wh i c h  must 

be reformed by governmental action. They thus offer their plan for the 

political creation of capital with the prom.'e that C o n g r e s s  will vote 

to give every person his fair share of the capital created by bank 

loans. T h e  owners of such capital will then somehow be entitled to 

receive 90 percent or more of all production.

It is true, of course, that there are people in thin country who 

a re in need of financial help. That this number is now large is due 

primarily to political interferences with the operations of a free 

market as well as uneconomic fiscal and monetary policies. However, it 

is still likely that private charity could and would take care of all 

cases of real need, particularly if political restraints on employment 

wer e  lifted.

Present day political programs only serve to encourage and sustain 

poverty and unemployment by dampening the spirit, and ability of people 

to find self supporting jobs where they could contribute to society as 

they improve their own lot in life. Present programs lead people to 

believe that they are entitled to a living without any contribution on 

their part. In fact, they are even encouraged to think they arc contri­

buting whe n  they are living on and distributing largesse obtained through 

taxes collected from the more successful citizens. T h e  illusion that 

the burden of such taxes fall entirely on the well-to-do is encouraged 

at every opportunity. It is popularly considered a form of economic 

Justice. Actually, as explained previously, the market allocates the 

tax burden on every citizen of the land, even those wit h  the least to 

s p e n d .

T h i s  book encourages the popular fallacy that only a few own capital 

and if the government did m e  intervene, these few wo u l d  receive 90 

percent of the nation's production. This is pure nonsense. Market 

processes, if left free from government interferences, allocate all 

production to those responsible for its production. Everyone is then 

free to choose the most attractive opportunity open to him. Every 

worker is assured of the market value of his wagca before those ad v a n­

cing his wages can get back a cent. The market processes thus see to it 

that the capitalists are the last to receive any of the gains from their 

contribution. Th i s  book encourages its readers to think otherwise.

T h e y  declare that every person is entitled to become owners of capital 

without any contribution or sacrifice on their part, except for the



payment of a small insurance fee to a government agency. Th e i r  plan is a 

plan for the redistribution of 90 percent of total production. It would 

rapidly reduce total wealth to the point where many would starve. They 

simply do not understand that every honest and moral person would attain 

his m a x imum possible income in a free and unhampered market economy.

VI. Bank credit can create wealth.

It would take a volume to present fully the m o n e t a r y  explanation of 

the trade cycle as expounded by Ludwig von Mises. However, Mises has 

c learly demonstrated that modern recession and d e p r e s s i o n  problems arc 

b asically the result of political attempts to stimulate economic activity 

by the expansion of the money supply through the crea t i o n  of circulating 

b a n k  credit. Should the holders of such bank credit d e s i r e  to convert 

their artificially created bank accounts into cash, the central banks, 

in our case the Federal Reserve Banks, are empowered to print legal 

tender paper money against evidences of debt owed to banks. In the 

United States, such printed money is in the form of Federal Reserve 

Notes.

T he authors of this book would extend this disastrous principle 

still further. They propose the printing and Issuance of Federal Reserve 

Notes against bank loans with no security except government Insurance 

and the hope that the sum created will be put to w o r k  as capital in such 

a way that it will before too long repay the loan w i t h  Interest. They 

bll holy assume that such government Insurance can be sold for a mere 

triile just as the National Government now insures mort g a g e s  on real 

p r o p e r t y .

Actually, b e’ '.„® perform n useful social function wh e n  they operute 

as middlemen between savers who want to lend money and borrowers who 

need and want funds they expect to be able to repay w i t h  interest at the 

maturity of the ’ an. Such loans are merely temporary transfers of 

monetary savings (purchasing powe ' from one person to another. They do 

not increase the available amount of spendable money in the economy.

What the borrower can now spend, the lender can no longer spend. Such 

voluntary loans help all parties concerned, whether ma d e  through a bank 

or not.

However, when a bank makes a loan merely by a dding the sum to the 

checking account of the borrower, it is not transferring to the borrower 

the title to someone's actual monetary r vings (purchasing power). The 

bank Is merely adding this sum to the available amount of spendable 

m o n e y  in the economy. Thi s  addition to tne money supply empowers the 

borrower to go out and buy something, leaving less ava i l a b l e  for all 

previous owners of money. Thus, those who have obtained their money in 

payment for their contributions to society find that they cannot buy as 

muc h  as they could have bought if the bank had not Issued an a rtifi­

cially created claim to its borrower. Such bank loans m erely trarsfer a 

part of the existing wealth from tbos. who helped c reate it to the 

borrower from the bank. Such bank loans add no w ealth to that previously 

existing. They merely transfer titles to existing w e a l t h  at the expense 

of all those w ho have earned or saved their dollars w h i c h  will now buy 

less.
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Needless to say, such expansions of bank credit cannot create any 

useful capital goods. All that such bank credit, as these authors 

propose and endorse, can do is to transfer ownership of existing capital 

goods from their rightful owners to those receiving the proceeds of the 

ba n k  loan. It is done by a process that probably not one in a million 

can detect, for each loan reduces each person's purchasing power only 

infinitesimally. However, over a period of time such loans have a 

tremendous effect. Any expansion on the scale proposed by these authors 

w o u l d  quickly depreciate the already shaky value of the dollar.

T he authors propose that their plan will make everyone a capitalist 

m e r e l y  by the creation of such bank credits. They believe that future 

earnings from the capital so created will pay off the loans with interest 

and that thereafter the borrowers will be entitled to all further earnings 

for evermore. Such income is then supposed to m ake it possible to 

s ustain millions without any further effort on their part.

Such a program is absolute nonsense. It could not work once people 

realized what it meant. It would certainly not encourage an Increase in 

real savings, the only kind businessmen can use. The greatest incentive 

for the increase of capital if* for people to believe that their savings 

are safe from either direct or indirect conflocation. The scheme p ro­

posed is an Indirect confiscation of the wealth of others. It could not 

and would not increase wealth in any useful form. It would merely 

dilute titles to existing wealth until the point was reached when people 

no longer found it profitable to invest their savings in capitalistic 

production. Th e y  would then put their savings in gems. Jewelry and 

precious metals that they could hide and quickly move should the autho­

rities become too nosy.

V I I . Proposals provide for a free society.

T he first fifty or more pages of the book make no mention of the 

government control* Involved. However, starting on about page 55, such 

controls are mentioned on almost every succeeding page. In short, the 

scheme provides thai a governmental agency would Insure all lending 

banks against all future human errors of their <orrowers in investing 

their loans so they can be repaid by earnings without any further claim 

on the sum lent or what was bought with the sum so lent. A government 

agency would thus be forced to determine all future investments as well 

as the amounts banks might lend for the purpose of creating capitalists 

out of bank borrowers. By such a fantastic scheme of government c o n­

trols of the very life-blood of business we would "start the process of 

industrialization without resort to past savings." (Pg. 55)

T o  get the plan started, they would force present corporations to 

pay out all earnings in dividends. To keep it going and put an end to 

uncontrolled Investments, they would enact inheritance taxes which 

equalize the dividend income of the entire population, or so they think. 

T h e y  would prohibit those owning a certain amount of income from capital 

from working and thus competing for Jobs. The government could control 

all monopolies by shutting off capital and creating competitors. The 

government would, of course, prevent all m a l I n v e s t m e n t .
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"Each loan would be made in accordance with policies established by 

C o n g r e s s  and administered by the Federal Reserve System" or some other 

agency "as Congress might determine." (Pg. 61) If the politicians would 

d ecide which industries and which managements could have c a p i t a l , pray 

tell where would any free enterprise exist??

On page 75 we learn that the government would impose "high standards 

for demonstrating feasibility of new enterprises or new expansions 

b efore their securities could qualify for CDIC-insured loans." Shades 

of T h o m a s  A. Edison !!! Could he have gotten the capital for his 

inventions?

On page 69 we learn that Ameri c a n  political history has been c h a r a c­

terized by changes "required to increase its efficiency in the face of 

its large-scale tasks by eliminating much of its original d e c e n t r a l i z a t i o n . "  

Shades of Adolf Hitler!I!

T h e y  do admit, "there is no doubt that government would exercise 

c onsiderable power." However, they do not admit that it would exercise 

totalitarian power over the access to capital, without wh i c h  no business 

could even exist. If m en we r e  not free in the economic realm, thev 

would soon find that they had lost all that freedom had ever meant. Who 

could pri- t books and papers? Those the politicians selected and a l­

located the needed capital. W ho could build churches and schools?

T h o s e  the politicians selected and allocated the needed capital. Who 

could work? Those the politicians decided were eligible.

O n e  coui . go on and on but the reader who has read this far should 

easily se** that it is merely another scheme for milking those w ho have 

produced, raved and invested wealth for the benefit of those w ho will 

keep the politicians in office. The book's authors would make everybody 

a capitalist by giving them a share of the wealth already produced by 

others.

If such a scheme were ever attempted, capital accumulation, the 

source of the ever higher American standard of living, would soon dry 

up. Men do not save and Invest when they know their savings will be 

despoiled or confiscated. Workers and consumers alike are heavily 

Indebted to those w ho have saved in the past. Without such additions to 

capital by every succeeding generation, our standard of living would 

ha v e  stood still. If the capital so carefully accumulated over the 

decades should be dissipated by any such illogical wild scheme as this 

proposal, Americans would be compelled to return to the living standard 

of the Indians. Our population would also have to shrink to that of a 

c entury or more ago.
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I. Preface and Summary

A General Stock Ownership Corporation (GSOC) is not a magical money 
machine. In the absence of external support in some form , a GSOC cannot be 
expected to earn a net cash flow simply by borrowing from one group of capital 
owners in order to finance asset acquisitions from other capital owners. 
Inappropriate analogies are sometimes drawn between financed asset acquisitions 
that a GSOC might undertake and those that wealthy individuals and solvent 
firms undertake as a matter of routine. By definition, wealthy
individuals and solvent firms have equity bases to cushion temporary or 
chronic operating deficits. In  constrast, the financial condition of an unsub­
sidized GSOC, is similar to that of any other firm  whose liabilities exceed Its 
assets; it is Insolvent. Like any other insolvent firm , a GSOC can be made to 
show an operating profit if given sufficient subsidies in the form of donated cash 
or assets, tax benefits, and/or credit assistance. However, since these subsidies 
would have earned a normal return if put to alternative uses, it is erroneous to 
attribute a GSOC "profit" to its leverage-rcquisitions. Any such "profit" is 
simply a residual o f the normal return on the subsidies invested in a GSOC, after 
the GSOCs own expenses have been deducted.

Therefore, despite optimistic claims by a few exhuberant supporters, a 
GSOC is more accurately described as an elaborate financial device for 
capturing and redistributing the federal taxes currently paid on privately owned 
assets. Since these tax payments can be sizable, the implicit federal subsidy 
represents a potentially valuable source of State revenue. However, under the 
federal "enabling" legislation a GSOCs tax liability is not forgiven but instead is 
passed through to (and borne fully by) the citizen shareholders of the GSOC. 
Technically, the federal tax "break" is limited distributions in excess of the



GSOC (pass through) tax liability. This provision carries important implications 
both for the financial viability of the GSOC and for the form  of the distribution 
of the federal subsidy.

In terms of financial viability, the pass-through restriction, reduces the 
portion o f the federal subsidy that a GSOC can use to cover its own overhead and 
debt-service expenses. Projected GSOC operating deficits (which an^ pure 
le ve r^ e  investment company would run) must be funded from some other 
source. Most likely, State assistance will be required on a continuing basis and <n 
an amount that is significant when measured against the after-tax benefits 
received by the citizens of the State.

In an a.tempt to lessen its own subsidy burden, a State might direct its 
GSOC to acquire assets that would generate a low (or even a zero) pass through 
tax liability. However, to the extent that such assets also generate low tax 
liabilities fo r existing owners, the federal subsidy is reduced as well. The 
"solution”  that seems implicit in the federal legislation is for the GSOC to 
acquire assets that are eligible for tax credits and/or accelerated depreciation 
charges from owners who have already exhausted such benefits fo r themselves. 
Since nonsubsidized firms have a similar tax incentive for acquiring such assets, 
a GSOC must expect to pay prices above those that would otherwise prevail in 
the secondary market for depreciated assets. Sales at inflated prices would 
allow the selling firms to capitalize a greater portion of their scheduled tax 
payments to the federal government, reducing the portion of the subsidy 
captured by the GSOC.

GSOC advocates have suggested that careful investment analysis might 
eliminate such overpricing. However, the GSOCs investment team, will be 
virtually totally dependent on projections provided by the selling firms. Expert-



enced negotiators fo r selling firms also have been known to cite pressing cash 
needs or other smokescreens in an e ffo rt to convince buyers that the assets are 
actually offered below the prevailing market prices. Experienced buyers 
recognize, o f course, that if such were in fact the case, a rational seller would 
always sell at the higher market price unless the sale at the lower price 
constituted an Implicit payment fo r some past or future consideration. Such 
might be the case in a "pilot*1 program where a selling firm  has a clear incentive 
to "prove" that the GSOC is viable in order to establish a future flow of subsidy 
benefits. In other cases, selling firms may simply rely on the observation that 
even at inflated prices, the GSOC will show a "p rofit" as long as the federal 
subsidy is less than fu lly capitalized by the seller.

Despile the apparent Inevitability of the diversion of GSOC subsidies to
selling firms, even GSOC directors with impeccable standards may be hard
pressed to determine the true extent of these diversions. E fforts at extensive
investment analysis might succeed in limiting the subsidies to selling firms but 

byonly ̂ creating another type of subsidy diversion in its place since the required 
anaiysis is apt to be quite expensive, and these costs must be subsidized as well. 
Regrettably, it is unlikely that even an ounide "watch dog" agent (perhaps 
established by the State legislature) could successfully monitor GSOC activities. 
On the contrary, the risk appears fa r greater that outside pressure will be 
exerted on the GSOC directors to use their considerable subsidy powers in 
support of particular firms or banks that might be deemed "essential" to the 
State or local economy. In fact, it might be argued by some that the GSOC has a 
"moral obligation" to provide such support as long as it can do so and still show 
an operating "profit." For example, subsidy diversions to the shareholders of 
particular firms might be regarded as necessary to continue employment lo r



workers who might otherwise face a loss of jobs. Unfortunately, the firms 
destined fo r subsidy diversions are capital intensive rather than labor intensive 
so that GSOC subsidy diversions are apt to be extremely inefficient (in terms of 
cost per worker) as a means of providing job security.

When the inherent disadvantages of the GSOC concept are measured 
against the ambiguous federal support fo r the program, a State may decide that 
the ''price'' it must pay for a GSOC is too high in relation to the potential 
benefits. Even if a State determines that GSOC benefits are "offered" at a 
bargain under the federal legislation , the State should be aware that the 
citizen-shareholders in a GSOC will share the federal and State subsidies with 
the GSOC bureaucracy and with the firms that sell assets or lend funds to the 
GSOC. While subsidy diversions in small amounts might be regarded as "normal" 
operating costs, the potential fo r large-scale subsidy diversions cannot be 
ignored. Such diversions are not necessarily "bad," but they defeat the expressed 
purpose of the GSOC concept by funnelling benefits to existing capital owners 
rather than to new capital owners. At present the "unintended beneficiaries" of 
a GSOC program appear to be the shareholders of capital intensive firms, as well 
as banks and other lending institutions that might win the favor of a particular 
board of GSOC directors. The federal immunity from personal income taxes on 
distribution in excess of the GSOC pass-through tax liability obviously benefits 
citizens in the highest tax brackets the most. Those who pay litt le  or nothing in 
the way o l taxes obviously receive little  or no benefits from this tax "break."
Those suffering the most from the proposed GSOC program would be firms that 
would have to compete with the GSOC, either in the market fo r credit or in the 
market for depreciated assets. In addition, despite the fact that the costs of the 
federal and State subsidies would bedispeteed, every d c . la r  o f b ene fits d istrib u ted



by the GSOC will have to be made up, either in the form o f additional tax 
revenues to replace those diverted or in the form  of greater inflation if the lost 
tax revenues are not made up.

Economists note that asset transfers do not create new cash flows. In fact, 
transfer programs, no matter how socially desirable they might be, absorb rather 
than generate market value as new costs are merely grafted onto the existing 
economy. Thus economists place a heavy burden o f proof on the proponents of 
particular plans to show that their plans are adequately funded (or subsidized) 
and that the benefits actually accrue to the targeted groups. Unfortunately, 
despite the force of a highly emotional call fo r action, the GSOC backers have 
not satisfied these basic requirements. "Faith" and "vision" are a ll that have 
been offered in support of the contention that a GSOC can achieve its intended 
goals and avoid becoming simply one more program that promises broad-based 
benefits but instead imposes broad-based costs and funnels the benefits to 
fam iliar recipients, the banks, the capital intensive industries, and of course, 
bureaucracy itself.



II. Financial Viability o* -  C aOC

Case 1: Viability without external support
To appreciate the limitations of the federal GSOC legislation, it is 

important to understand precisely how and why a GSOC is not financially viable 
without external support. To do so, le t us reexamine a hypothetical example of 
financed capitalism found on p. 71 of the report submitted by Kelso & Co. to the 
Alaska State Legislature, "Design of an Alaskan General Stock Ownership Flan, 
Volume I" (February 15, 1979). In that example, a Mr. Adams borrows $200,000 
and builds a fourplex which he rents out fo r a total of $24,000 per year. Fo- 
simplicity, the drafters of the Kelso it Co. report abstract from vacancy risk, 
from taxes, from overhead expenses, and even from interest on the loan. Such 
simplifications might have served the narrow purposes of the commission issued 
by the State to Kelso & Co. They do litt le , however, to reassure a potential 
lender who is concerned with the financial viability of a GSOC. For example, 
with an interest rate of 10% (generous by today's standards), the annual debt 
service on a ten-year fully amortized loan is $32,500 rather than the $20,000 
figure used in the interest-free example. Thus even if the $24,000 earnings 
figure is reinterpreted as net taxes and net of ail expenses, the financed 
acquisition plan would fa ll considerably short of the goal of se'f-liquidation. 
Instead of an excess annual cash flow of $4,000 found in the zero-interest 
example, Mr. Adams would have to cover a short-fall o f $8,500 per year over 
the life  of the loan. The loan could be amortized over a longer ^riod, thus 
reducing the annual debt service. However the interest alone amounts to 
$20,000 per year so that a self-liquidating the mortgage would have to be written 
with exceptionally long maturity. At an interest rate of 12% or better, the 
mortgage could never be paid off out of the projected rents alone.
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Advocates io r the concept o f financed capitalism might observe that the 
rental rates chosen by the drafters o f the Kelso & Co. report were arbitrary and 
just happened to be too low in order to make sense when representative charges 
are introduced. Therefore, it is important to recognize that even if the example 
were restructured so that Mr. Adams would have been able to  e range self- 
liquidating financing fo r his investment, that does not mean he would sell his 
fourplex to  the GSOC at a price that (in the absence of external support) would 
allow the GSOC to finance the acquisition with a self-liquidating loan. On the 
contrary, rather than sell at such a price, Mr. Adams would simply refinance any 
outstanding mortgage against his fourplex, in order to raise the same amount of 
additional cash that the sale would have produced (a fte r repaying the loan). Thus 
even though the financed capitalism concept might work for original 
investments, the model breaks down when it is applied to asset transfers. As 
long as asset sellers require fu ll compensation fo r the stream of earnings they 
relinquish, the debt service on loans to provide such compensation must exhaust 
the fu ll value of the asset's earnrig potential. Otherwise, the alternative of 
financed asset retention dominates the decision to sell the asset.

In reaching this general conclusion, it must be remembered that external 
factors, such as ;ax considerations, have not yet been introduced. Similarly, 
differences in borrowing capacities have not yet been considered. Thus the 
general conclusion is not contradicted by examples o f asset acquisitions that are 
entirely financed via self-liquidating loans to individuals or firms who can secure 
the loan pledging more than just the asset's own earnings. Implicit in such 
arrangements is the very important premise that, if needed, the borrower can 
draw on other funds or resources. In contrast, a GSOC has no equity base to use



as supplemental collateral for loans. Thus in the absense of external support, a 
GSOC would be unable to acquire assets via self liquidating loans even though 
equity firms and some individuals might be able to do so. GOSC's are by no 
means unique in this regard. Extensive analysis o f investment companies 
(including mutual funds) confirms that these equity institutions would not be 
viable as pure-debt firms. I.e., they do not earn a rate of return equal to their 
risk-adjusted cost of capital.
Case 2: Viability under the federal legislation

The federal "enabling" legislation is not a legal requirement for the 
operation of a GSOC. It is merely an open admission that a GSOC is not 
financially viable without external support of some form . On its own a GSOC 
would not earn leverage arbitrage profits, it would make leverage arbitrage 
losses as would any other pure-debt investment company. Without an equity base 
or an external subsidy to offset these losses no lender would extend funds to a 
GSOC. This observation more than any other single factor, explains why pure- 
leverage investment companies have failed to materialize on their own despite 
promises of sure profits offered by advocates of finai ced capitalism.

Recent federal legislation grants qualifying GOSC's immunity from the 
federal corporate income tax. Had immunity been granted in an unrestricted 
form , a GSOC would have been able to use a greater portion of the pretax 
earnings on assets to cover GSOC overhead and to service the debt raised to 
finance asset acquisitions. Any excess subsidy would then have been available 
fo r distribution to citizen-shareholders or fo r accumulation as equity in the 
GSOC. To illustrate this point, let us return to the previous example, and 
assume that the pretax earnings on Mr. Adams' fourplex had been $<*0,000, of 
which he was required to pay $10,000 in federal taxes and another $6,000 in state
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taxes, leaving $24,000 lo r expenses and debt service. Under federal (but not 
state) Immunity, the GOSC would have the use of $34,000 per year, and thus, 
over some price range, could afford to o ffe r Mr. Adams more fo r the asset than 
he would be able to raise via his own self-liquidating loan. At such a price, Mr. 
Adam's would capitalize ail of the after-tax earnings plus a portion of the 
earnings stream otherwize lost to the federal government. In such a case, both 
Mr. Adams and the GSOC would benefit at the expense of the U S. Treasury.

Apparently the U.S. Congress did not intend that the federal legislation 
reduce to merely a tax dodge (« i least not so simply). Therefore, in granting 
GOSC's immunity, the "enabling" legislation also mandates that the equivalent 
tax liability be passed through to the citizen-sharehoiders without regard fo r the 
special tax status of the recipients. Had the GSOC Deen a viable-self-supporting 
firm , the pass-through restriction would not have been especially significant. A 
GSOC would simply pass through its own tax savings in order to cover the tax 
liability that it must also pass through. However, the GSOC requires these (or 
some other) funds to cover the amount by which its overhead and interest costs 
will exceed Its (a fter-tax ) earnings. Thus, as presently structured, the federal 
legislation does nothing to improve the financial condition of a GSOC. To 
qualify fo r the tax subsidy, the GSOC must accept an offsetting financial 
committment.

Despite this negative assessment, a GSOC would have the same opportuni­
ties fo r tax-arbitrage exchanges as any other firm  would, and it might be able to 
make use of such opportunities to strengthen its financial base. Tax savings 
arise if the tax payments that would have been made by an existing owner (by 
Mr. Adams in the hypothetical example), are less than those that a GSOC would 
incur and this difference is less than fully capitalized in the sale of the asset to
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the GSOC. The corresponding portion o f the pre-tax earnings flow is, in e ffect, 
donated by the federal government rather than purchased from the previous 
asset owner. Such oppor~unities arise as a matter o f routine because of federal 
tax laws that provide acquisition tax credits and/or accelerated depreciation 
charges which are renewable only if the qualified assets ire transfersd to new 
owners. Thus a GSOC might earn a tax-arbitrage profit by acquiring depreciable 
assets from owners that have already exhausted the liberal tax benefits for 
themselves. Unfortunately, these assets o ffe r similar tax advantages for 
acquiring firms other than GSOCs. Thus GOSC's must bid against other firms for 
these assets, and this competition will allow the selling firms to capitalize even 
greater portions of their projected tax payments.

Since a GSOC cannot earn tax-arbitrage profits by acquiring assets from 
firms in lower tax brackets than the GSOC (based on the pass-through computa­
tion), the only way that a GSOC might be able to strengthen its ov/n financial 
base is to divert a portion of the federal tax subsidy to the shareholders of large 
capital-intensive corporations seeking to unload some of their depreciable assets 
after the initial tax benefits have been gutted.

This description of the federal legislation is vastly different from the 
expressed intentions of the backers of the GSOC concept. So much so in fact, 
that it is difficult to imagine that the U.S. Congress had a similar goal in mind in 
settling on the form of this particular "enabling" legislation. It would be la r 
easier to explain the federal "enabling" legislation as an attempt to provide large 
capital-intensive firms with additional re lie f from federal taxation.
Case 3: Viability under alternative forms of State assistance

At prr ie extent of federal support lo r a GSOC appears anything but
overwhelming. Kelso & Co. or some other source may be able to furnish a



-11-

description of the type of asset acquisitions that would recover enough of the 
federal subsidy to render a GSOC financial viability. As yet, however, no such 
encouragement has been provided. Nor is there any evidence fo r a legitimate 
reference to required State assistance as ’’start-up" costs. Surprisingly few of 
the proposed budget items are truely nonrecuring. On the contrary, virtually a ll 
of the GOSC's expenses contribute to the annual deficits that a GSOC must run 
in the absence of continuing financial rssistance. These annual deficits are 
projected as substantial and must be supported from  some external source. 
Moreover even after these deficits have been absorbed (by the State), the State 
must directly or indirectly provide fo r every dollar of benefits distributed by the 
GSOC (in excess t '  the GSOC tax liability). Recall the federal "contribution" is 
limited to fo rg iv ing  the personal taxes that citizen-shareholders would 
otherwise owe on these excess disbtriubtions.

Although there are many forms that State assistance might take, any such 
assistance reduces to two basic dimensions, perpetual year-by-year maintenance, 
and/or an initial endowment. As a substitute fo r equity capital in a normal firm , 
an initial endowment of cash or earning assets would provide an income flow 
needed fo r an initial operating margin. To the extent that such an initial subsidy 
is insufficient, supplemental annual subsidies will be required as well. One 
obvious possibility lo r an annual maintenance subsidy is immunity from the State 
corporate income tax. In essence, the State c om 1 donate its own tax flow in 
support of the lederal subsid . Assuming that this benefit is less than fu lly 
capitalized in the sale prices of assets, the GSOC would then capture at least a 
part of the State subsidy (with the balance securing to the seller o f the asset as 
with the federal tax subsidy).

Credit assistance provides an alternative form of a maintenance subsidy. 
Instead of furnishing additional revenue, a credit subsidy is designed to reduce
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borrowing costs and hence lower debt service claims against GSOC income. 
Agency status would provide the GSOC with direct access to the tax exempt 
borrowing market. Equivalently, the State could borrow (or divert funds from 
other uses) and lend to the GSOC at rates less than those charged in the fully 
taxable market. In either case, however, the State could have earned the higher 
(market) rate, on its funds and thus the State, should regard the difference in 
revenue as a subsidy to tne GSOC.

Loan guarantees have been proposed as a low cost form of subisidy. 
Unfortunately, it is only the visibility of the cost that is low. In any insurance 
situation, such as a loan guarantee, it is not the visible or out-of-pocket expense 
that determines the true cost to the insurer. Far more important is the 
associated risk that must be borne. Without a highly diversified asset base to 
support precise accuarial assessments, the Invisible costs of insurance are usually 
regarded as prohibitive rather than as negligible. If lenders (who are apt to be 
more highl) diversified than the State) believed that these costs were negligible, 
they would not o ffe r a substantial reduction in rates in exchange for a loan 
guarantee. The fact that lenders are willing to accept less interest in exchange 
for a loan guarantee indicates that they presume that the implicit risks 
are high. In e ffec t, lenders are betting the difference in interest
charges that even with massive federal and State subsidies, the GSOC may be 
overextended in relation to its financial committments. It is important to note 
that financial overextension can arise even if the asset portfo li of a firm is of 
the highest possible quality.

A normal firm  that is overextended but otherwise sound is referred to as 
undercapitalized. In order to raise debt capital, such a firm may first have to 
raise additional equity capital. In the case of a GSOC, there is no initial equity 
capital, only a subsidy base. If this base is insufficient to assure an adequate



-13-

operating profit margin, the condition of the GSOC is analogous to that of the 
undercapitalized firm . Loan guarantees provide an additional subsidy, and 
eliminate the lender's risks. But, since there is no reason to presume that the 
State has any advantage over lenders in terms o f bearing such risks, any 
apparent "profit" from  selling loan guarantees (in exchange fo r lower borrowing 
costs) is purely Illusory.

In terms o f pure cost effectiveness, direct cash payments provide by far 
the most effic ient form fo r subsidies since they are the least costly to 
administer . However, these paym ents are also the most visible and
therefore they are often the least attractive from a political standpoint. Opting 
fo r less visible but also less efficient forms of subsidy makes it d ifficu lt, if not 
impossible, fo r the State to assess the extent o f its own subsidy. (Just as it is 
already d ifficu lt to assess the extent of the subsidy implicit in the federal GSOC 
legislation.) For a State that is truely concerned about the extent o f its own 
subsidy to the GSOC program, it is especially important to consider only the 
most cost-effective and visible subsidy program. It is difficu lt to imagine what 
is to be gained, other than short-run political expediency, by burying the 
unavoidable costs of a GSOC through a series o f complex financial arrangements.
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III. Distribution o f the federal and State subsidies

A GSOC may useful as a device for capturing and redirecting federal tax 
revenues on earning assets. However, the GSOC's own budget.no matter spartan, 
can only draw from the subsidy pool. Moreover, even before the subr <dies get to 
the GSOC, a portion w ill be diverted to asset sellers in the form of inflated 
market prices. An additional portion of the subsidies will be absorbed by banks 
and other lenders who earn more money from engaging in leverage-arbitrage of 
their own than they do by creating those opportunities fo r others.

This observation explains why the powerful bank lobby did not oppose the 
"enabling" federal legislation. That lobby would almost certainly have opposed 
any serious attempt at diffusing stock ownership since it is precisely this 
issue--disintermediation--that the banks have lobbied against fo r so many years. 
However, the GSOC lesgislation promises to cut banks in on the subsidy (at least 
those banks who win the favor of the GSOC directors).

Under scrupulous and cold-blooded financial management, it might be 
possible to hold the subsidy diversions to a minimum. But to do so, the GSOC’s 
directors must turn a deaf ear to the pleas o f special interest groups. It is to be 
expected, however, that the GSOC directors will be beseiged with requests for 
help from particular firms or industries that might be deemed essential to the 
State or local economy. Moreover, the subsidy diversion would be largely hidden 
in the sense that the GSOC still would be able to show a "profit”  as long as it 
retains enough of the subsidy. Thus it may be difficu lt for GSOC directors to 
defend a decision to "support" some firms and some banks but not On.ers. Such 
dilemma’s always raise the possibility that political or other nonfinancial factors 
may influence the operating decisions of a GSOC.

In sum, while supporters may yet be able to show that GSOC benefits 
outweigh the additional costs that a State must bear under the federal "enabling"
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iegislation, thus fa r, litt le  evidence has been offered in support of that conten­
tion. Instead, the case that has been presented is long on moral posturing, and 
long on railing against the sorry state o f affairs that now exists, but painfully 
short in terms of sound economic reasoning that would lead one to believe that a 
GSOC o ffe rs any reasonable hope of achieving the expressed objectives. If le ft 
unattended, the existing biases in the federal legislation would funnel benefits to 
existing capitalists, as stockholders in banks and capital Intensive firms, and to 
new GSOC bureaucrats, leaving an as yet undetermined fraction fo r (excess) 
distribution to dtizen-shareholders. Even this distribution is regressive in the 
sense that the federal tax savings is greater fo r those in higher tax brackets. 
Since the same citizens must pay fo r the State subsidies (as well as their portion 
of the federal subsidy) either in the form of increased taxes or in the form of 
increased inflation (assuming that taxes are not raised), it is fa r from clear that 
the benefits outweigh the costs fo r any group of citizens. It should be clear, 
however, that the society as a whole loses since new costs are created but no 
new revenues are created to pay fo r those costs.

In the absence of "clarifying" analysis, the decision before the Alaska State 
Legislature appears to be one of whether or not to assist capital intensive firms 
in recovering part of the taxes they currently pay to the lederal and State 
government. If so, a GSOC might be an appropriate vehicle, one that would also 
benefit selective banks and would create supporting jobs through its own 
bureaucracy. If sufficiently subsidized through tax benefits, loan guarantees, 
e tc , a GSOC might even produce a mo.est excess cash flow to d tizen- 
shareholders. However, If this is the ultimate goal, the State would be fa r better 
o ff to scrap the proposal fo r a costly administrative structure (the GSOC) and 
eliminate the subsidy diversions by simply distributing to  i t s  c lt i ta n s  the 
equivalent o f  the
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proposed State subsidies to the GSOC. If it is deemed essential that checks be 
considered as "dividend" dispersements rather than as transfer payment (which 
they will be in either case), then the State might adopt a more ennobling title 
such as "the return on a citizen's share in State Wealth." It is doubtful ti a t many 
citizens will feel a ll that different once they have cashed their checks. Only the 
banks and the capital intensive firms appear to have a strong financial incentive 
for favoring the more cumbersome and costly GSOC alternative.
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A l t h o u g h  t w o - f a c t o r  e c o n o m i c s  is a new and f u n d a m e n t a l  concept, 
it is s i mple a n d  straightforward'. T h e  r e a s o n i n g  runs as follows:

1. While it is true that people, p a r t i c i p a t i n g  in the e c o n o m y  
t h r ough the p e r f o r m a n c e  of their  v a r i o u s  tasks, are a b a s i c  
s ourc e of p r o d u c t i v e  input, they are n ot the o n l y  s o urce of 
p r o d u c t i v e  input.

2. N o n - h u m a n  things, s u c h  as land, s t r u c t u r e s  and machines, 
also m a k e  p r o d u c t i v e  i n p u t  into the economy.

3. The d i v i s i o n  of the i n p u t  s o urce s into two types is b o t h  n e c­
ess a r y  a n d  adequate, b e c a u s e  the o w n e r s h i p  of labor p o w e r  c a n­
not be c o n c e n t r a t e d ,  w h i l e  the o w n e r s h i p  of n o n - h u m a n  things 
can e a s i l y  be concen t r a t e d .  It is, a fter all, an i n d i v i d u a l ' s  
p r o p e r t y  in an input f a c t o r  that e n t i t l e s  him to rec eive w h a t  
it produces.

4. U n d e r  the logic and m o r a l i t y  o f  a m a r k e t  economy, p r o d u c t i v e  
input into the e c o nomy is the b a s i s  for the i n d i v i d u a l ' s  right 
to r e c e i v e  income f r o m  it. E c o n o m i c  o u t t a k e  is c o n d i t i o n e d
on e c o n o m i c  input. To a c c o u n t a n t s  and b u sin essmen, this r e l a­
tio n s h i p  is si mply d o u b l e - e n t r y  bookkeepin g. To economists, 
it is "Say's Law" or "Say's Identity". To moralists, it is 
the P u r i t a n  Ew.iic, o r  s i m p l y  the p r i n c i p l e  of e c o n o m i c  j u s­
tice d e f i n e d  b y  A ristot le. Tc lawyers, it is the p r i n c i p l e  
of p r i v a t e  property, u n d e r  w h i c h  the o w n e r s  of capital a n d  
the i ndivi d u a l  o w n e r s  of lat * p o w e r  are a c c o r d e d  the income 
e q u i v a l e n t  of w h a t  e a c h  priv t e l y - o w n e d  input factor c o n t r i­
bu t e d  to production.

F i g u r e  1: LAW jm e  r a s i c  l a w o f  t w c - f a c t o r  e c o n o m i c s
For every d o lla r tpen t, tomehody |**t» a d o lla r in econom ic va lue . Say’t  Law it tim p ly 
a p ro ie  tta tem en t o f the p rinc ip le o l doub le-en try book .eepm g, which it the log ic 
o f a p riva te  p rop e rty , m arket economy.

G « 0 5 S  NATIONAL 
PAYMENTS

E Q U A L S AGGREGATE INCOME



F i g u r e  2: s a v s  l a w  i l l u s t r a t e d  o n  t h e  b a s is c f  1973 s t a t i s t i c s  ( in  b i l l i o n s )

Gross National Product Pre-tax Income

Less adjustments foe capital cons u m p t i o n  
allowances, indirect busi ness tax and n o n­
tax liability, business transfer payments 
a nd other minor adjustments.

C O N S U M E R  COSTS OP:

Agriculture, forestry, and fisheries S 37.8
M i n i n g  9.7
Contr a c t  c o n s t ruction 57.5
M a n u f a c t u r i n g  291.9
Transpo r t a t i o n  39.3
C o m munications 21.7
Electric, gas, and sanitary services 19.8
Wholesale and retail trade 151.5
Finance, insurance, and real estate 118.9
S ervices 133.6
G overnment and government enterprises 162.9
F o r e i g n  trade a n d  transactions 9.6

$1,054.3

Pre-tax Income Automatically 
Arising out of Production and 
Received by the Participants 

in Production

INCOME OF PARTICIPANTS IN:

Agriculture, forest./, and fisheries 
Mining
Contract construction 
Manufacturing 
Transpor tation 
Com munications
Electric, gas, and sanitary services 
Wholesale and retail trade 
Finance, insurance, and real estate 
Services
Government and government enterprises 
Foreign trade and transactions

51.354.3

5. T e c h n o l o g i c a l  a dvance, w h i c h  is the p h e n o m e n o n  r e s p o n­
sible for the I n d u s t r i a l  R e v o l u t i o n ,  as w e l l  as our ovm 
a u t o m a t i o n  rev olu t i o n ,  a n d  all of the i n t e r m e d i a t e  r e v o­
lutions b r o u g h t  a b o u t  b y  s c i e n c e  and technology, changes, 
and is i n t e n d e d  to chang e, the inpu t mix. It shifts the 
b u r d e n  of p r o d u c t i o n  off labor (the h u m a n  factor) and o n t o  
c a p i t a l  (the n o n - h u n a n  factor ). T e c h n o l o g i c a l  c hange d o e s  
not o p e r a t e  d i r e c t l y  o n  labor. It c a n n o t  increase the p r o­
du c t i v e n e s s  of an i n d i v i d u a l  w o r k e r .  It i ncreases the p r o­
d u c t i v e n e s s  of m a c h i n e s ,  tools, struc t u r e s ,  land and p r o­
cesses. The e c o n o m i c  p r o d u c t i v e n e s s  of h u m a n  w o r k e r s — w h a t  
they c a n  a c c o m p l i s h  w i t h  t h e i r  u n a i d e d  m u s c l e s  or m i n d s  has 
not c h a n g e d  d u r i n g  the c o u r s e  of history, if the v a l u e  of 
that p r o d u c t i v e n e s s  is deter*..ined o b j e c t i v e l y  and c o m p e t­
iti v e l y  by the free o p e r a t i o n  of the law of s u p p l y  and demand.



F i g u r e  3: t h e  f u n c t io n  o f  t e c h n o lo g ic a l c h a n c e

The function o f techno log ica l change is to sh ift  the burden o f production o f f  
the human fa c to r , lab o r, and on to the non-human fa c to r , (land , structu res ,

LABOR  INPUT  * nd rT'4Cf' ,n« >  c ap ita l. CAP'TAL IN PUT
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H I S T O R I C A L  t i m e

6. In the U n i t e d  States economy, the w o r l d ' s  most advanced, 
the process of t e c h n o l o g i c a l  c h a n g e  has gone so far that 
m o s t  of the goods and s e r v i c e s  t o d a y  are p r o d u c e d  b y  c a p­
ital instruments; o n l y  a m i n o r  p o r t i o n  of the p r o d u c t i v e  
input is m a d e  b y  people. W i t h  rare e xcep t i o n s ,  it is c a p i­
tal that produces affluence.  Labor, in a free labor market, 
can n o r m a l l y  p r o d u c e  o n l y  s u bsist ence. T h e  r e l ati ve d i s t r i­
but i o n  of a g g r e g a t e  p e r s o n a l  i n c o m e  b e t w e e n  w o r k e r s  (roughly 
3/4ths) and the owners of c a pital (l/4th) does not ref lect 
the r e l a t i v e l y  h i g h e r  p r o d u c t i v e  input b y  c a p ital b e c a u s e  
our g o v e r n m e n t a l  e c o n o m i c  p o l i c y  {the E m p l o y m e n t  A c t  of 1946) 
and i m p l e m e n t i n g  legislation, a t t e m p t s  to repeal the lav; of 
supply and d e m a n d  as it a p plies to the value of labor. T h i s  
is the p u r p o s e  of m i n i m u m  w a g e  laws, c o e r c i v e  fixing of w a g e s  
v a s t  g o v e r n m e n t a l  m a k e - w o r k  programs, g o v e r n m e n t  subsid ies 
to in dustry and o t h e r  g o v e r n m e n t  e n t i t i e s  to " c r e a t e” jobs, e



T h e  c o s t s  of all such e f f o r t s  e n t e r  i n t o  the c o s t s  of p r o d u c t i o n ,  
d i r e c t l y  or i n d i r e c t l y ,  and thus are i n f l a t i o n a r y  p r e c i s e l y  
b e c a u s e  t h e y  are not r e f l e c t e d  in the i n c r e a s e d  p r o d u c t i o n  of 
g o o d s  a n d  s e r v i c e s  b y  labor. S u c h  costs, n e i t h e r  r e p r e s e n­
ting i n c r e a s e d  labor i n p u t  nor labor shortages, are, in fact, 
d i s g u i s e d  w e l f a r e .  T h e y  are i n j e c t e d  into the c osts of the 
sane q u a n t i t i e s  of goods and s e r v i c e s  that, p r i o r  to t h e  c o­
erces i n c r e a s e s ,  w o u l d  h a v e  b e e n  p r o d u c e d  at lower costs. T h e s e  
a t t e m p t s  to o v e r v a l u e  l a b o r  c o n s t i t u t e  the m o n e t i z a t i o n  of 
w e l f a r e .

7. T h e  s h i f t i n g  of the i n p u t  m i x  f r o m  labor to c a p i t a l  w o u l d  
c a u s e  no e c o n o m i c  problem, e v e n  u n d e r  c o m p e t i t i v e  labor markets , 
if the d e c l i n i n g  p r o d u c t i v e n e s s  of labor w e r e  o f f s e t  b y  i n­
c r e a s i n g  c a p i t a l  o w n e r s h i p ,  i.e., if, as t e c h n o l o g y  d i m i n i s h e d  
the p r o d u c t i v e  role of the h u m a n  factor, w o r k e r s  s i m u l t a n e o u s l y  
a c q u i r e d  o w n e r s h i p  of e n o u g h  p r o d u c t i v e  c a p i t a l  to c o m p e n s a t e  
for t h e i r  loss, or e v e n  b e t t e r ,  e n o u g h  c a p i t a l  to p r o v i d e  w h a t  
few l a b o r - d e p e n d e n t  p e r s o n s  h a v e  e v e r  achieved,- a tru ly a f f l u e n t  
s t a n d a r d  of living.

8. U n f o r t u n a t e l y ,  t r a d i t i o n a l  t e c h n i q u e s  of f i nance do e x a c t l y  
the r e v e r s e  of w h a t  the s i t u a t i o n  l o g i c a l l y  requires. T h e y  
i n s u r e  t h a t  all n e w l y - f o r m e d  c a p i t a l  w i l l  be a u t o m a t i c a l l y  
o w n e d  b y  t h o s e  w h o  ow n a l l  e x i s t i n g  capital. U n d e r  these 
techni q u e s ,  the S»100 b i l l i o n - p l u s  of new  capital toriucfion 
that c o m e s  into  e x i s t e n c e  each year in the U.S. e c o n o m y  b e­
com e s  o w n e d  b y  a tiny p r o p r i e t a r y  c l a s s — 5% of c o n s u m e r  
u n i t s  a t  most. If a v e r a g e d  o v e r  the past 15 years, a b o u t  
98% of n e w  c a p i t a l  f o r m a t i o n  in the c o r p o r a t e  sector (which 
p r o d u c e s  m o r e  than 85% of total p r i v a t e  s e c t o r  goods and 
services) is f i n a n c e d  o u t  of d i r e c t  c a s h  flow or b o r r o w i n g s  
r e p a i d  o u t  of cash flow.

F i g u r e  4: conventional corporate finance

I n c l u d i n g  i n t e r n a l  c a s h  l l o w .  b o r r o w i n g )  r e p a i d  I r o m  a l t e r - t a *  c a s h  H o w .  
a c c e l e r a t e d  d e p r e c i a t i o n ,  d e p l e t i o n ,  a n d  i n v e s t m e n t  U s  c r e d i t ,  O u t  e » -  
e l u d i n g  s a l e  o t  n e w  s t o c k  t o  t n e  p u b l i c  t o r  c a s n

Casit Si '.>09.000 loan

C O RPO H A T IO M
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T h e s e  m e t h o d s  of f i n a n c i n g  n e w  c a pital f o r m a t i o n  have  one c o m­
m o n  c h a r a c t e r i s t i c :  t h e y  d o  n o t  c r e a t e  a single new stockholder. 
Th e  p o r t i o n  of n e w  c a p i t a l  f o r m a t i o n  (about 2%) financed by 
sale of e q u i t y  stock to the p u b l i c  does not alter this p r o p e n­
sity. E v e r y  q u a l i t a t i v e  s t u d y  of stock o w n e r s h i p  to d a t e  
shows t h a t  o w n e r s h i p  of v i r t u a l l y  all i n d i v i d u a l l y - o w n e d  p r o d u c­
tive c a p i t a l  is lodged in the top 5% of c o n s u m e r  units. These 
a r e  the f a m ilies w h o  h a v e  e x c e s s  funds to b u y  n e w l y - i s s u e d  stock. 
C o n v e n t i o n a l  f i nance h as c r e a t e d  this monopoly.

9

9. T h e  logic of b u s i n e s s  finance is to i nve st in produc t i v e  c a p i­
tal th at w i l l  p a y  for itself w i t h i n - a r e a s o n a b l y  short soace 
of t i m e , n o r m a l l y  three to five years/ and then go on throwing 
oi£ w e a l t h  indefin itely, its p r o d u c t i v e  power b e i n g  r e p l e n­
ished t h r o u g h  d e p r e c i a t i o n  funds set aside out of gross income 
b e f o r e  net income is c o m p uted. T w o - f a c t o r  financing techniques, 
of w h i c h  the m o s t  w i d e l y  u s e d  today is the E m p l o y e e  Stock O w n­
ers h i p  Plan or ESOP, m a k e s  this logic a v a i l a b l e  to employees.

F i g u r e  5 :  b u s i n e s s  C (  r p o r a t i o n  f i n a n c e d  b y  a p r o p e r l y  d e s i g n e d  e s o p

Intern" 4 to t im u lt in e o u ily  t i l finance growth o f tne co rp o ra tion , and provide *econo 
m co f e» fo r tne employee* t if tne *tock it div.dcnd paying and, - i .e . t lo r e i  are paid 
fo r . ,ne dividend* pat* in- .g n  the ESOP cu rren tly  to tne employee*! and (2 ) > build 
re tirem en t te cu n ty  in the fo rm  o f equity cap ita l owner** p.

4 age and fringe bene fit*
( o t h e r  t h a n  c o m p a n y  » p o n * o r e o  r e t i r e m e n t  p l a n  p a  m e n u )

STOCKHOLDERS

' A  o r  I .  i n p u t

C ap ita l e tpan tion  financed 
from  tim e to time by |
ESOP inve ttm en it

I New t t o c k  a t  
C u r r e n t  v a l u e
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Period ic  payment* from  p re - ta i net p ro fit*
•it amount* tu flic ie n t to am e rtu e  ESOP * 
loan h ao ilitie * . The loan it detigned to be 
pan) Irom  the p roportionate t e .ta *  earning* 
o f the EaOP-neld tto c k , w ith contingent 
liab ility  o f the corpo ra tion  if there n  a in c y t fa ll

G uaranty to make *o lliC icn t payment* into 
the I' SOP tit rriad'-* it to  am o rt ite  it* debt 
ob lig ation*. In r f le c t ,  th u  it a guaranty 
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in e  ESOP
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10. ESOP financ 'nc, o n  t h e  one hand, p r o v i d e s  low cost  c a p ital , 
through the use of p r e - c o r p o r a t e - t a x  funds, to fina nce c o r­
porate growth, and on the o t h e r  hand, b u i l d s  o w n e r s h i p  into 
w o r k r r s  w i t h o u t  d i m i n i s h i n g  t h e i r  t a k e - h o m e  p ay or c a l l i n g  
u p o n  t h e i r  sn ail or n o n e x i s t e n t  savings.

11. W i t h  n i n o r  l e g i s l a t i v e  c h a n g e s  to p r o v i d e  c a p i t a l  d i f f u s i o n  
i n s u r a n c e  (nodeled a f t e r  F H A  insurance) for lenders t h a t  
n a k e  s o u n d  o w n e r s h i p  b r o a d e n i n g  loans and to n a k e  the f i n a n­
cing p a p e r  h e l d  b y  l e n d e r s  d i s c o u n t a b l e  at a r a t e  n o t  in e x c e s s
of the a d n i n i s t r a t i v e  c o s t s  of the F e d e r a l  R e s e r v e  Bank, two 
factor t e c h n i q u e s  p r o v i d e  m e a n s  for f i n a n c i n g  u n l i m i t e d  growth, 
w h i l e  b u i l d i n g  m a r k e t  power, e c o n o m i c  security, and g r o w i n g  
c u r r e n t  second i n c o m e s  fr om c a p ital* into the m a s s e s  of w o r k e r s  
thus the m a r k e t  power of p o t e n t i a l  c o n s u m e r s  rises in s t e p  w i t h
the p r o d u c t i v e  o u t p u t  of the eco nomy.

*Where the s tock in the E S O P  pays a div id e n d ,  the p l a n  o f t e n  
provi d e s  that, after e a c h  p a r t i c u l a r  share of stock is pai d 
for, the d i v i d e n d s  on it shall c u r r e n t l y  pass t h rou gh the 
trust into the w o r  '-s' pockets.

F i g u r e  6: financing economic g r o w t h

Financing econom ic grow th by m onetising p roductive cupitu l while 
building m .rk e t  power in to com u in e ri through ESOP financing



12. I n f l a t i o n  is e l i m i n a t e d .  I n s t i t u t i o n a l  barriers , such as 
lack of "money" to f i nan ce solid, s e l f - l i q u i d a t i n g  e c o n o m i c  
g r o w t h  are el iminated; l e g i t i m a t e  leisure, b u i l t  upon the 
o w n e r s h i p  of a h o l d i n g  of p r o d u c t i v e  c a p i t a l  t h a t  w i l l  enable 
a m a n  or w o m a n  to p r o d u c e  a v i a b l e  income, b e c o m e s  p o s s i b l e  
over a r e a s o n a b l e  w o r k i n g  lifetime; and the b u r d e n  of p u blic 
taxes i m p o s e d  u p o n  p r o d u c e r s  to s u p p o r t  the n o n - p r o d u c t i v e  
and u n d e r - p r o d u c t i v e  c a n  u l t i m a t e l y  be v i r t u a l l y  elimin a t e d .  
F u l l y  p r o d u c t i v e  h o u s e h o l d s  and i n d i v i d u a l s  do n o t  n e e d  to
be subsid i z e d .

13. T h e  ESOP is an e n o r m o u s  c o s t - s a v e r  for the c o r p o r a t i o n  w h i c h —  
sooner o r  l a t e r — can s u b s t i t u t e  it for a f i x e d - b e n e f i t  p e n s i o n  
plan, or any o t h e r  p e n s i o n  plan or c o n v e n t i o n a l  p r o f i t - s h a r i n g  
plan. A l l  p a y m e n t s  b y  the c o r p o r a t i o n  into these c o n v e n t i o n a l  
p lans are pu re c o s t .

F i g u r e  7: c o n v e n t i o n a l  f i n a n c i n g  o f  a  b u s i n e s s  c o r p o r a t i o n
Conventiona l (m inc ing  o! 4  OutmeM co rp o ra tion , other than by ta le  o f new jto c k  
to tne puelic fo r  ca$h. with conventional pen»ion or p ro fit  W r in g  p lant invented 
wholly in a j t e n  purcn.iied from  w urce* o ther than the em p loye r-c o rp o ra lion .



C o m p a r e d  w i t h  the E S O P  (see F i g u r e  5), n o t  o n l y  does the 
i d e n t i c a l  d o l l a r  paid b y  the c o r p o r a t i o n  to b u i l d  s t o c k  o w n­
ers h i p  into e m p l o y e e s  a l s o  f i n a n c e  c o r p o r a t e  growtn, b u t  
c o r p o r a t e  g r o w t h  can be a c c o m p l i s h e d  on p r e - t a x  do llars.
By c o m p a r i n g  the ESOP (Figure 5) w i t h  c o n v e n t i o n a l  e c o n o m i c  
s e c u r i t y - b u i l d i n g  p lans (Figure 7), y o u  w i l l  see that the 
ESOP e n a b l e s  the c o r p o r a t i o n  to g a i n  $3 o f  a d v a n t a g e  for each 
d o l l a r  spent. A n d  it c o n f o r m s  to the s o u n d  e c o n o m i c  goal 
of e n a b l i n g  e m p l o y e e s ,  w h o  w o r k  h a r d  and w e l l  o v e r  a r e a s o n­
able w o r k i n g  lifetime, to r e t i r e  s i n g u l a r l y  w e l l  off.

14. Finally, b e c a u s e  the e c o n o m i c  goal i m p l i c i t  in T w o - F a c t o r
T h e o r y  is to e x p a n d  the U.S. e c o n o m y  (and any o t h e r  e c o n o m y  
that a d o p t s  it) s u f f i c i e n t l y  to e n a b l e  all c o n s u m e r s  to live 
w e l l — g e n e r a l  a f f l u e n c e - - w h i l e  a?so p r o d u c i n g  the .°chnology 
to p r o t e c t  the e n v i r o n m e n t ,  a c h a n g e  to a t w o - f a c t o r  p o l i c y  
by b u s i n e s s  and g o v e r n m e n t  c o u l d  g i v e  us t w e n t y - f i v e  ye ars 
or m o r e  of l e g i t i m a t e  full employ m e n t .  T h i s  w o u l d  be time 
e n o u g h  for s o c i e t y  to a d j u s t  to a w o r l d  in w h i c h  each p e r s o n  
wi l l  s p e n d  less time in e c o n o m i c  w o r k  and m o r e  time in the 
w o r k  of c i v i l i z a t i o n .

F i g u r e  8: o b j e c t i v e  o f  t w o - f a c t o r  e c o n o m i c s
Cap ita l s tru c tu re  o f the present econom y, owned by o f consumers, 
expands ten -fo ld  to c re a te  the SECOND ECONOM Y, owned p rim arily  
by the o f consumers who now own no cap ita l
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April 4, 1979

The Honorable M i k e  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 

w h i c h  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 I have attempted to describe the content of the proposed 

amendment and to offer an explanation of why I hold the v i e w  that such an 

amendment would be desirable. I 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 which carries into effect the decisions of your Committee.

A number of critical questions concerning SSHB 240 are not addressed in 

this transmission. We have yet to discuss the regulation of proxies, their 

content and the vexing issue of how they will be fltianceu. If the legislature 

desires to influence these thorny problems, now is the only opportunity.

Another unfinished item is the future political activities of the GSOC. We 

can 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 challenge!

Finally, there arc the proposals I advanced on the first evening of my 

testimony regarding criminal liability of directors in certain instances. I 

will wo r k  on these in the course of the next week.

If I may offer a suggestion: As I spend more and mo r e  time with SSHB 240

and the Alaska Business Corporations Act the more I b ecome convinced that the 

better course is not to amend the existing corporations code to make room for 

the GSOC, but to begin anew and design a fully developed Code to regulate the 

GSOC, a set of laws designed with the special attributes of a general stock 

ownership corporation in mind and not as an afterthought. This project sounds 

bigger than it will turn out to be. I sincerely believe that working with your 

staff people it could be accomplished in a matter of weeks although I would 

prefer to have the summor moi.ths to fine-tune the statute but, In the final 

analysis, having come this far with you,I am the servant of the Conssittee.

1 hope that this material proves of use to the Committee. When you have 

reached your decisions simply mail them back to me and I will sit down and 

draft the content of suggested legislation.



The Honorable Mike Miller 

Chairman

State Affairs Committee

April 4, 1979

May I take this opportunity to thank you, the other members of the 

Committee, the various nonmembers 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 I seem 

to be following the "North Star." In any event, it has be e n  an experience 

beyond the imagination of the scriptwriters for the "Paper Chase." I 

thank you all.

Best personal regards,

Daniel Wm. Fessler 

Professor of Law

DWF:hf

Enclosures



TO : THE STATE AFFA IRS COMMITTEE OF THE ALASKA HOUSE OF
REPRESENTATIVES

FROM: P ro fe sso r Daniel Wm. F ess le r, King H a ll, the Law School o f the
U n ive rs ity  o f C a lifo rn ia  at Davis

SUB JEC T : Suggested Amendments to Sponsor Substitu te fo r House B ill 2R0:
"An Act C reating the A laska Ceneral Stock Ownership C o rpo ra tion ;
and p rov id ing  fo r an e ffec tive d a te ."

DATE: A p ril «, 1979

Preliminary s t a t e m e n t : At the conclusion of my appearance before the

Committee last week T agreed with the members to prepare a series of written 

proposals for your consideration. Depending upon the sentiment of this body I 

will be directed in the draining of amendments to the Sponsor's Substitute 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 S .ock 

Ownership Corporation which it may wish to pass to the floor for consideration 

in the whole House. The suggestions which follow repres*nt nothing beyond the 

scope of our discussion last week unless specifically indicated as "NEW." In 

each instance 1 will set forth the proposal and a brief statemei.t illustrating 

specifically what it is that I am suggesting be accomplished if you elect to 

follow my recommendation.

I. SUGGESTIONS DESIGNED TO MAKE THE BOARD OF DIRECTORS MORE RESPONSIVE TO THE 

DESIRES OF SHAREHOLDERS OF THE GFNERAL STfCK OWNERSHIP ^URI JRATION:

My perception of the need for r e v i s i o n : The pending proposal Is that the

legislature create the ACSOC aa a "private" corporation essentially regulated 

under the terms of Chapter 05 of the Alaska Statutes (The Alaska Business 

i rporation 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



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 ie behavior of such an instrumentality. If the GSOC is a 

successful economic venture the power of that unchecked body wilx .ise 

dramatically and its ability to pursue conduct which subsequent legislatures 

may deplore is a real 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 thini in terms of the content of 

three documents: the statutory framework, the articles of Incorporation, and

the bylaws. It is no accident that the Kelso Report presents this legislature 

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

documents. Here is a point the Kelso Report does nqt_ stress: the legislature

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

before the C o m m i t t e e ) . 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 fjndamcntaL 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 legiala-

a to exert its will. Thus unless changes are made you will have surrendered 

u  these nine appointed individuals sole determination over Lhe content of the 

documents which will become the framework in which the corporation will 

actually be structured and function. Your only chance for effective Influence



1

2
3

4

5

6
7

8
9

10

11
12
13

14

15

16

17

18

19

20
21

22
23

24

25

26

27

28

Is with respect to the i jntent of the statute. If you adopt the current 

content of House Bill 240, you will hand these appointed individuals (only a 

majority of whom need be Alaskans) 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 Boaid the strong 

power position of "classification" meaning thet the directors will serve three 

year terms with the nine members segregated into three classes so that only one 

third of the membership is up for election by the shareholders at each annual 

meeting. (See, 10.50.03 0 ( 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 

I '.►oplc in their role as shareholders would be powerless. This body in its 

role as representative 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 an horlze a state guarantee of GSOC debt 

instruments (although sec the Memorandum of Attorney General Gross under date 

of March 20, 1979, raising a question as to whether recourse to the peoplo 

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. I 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 GSOC and the government of 

Alaska is desired . . . now is the time to act and the content of the enabling 

legislation is the proper forum for that action.

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

THE BOARD AS AN ENTITY:

PROPOSAL NUMBER O N E : THAT DIRECTORS BE SUBJECT TO REMOVAL BY ORDER OF A

SUPERIOR COURT UPON SUIT BY 100 OR MORE SHAREHOLDERS OF THE GENERAL STOCK 

OWNERSHIP CORPORATION.

I p r o p o s e  th-t the e na b l i n g  l e g i s l a t i o n  b e  a m e n d e d  to 

p ro v i d e  that a s u p e r i o r  cou rt may, at the s uit of  100 s h a r e­

hol de rs  o r  m o r e  o r  upon  p e t i t i o n  of  the a t t o r n e y  gen e r a l , 

r e mo ve  f ro m  o f f i c e  any d i r e c t o r  in c j s c  of  f r a u d u l e n t  or  

d i s h o n e s t  acts o r  gr oss  a b u s e  of a u t h o r i t y  or d i s c r e t i o n  

w i t h  r e f e r e n c e  to the  c o r p o r a t i o n  an d may  b ar from  r e e l e c t i o n  

any d i r e c t o r  so r e m o v e d  for a p e r i o d  p r e s c r i b e d  by the court.

In a n y  suc h p r o c e e d i n g  the c o r p o r a t i o n  s h ou ld  be m a d e  a 

p ar ty  to th e action.

E x p lanat i o n : This proposal is based upon Section 304 of the 1977

California Act with two important modifications: first, I propose that

you alter the ’’standing requirement" from California's [". . . share­

holders holding at least 10 percent of the number of outstanding 

shares. . . ."J to one hundred shareholders. To follow the California 

percentage would be most unreal given the total diffusion of share­

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

pctitlo'. of 40,000 Alaskans or more! In any other private corporation it 

is perfectly possible for a single shareholder to own 10* or more of the 

o utstanding shares and thus have standing under the California Act. 

Requiring one hundred Alaskans to join in this suit should ensure that a 

single angry shareholder could not inaugurate a vexatious complaint. The 

second modification is to specially g^ant to the Attorney Ccncral standing

-4-
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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 

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 

welfare of the corporation (and with that, welfare and interests of 

Alaskans).

Now it must be immediately evident that this type of removal can only 

be for the most gross violations of the fiduciary responsibilities assumed 

by a director and that the 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 supe*. ’or court 

would be warranted in exercising the power vested in it by this statute.

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

act to provide for removal of directors in circumstances such as are 

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

a theory that such a grave matter is within the court's inherent Juris­

diction. There is precedent. See, California Fruit Growers' A s s n . v. 

Superior C o u r t , 8 Cnl.App. 711, 97 Par 769 (1908). In ray 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 

litigation and what would be deemed s u f M c i c n t  grounds for this grave 

remedy.

DIRECTIONS TO YOUR DRAFTINC AIDES: Does the Committee favor

in principle the concept of having directors subject to

removal by order of a supetlor court? YES    NO ____ . Ii

"yes," ia the Committee in favor of the proposed formula

-5-



granting standing only to one hundred or more shareholders?

YES ____ NO _____. Does the Committee favor granting standing

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

YES _____ NO _____ .

PROPOSAL NUMBER T W O : THAT ANY DIRECTOR OR THE ENTIRE BOARD MAY BE

REMOVED BY THE SHAREHOLDERS WITHOUT CAUSE.

I p r o p o s e  tha t at any  annual m e e t i n g  or  a special 

m e e t i n g  p r o p e r l y  n o t i c e d  for the p u r p o s e  at w h i c h  a 

q u o r u m  is pr es en t ,  a m a j o r i t y  of  the sh are s vo t i n g in 

p e rs on  or by p ro xy  m a y  r em ov e  the e n t i r e  b o ar d  and elect 

r e p l a c e m e n t  d ir ec to r s .  I f u r t h e r  p r o p o s e  that the s h a r e­

hol d e r s hav e p o w e r  to r e m o v e  less than the e nt i r e  board 

p r o v i d e d  t her e a re  a p p r o p r i a t e  s a f e g u a r d s  to m i n i m i z e  

the c h a n c e  that an a n g r y  f a c t i o n  of s h a r e h o l d e r s  c o u l d  

o u s t  a s i n g l e  dire cto r.

Explanation; Both California and Delaware have found it expedient to 

pass recent legislation enabling shareholde-s who have lost confidence in 

the Board of Directors to remove either the ei ire Board or individual 

members at a meeting especially called and noticed to entertain such a 

motion, nd that such removal may be for any cause deemed sufficient by a 

majority 01 rhe shares. In both California and Delaware, the statutes 

grant the right of removal to an absolute m. lority of the shares (50X plus 

1 share). Again, we must recognize th; t ere 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 

irectors. Unfortunately, there will be no such potential shareholder

-6-



coalition in the GSOC. We must deal with the fundamental characteristic 

of a corporate entity, the shares of which are held in lots of one . . . 

and by more than 400,000 individuals.

The Kelso Repcit reco^iizes the problem of human inertia inherent 'n 

such diffuse shareholdings when it proposes to set a quorum for share­

holder attendance at annual and special meetings at one-third of the 

shares voting either in person 01 by proxy (an absentee ballot). At any 

meeting at which such a quorum is ascertained to be present, a vote of a 

majority of that quorum i3 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. 10.05.153 of the 

Alasxa Business Corporation Act i^ the articles of incorporation are so 

drafted. I favor this aspect of the proposed articles contained in Lhe 

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?

I 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 been given (as provided in Sec. 10.05.141) upon the vote of a 

majority of a q  urn of the shares present in p e m o n  or by proxy.

If the shareholders desire to remove less than the entire board, we 

have a different problem. Here is a danger that a special interest group 

or other faction might attempt to gang up on a i *«lc director for his or 

her policies and seek to accomplish this at a special meeting which may 

well be attended by fewer 3hares 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

-7 -



unless the number of shares cast for removal exceeds the number of shares 

which originally elected the director. Thus if he was elected by a 

majority of ^61,000 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 arising by death, incapacity, or 

resignation mid-term, I 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 having directors susceptible o r

removal by vote of the shareholders? YES ____  NO _____. If

so, is the Committee content with the suggested formula for 

that removal? YES ____  N O  .

PROPOSAL NUMBER THR E E : THAT THE ENABLING ACT REGULATE THE STANDING OF

SHAREHOLDERS TO INAUGURATE ACTIONS AGAINST DIRECTORS OR OFFICERS BROUGHT 

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

I p r c o o s e  that the e n a b l i n g  act be a m e n d e d  to r e gu l a t e  

the s t a n d i n g  of s h a r e h o l d e r s  to i n a u g u r a t e  a c t i o n s  s ee k i n g  

d e c l a r a t o r y  reli ef or  m o n e y  d am ag e s  as a g a i n s t  o f f . ^ e r s  and 

d i r e c t o r s  of  the GSOC for the b en e f i t  o f  the c o r p o r a t i o n  

( s h a r e h o l d e r’s d e r i v a t i v e  a c t i o n s ) ;  lodge d i s c r e t i o n  in the 

s u p e r i o r  c ourt r e s p e c t i n g  w h e t h e r  and  in what amount a s e c u r i t y  

bon d for e x p e n s e s  of l it ig a ti o n  s h o u l d be r e q u i r e d  of such a 

p l ai n t i f f ;  p r e c l u d e  n o n - j u d i c i a l l y  a p p r o v e d  o u t - o f - c o u r t  

s e t t l e m e n t s  of s u c h  a c t i o n s ;  and, p r o v i d e  for an a c c o u n t i n g  

to the c o r p o r a t i o n  of a ny p ro c e e d s  r e c e i v e d  by the l i t i g a t i n g

-8-



s h a r e h o l d e r ( s )  w h e t h e r  by j u d gmen t, s e t tl e m e n t ,  or  c om p rom ise . 

Explanation: One of the most important developments in the past half

century in seeking to hold directors and officer^ accountable for harm 

thpy 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 mone> damages goes to the corporate treasury, not to the 

litigating shar<holder (save for reimbursing him/her for the co?*s of the 

1itigat ion).

Nearly ever/ jurisdiction permit; such actions and most regulate the 

conduct of such litigation by statute. Alaska is one of the few juris­

dictions which permits hut docs 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 actions 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 Froeedu. •. 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 shareholders may bring such an action?

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

her share at the time of the transaction of which complaint is made

-9-
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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). Thu*. I would propose 

that the shareholder be required to make demand upon the Board for 

corrective acction 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 tr 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 management or in the 

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

To minimize the Instance of such "strike suits," many Rtatcs in the 

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

post a bond as a precondition to maintaining the action, a bond which 

would hold the defendants harmless against their costs of litigation 

(including attorney's fees) in the event the shareholder should fail 

to prevail. There is no current Alaska law on this point. Rule 23.1 

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

-10-



features of modern California and N^w 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 requiring that a bond be posted or in denying the 

request of the defendants. If a bond is required the court has 

further discretion to determine the amount of the bond. California 

presently 1'.mi ts the bond to a sum not more than $50,000. This 

ceiling is viewed as posing some protection against a 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 ceiling) at any time during the course of the litiga­

tion upon the motii.i of either party or upon the court's own 

initiative as it seems the interests of fairness to require.

* Should the shareholder who has commenccd 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 Interests 

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 anj proceeds realized from such 

an action?

Yes. In all jurisdictions -his is mandatory if the court returns a 

judgment against the defendant officers .r 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 these funds suffirient to cover the costs of the litigation.

But what if the resolution is by way of an informal settlement? This 

is the dark sid? of this type of litigation. Frequently shareholders 

are offered a tidy sum (e.g., $20,000) if they will dismiss their 

suit. They keep the money and none of the other shareholders are thf 

wiser. New York simply prevents this. There c m  be no informal 

settlement. Any dismissal predicated upon a compromise must be pre­

sented to the court, its terms noticed to the other shareholders, and 

any proceeds paid into the corporate treasury.

If all of these features are incorporated into the enabling act, I am 

of the view that Alaska will have the be - of all possible positions with 

the virtue of derivative actions and none of the vices inherent in strike 

1 it igation.

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

principle the concept of permitting derivative actions 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 _____. If

"ves," 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

such an action without court approval? YES______ NO _____.

* The suggested provision that the litigating shareholder in

all circumstances b- forced to account to the corporation 

for any proceeds realized from such a derivative action?

YES ____  NO  .

II. PROPOSALS DESIGNED TO INCREASE THE INFORMATION AVAILABLE TO AND THE

POTEN" AL RO: E OF SHAREHOLDERS IN THE GENERAL STOCK OWNERSHIP CORPORATION.

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

LIABILITY FOR AN OFFICER OR AGENT WHO WRONGFULLY REFUSES TO ALLOW A SHARE­

HOLDER, OR A SHAREHOLDER'S AGENT OR ATTORNEY, TO EXAMINE AND MAKE 

EXTRACTS FROM CORPORATE BOOKS AND RECORDS.

I p r o p o s e  that an o f f i c e r  o r a gen t w h o  refuses to a l l o w  

a s h a r e h o l d e r  o r  th e a ge nt  or  a t t o r n e y  of a s h a r e h o l d e r  to 

e x a m i n e  a n d  m a k e  e x t r a c t s  from  c o r p o r a t e  books a nd records

-13-



o f a ccount, m i nu t e s ,  and r e c o r d o f  s h a r e h ol de rs ,  for a 

p r o p e r  p u rp o s e  be m a d e  l ia bl e  to the a g g r i e v e d  s h a r e h o l d e r  

for the penal s um of $ 1 , 0 0 0  in a d d i t i o n  to o t he r  d a mag es or 

re m e d y g i ven  such s h a r e h o l d e r  by law.

Explanation: Currently Sec. 10.05.240 of 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 

GSO . In other contexts it may be very effective tor 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 3 sharehclder 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 

sanct ion.

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 rig' t of 

inspection is essen*ial. Indeed, the Committee might desire to see 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 Committee favor the

concept of a statutory right of shareholders in the General Stock 

Ownership Corporation to inspect corporate books and records?

YES ____  NO  . Should this sum be levied: (a) per
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PROPOSAL NUMBER FIVE: THAT THE SHAREHOLDERS BE GIVEN THE POWER TO

INITIATE AMENDMENTS TO THE BYLAWS.

T he  c u rr en t s ta tu te s  in Al ask a p r o v i d e  that the a rt ic le s 

m a y  r e s t r i c t  the p ow e r  to adopt, amend, and repeal byl aws  to 

the B o a r d  of Directors. T h e  Kelso R e po rt  r ec om me n d s  a r t i c l e s  

w h i c h  do so r es tr i c t  th e p o w e r  to the B o a r d  and it is li kel y 

that this is what a B o a r d  w ou ld  do. I p r o p o se  that the 

e na bl in g  act be a m e n d e d  to r e s e r ve  a p o w e r  of ado pti on,  

a m en d m e n t  or  repeal of the by law s to the v ote or w r i t t e n  

a s se n t  of  s h a r e h o l d e r s  e n t i t l e d  to e x e r c i s e  a m a j o r i t y  of the 

vot in g  p o w e r  of the GSOC. I w o u l d  al s o  p r o p o s e  that the act 

pe r m i t the Bo ard  to e n j o y  this po wer  save for the fact that 

the B o a rd  co uld  not, on its own m o t ion , repeal or a m en d  ' 

b y l a w  w h i c h  had bee n a d o p t e d  by vote of the sha reh old ers .

ExplanatIon: As was dramatically illustrated by tho content of the

Kelso Report, the document which is most likely to contain the crucial 

provisions which govern the structure and operation of the General Stock 

Ownership Corporation is *'*e bylaws. A significant feature in what is, in 

my opinion, the excessive grant of power to the Board in SSHB 240 is the 

potential for vesting this power exclusively in the Board. The balance 

can be redresred by simply amending the enabling act to provide for a 

sharing of this power in the case of a General Stock Ownership Corporation. 

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor

the concept of permitting the shareholders to adopt, amend or 

repeal bylaws in the General Stock Ownership Corporation?

YES _  N O  . If "y<?s.M does the Committee favor the
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suggestion that this power be vested by statute in both the 

shareholders and the Board? YES NO

III. PROPOSALS DESIGNED TO IMPROVE THE QUALITY OF BOARD DECISION MAKING.

PROPOSAL S I X : THAT THE BOARD BE ENABLED TO TRANSACT BUSINESS BY USE OF

A CONFERENCE TELEPHONE OR SIMILAR COMMUNICATIONS EQUIPMENT.

Gi ve n the s i g n i f i c a n t  d i s t a n c e s  as b a r r i e r s  to travel w i t h i n  the 

S t a te  of Alaska plus the s t r o n g l i ke l i h o o d  that a m i n o r i t y  o f  the 

di r e c to rs  will be n o n- A l a s k a n s ,  I p r o p o . e  that the e n a b l i n g  act be 

a m e n d e d  to a u t h o r i z e  the b o a r d  to t r an s a c t  b u s i ne ss  by use of a 

c o n f e r e n c e  t e le p h o n e  o r  s i m i l a r  c o m m u n i c a t i o n s  e q u i p m e n t  so long as 

all m e m b e r s  p a r t i c i p a t i n g  in such  a m e e t i n g  can h e a r  one another. 

Explanation: One of the difficulties inherent in a body of nine members

is to physically gather them in the same place at the same time for the trans­

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

difficult. The result has been a tendency to permit the Board to divide 

itself into smaller working committees or an "executive committee" to which is 

delegated most of the Board's function and authority. There is a price paid 

for such a solution. Decisions are nade without the participation of the full 

membership. Yet a r classical solution is at hand, and from my personal 

observation, a very familiar aspect of life in Alaska— the use of modern 

communications equipment to hold board meetings notwithstanding the fact that 

the members are not in the same place at the same time. Both California and 

Delaware now permit this and the reported experience is very satisfactory. I

would suggest that such a provision be made a permanent amendment to Sec. 

10.05.198 for all corporations formed in Alaska. It certainly merits adoption 

in the special case of the GSOC.
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DIRECTIONS TO TOUR 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 

participation in such 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 A l a s k a  law p e r mi ts  the B o a r d  to di vi d e  itself into 

c o m m i t t e e s  i n c ludi ng an e x e c u t i v e  c o m m i t t e e  and to d e l e g a t e  b oa r d  

func tio ns and authority. I ha v e  no q uar rel  w i t h  this c o n c e p t  but 

do s u gges t that the e n a b l i n g  act be a m e n d e d  to m a k e  it c l e a r  that 

r e g a r d le ss  of c o m m i t t e e  a s s i g n m e n t s  any  d i r e c t o r  shall ha v e  the 

right to a tt e n d  (but not p a r t i c i p a t e  in) a ny  m e e t i n g  of any 

c o m m i t t e e  an d to ha v e  a c ce s s  to books a n d  records p e r t a i n i n g  to 

the a c t i v i t i e s  o r  r e s p o n s i b i l i t i e s  o f  suc h c o m m i t t e e s  as may, 

from time to time, be created.

Explanation: Again wo illustrate what one Jurist has termed the

"law of laws" . . . that every advantage is purchased at a price. The desire 

to st-eamlire and specialize the functions of directors is understandable but 

the price is the exclusion of those directors who are not appointed to key 

committees. Sometimes this problem assumes serious dimension as those 

directors whu are perceived by the majority as raising vexing questions and 

airing dissenting 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 

committee and to have access to books and records.
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DIRECTIONS TO '/OUR DRAFTING AIDES: Does the Committee favor

the concept of granting directors a statutory right to attend 

tne meetings of any Board committee and to have access to minutes 

and records? YES _____ NO  .

END OF THIS TRANSMISSION —  SEPARATE LETTER BEING TRANSMITTED NEXT.
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SUMMARY OF TESTIMONY 

Robert D. Hamrin

In 1976, the Joint Economir Committee recommended to Congress 
that it "be made national policy to pursue the goal of broadened capital 
ownership" and e follcw-up staff study concluded that "serious consideration 
should be given to plans that are open to all individuals."

I wish to congratulate the state of Alaska for taking the first bold 
steps toward implementing such a plan. I also wish to emphasize that a 
primary virtue of the proposed AGSOC is its simplicity in dealing with one 
class of stock distributed equally to all citizens. It is most likely 
that refinements will be made over time but for now, it is important that 
a track record begins to be established and people's reactions gauged.
I finmly believe t^at tbo AGSCC, if established, will long be heralded 
a3 the first move toward "economic democracy."

As an economist who has examined all the major ideas for broadening 
capital ownership, I feel the AGSCC is the right step at the right time.
The current r.atioml policy for broadening capital ownership, ESOPs and 
TRASOPciic good so far as it goes, but that is not far enough since the 
majority of individuals wculd not significantly benefit from such 
employee-centered plans.

The ACGOC would benefit every citizen; it would allow all Alaskans 
to share directly in their highly productive eccncry; it should establish 
a stronger foundation for future economic growth due to the increased 
consumption demand flow!rig from the augmented incomes of consumers; it is 
the boat plan for providing a more equitable distribution of income and 
wealth without disturbing present holdings; and by enabling all citizens 
to "parti cl pate" in production through capital ownership, they should 
gain a letter understanding rf the workings of the private enterprise 
system.

The full text of ny prepared at iterant presents a critique of the 
Kelso study which focuses on a nurl ir of inaccurate statements .made in the 
"economic reasoning" soction. My statement also contains some specific 
consents regarding the AGGOC bill: I quo-♦ion whether an emigrating
shareholder, particularly in the first few years, si 'mid be allowed to 
toko stock with him; there should 1c provisions for how the stock shares 
from future major investments would bo distributed a:* well aa for

repayment of the lean; the question of who the beneficiaries should to 
in the future and whether shares should bo equally distributed noons to 
be examined.



Testimony for Division of Legislative F. .lance 
regarding

Alaska General Stock Ownership Corporation (AGSOC)

Robert D. Hamrin

The Rir.ht Step at the Rirht Tirio 

In its 1976 Annual Report, the Joint Economic Committee made the 

following recommendation to Congress:

To provide a realistic opportunity for more U.S. citizens 

to become owners of capital, and to provide an expanded source 
of equity financing for corporations, it should be made national 

policy to pursue the goal of broadened capital ownership.

Four months later, the Committee published a staff 3tudy which after 

ixaminir.g numerous means by which to achieve broadened capital twncrship 

concluded:

Since this is a goal for all Americans and not Just employees of 
corporations, serious consideration should be given to plans that 
are open to all individuals...

Throe years later, tho state of Alaska is to be congratualnted for 

taking the first bold steps toward implementing such a plan. Talk, es­

pecially in Washington, D.C., comes cheap and there is much talk regarding 

the ills of our society and even a fair amount regarding possible remedies. 

But 95# of talk onds there. Of the 5JC that does result in new policies 

or actions, 90-95/S is simply a replay of old ideas, perhaps slightly modi­

fied. Rare, extremely rare, is the example of a bold, creativo new solu­

tion actually being implemented. This is tho primal^' point that should be 

remembered in the midst of the specific details which follow.

In the sane vein, although a few "complicsting" suggestions are offered 

below, n primary virtue of the proposed plan is its simplicity. It deals 

with one class of stock distribute. 1 equally to all citizens. Thie is a s  

it should bo for the initial general plan for broadened capital cwnorahip.



If, for example, a choice of stocks from a diversified portfolio were offer­

ed to households, wise or simply early recipients could quickly deplete 

the supply of "choice stock" and individuals who are not knowledgeable and 

perhaps have never owned stock would be handicapped in making wise choices 

on a diversified portfolio.

The AGSOC, if established, will be long remembered as the f^rst con-
y*

crete step towards "economic democracy." The intent of this phrase has

been incisivoly portrayed by Winnott Boyd:
«

If a country in which only a few m e n  and women are citizens 

is politically unjust, the remedy is not to abolish citizenship 
but to make all men and women citizens. If an industrialized 
country in which only a few own all the capital is economically 
unjust, the remedy is not to abolish private capital but to make Jt 

possible for all to become owners of sotne of it.

An Economic Perspective 

Statistics show that in tho early 1970s, nearly ono out of every 

eight American families had essentially no financial net worth and the 

majority had a financial net worth of loss than $10,000. This illustrates 

the fragile, debt-underwritten affluence of American households and the 

fact that the economic democracy spoken of nVove i3 far from a reality.

If economic democracy is to be the coal, then EbOPs. c »d TPAGOPs 

which constitute tho current national policy for broadening capital ownership 

cannot be the final answer. Because tho majority of individuals would not 

significantly benefit from such employce-centored plans, there is a lack 

of intoreat and support for than. This again points to tho nood for a 

plan that rcachos everyone. There is much to bo said for tho excitement 

flteirfldng from a commonly uhared experience among all Alaskan citizens 

that ouch a plan in likely to generate.

Tho ACJCC has many attractive features. It can benefit ovcryone or 

be targeted to whatever groups may be deal rod. It does not favor corporate



officers or executives, or persons employed by the most successful or 

most capital-intensive corporations. It does no force a rift between 

a worker and his or her union nor does it create a clinate in which union 

leaders might take control of corporations. It does not depend, as 

EGOPs and TiiAoOPs do, upon tax subsidies, tax benefits, or the loss of 

tax revenues. ^
i

What the AGSOC does do is most important. It allows all Alaskans
S

to share directly in their highly productive economy, thus increasing 

purchasing power as more dollars flow as dividends to lower and middle income 

households. Rclatedly, it should establish a stronger foundation for 

future economic growth which would be stimulated by the increased census.p- 

tion riemar flowing from the augmented incomes of consumers. It also 

does more in tcims of providing a more equitable distribution of income 

and wealth without disturb: ng present holdings than nny other plan that 

has boon suggested to date. A "inal important non-cconomic benefit is 

that by enabling all citizens to "participate" in pronuctior. not only 

through their labor but also through capital ownership, tie ACSCC will 

3eat! to a bettor understanding by Ala3kaii3 cf the workings >f the private 

enterprise r.ystom.

Basically, tho AGSOC is recognizing that some portion of tho state's 

immense "public wealth" should bo distributed directly to tho people. The 

stato govcrizne.it can facilitate this by providing a mechanism whereby nil 

individuals hnve equal access to credit in order to obtain stock on the 

basis of its anticipated future earnings.

Cri t ique cf the Kcj so Study

My general reaction to the Kelso study was ono of disappointment. In 

specifying the legal and financial design of the KL .CC , it did not go much



4 .

beyond the provisions specified in the Revenue Act of 1978. The other major 

part - the economic reasoning supporting the bill - was riddled with incor­

rect statements, some of a serious nature which should be divorced frcr.i 

the considerations on establishing an AC30C. What was needed was not 

simply tl.i, "design" of fin AGSOC but an analysis of it which would specify 

first why this type of corporation should be established over other means
T

of broadening capital ownership and second its numerous effects. J

Before highlighting the incorrect statements in the "economic reas­

oning" section, I have two questions regarding the design of this project 

as proposed by Kelso. Tho first regards his statement on page $ that the 

proposed design permits an "emigrating shareholder to take his stock with 

him in order to continuo to enjoy its income in tho future." This seems 

to violate the spirit of the AG30C proposal. It dooo not seem right that 

someone who recently moved t-' Alaska with the intent of staying only a 

few years can leave with a share of stock within a couple of years.

Tho more serious matter regards-the question of future financing and 

distribution of newly creatod stock. On page 20, the Kelso study dis­

cusses new residonts purchasing shares from the initial diutrilntion which 

tho corjicration hod bought back. I could find no discussion, however, of 

how the shares from « second major investment a few years henro would be 

distributed. Would just new residents receive such shares? Would all res­

idents receive the shares? If so, would they all receivo equal shares?

This point needs to bo clar5ficd in tho bill.

Regarding the economic reasoning section, tho most serious problem is 

tho insertion of Koloo's two factor theory contention that we have been 

operating under one factor (labor) theory aid policy: "The notion that

labor ie tho only, or chief, factor of production ia tho keystone of the



conventional economic wisdom." (p. 17) This is patently false as capital 

has been at the forefront of econoric analysis for most of this century.

The danger is that linking the AGSOC to two-factor theory would instantly 

discredit the AGSOC. Furthermore, there is no need to bring one factor, 

two factor or e'.en three factor (which is what economics has emphasized 

for 200 years) theory into a discussion of a plan to broaden capital ownership.

It should also be noted that the so-called two factor theory is really 

the clearest example one could hope to see of a one factor thecry: "an

age when wealth is chiefly produced by things" (p. 21) or "affluence 

is r.ot the product of the human factor but the non-human factor." (p. 22)

Such statements have no basis in reality.

Other statements that are incorrect arc: "still pretending to believe 

that labor's productivity is rising" (pp. 16-17) because everyone has 

acknowledged for years the decade long decline in labor productivity;

"there could be no physical shortage of purchasing power..." (p. 23) 
because the concept of a physical shortage cannot relate to purchasing 

power; and "since the corjoratc sector produces b7^ of non-agricultuial, 

non-govcrnnontal goods and services, it also generates e7% of tho economy's' 

purchasing pcwor" (p. 2J>) because purchasing power anil production are not 

equivalent to each other, boing two distinct phenomena. There is uluo a 

factual error on p. 10 for tho maximum corporate inccro tax rate is now

Sncci f l c  Comments £nd Kocow icndst lon s
1 have n number of concerns regarding dividends. First, it is un­

clear to mo when they start being distributed. Also, doc3 the 90jC manda­

tory payout refer to net income n£t°X the loan payment ias been node?

Belatedly, I could find no previsions in the bill related to repayment of 

the loan, jiarticulorly regarding tho time period. This should to clearly 

specified.



hegarding the distribution of dividends, I have noted that a one share 

per citizen distribution is appropriate in the beginning. However, if the 

goal is to provide capital ownership to those who otherwise would likely 

never own capital, the idea of distributing future shares according to 

income level should be explored. It is hard to justify giving free shares 

to that top 5^ Kelso so often refers to who own most of the inccme- 

producing capital today. Perhaps a simple sliding scale would be most 

equitable: 3 shares to those making $0 - 12G00; 2 shares for $12 - 25000,

1 share for $25 - 40000 and no shares for $/*CC00 and above. The ques­

tion of whether all citizens or just adults should be share recipients 

needs to be examined. Also, should long-standing Alaskan citizens receive 

favored treatment over ncwccirors? Such questions would become mere sig­

nificant as future investments a r e  undertaken by AGSOC.

Ky other set of comments relate to project evaluation. Sor.ator 

Craved has suggested the type of c v a l u & M o n  he would U k e  to see in the 

Congressional Record of October 2/*, 1976. -I encourage .he Alaskan State 

Legislature to incorporate these roquirenents into the legislation estab­

lishing the AGSOC: that the annual report of the GSCC filed with the

Treasury Department include studies of the effoct of the GSOC on distri­

b u t e  i of income and wealth, tho level of transfer payments mode or 

required, the social arid demographic profiles of GSOC shareholders, tho 

lovol of economic understanding of GSOC shareholders, and possible beneficial 

revisions to the CSOC legislation. Tho legislature may also want to more 

clos- ly oxamino the refect on state revenues and outlays as well as conduct 

a more in-depth survey of a sample of recipients which could be used os 

input tc an annual "Report from the People1' which cou^d be distributed to 

all Alaskans.
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Jan ies M Ict w ere  ab le  to  c rea te  and  fu n d  the E con om ic  anil I v -w ’ 
o p n v n t  (.'•• p< ir.it io n , a separa te Sw iss c om p a n y , and  pas 
to  O r . H u b e rt  W c is b ro t l, a Sw iss a tto rn e y , to  s t im u la te  West ( 
m an  jet sa les w ith ou t th e  know led ge  o f  the  Ix ia rd  o r ,  a p p a re n t ly  
o th e r s en io r execu tives .

A t 3-M. cha irm an  B e rt  C ro ss  and  finances v ice  p res iden t Irw ir,
H an sen  o rd e re d  th e  c om p an y  in su ran ce  d ep a rtm en t t o  pay  out 
$ 5 0 9 ,0 0 0  f o r  im ag in a ry  in su rance  and the  b o o k k e e p e r to  fra u d u ­
le n t ly  re c o rd  the p aym en ts  as a “ necessary  and  p ro p e r ”  ’  isiness 
expense  fo r  tax pu rp o se s . A lth o u g h  the  tran sac tion s  lacked 
req u ire d  d ocum en ta tion , th ey  w e re  app roved  b y  b o th  depa rtm en ts 
and la te r “ v e rifie d "  b y  1 ia sk in s and  S e lls , th e  o u ts id e  a u d ito r .

A sh la n d  O i l C o rp o ra t io n 's  c h ie f execu tive  o ff ic e r , O rw in  E .
A tk in s , in vo lv ed  at least e ight execu tives in  i l le g a lly  gene ra ting  and 
d is tr ib u tin g  $ 8 0 1 ,1 6 5  in d om estic  p o lit ic a l c o n tr ib u t io n s , a lso  w ith ­
ou t qu es tion . N o t  o n ly  w as th e  b o a rd  n o t in fo rm e d  u n ti l th e  Spec ­
ia l P ro s e c u to r ’s O ff ic e  and  In te rn a l R c sc n u e  S e rv ice  c om pe lled  
A tk in s  to  d r ib b le  ou t d e ta ils  o f  the  m isa p p rop r ia tio n  o f  fu n d s , but 
E rn s t  and E rn s t , A sh land 's accou n tan ts , d id  n o t e ffe c t iv e ly  inves­
tig ate  any  o f  h a lf  a d ozen  separa te  accounts it d iscove red  that sug ­
gested A sh land 's  ille g a l c ou rse  o f  action .

The Lcqal Basis o f Management Power
T h e  lega l basis fo r  such a c on so lid a tio n  o f  p ow e r in the  hands o f  
the c o rp o ra t io n ’s c h ie f execu tive  is the  p ro x y  e le c tion . A n n u a lly  the 
sh a reh o ld e rs  o f  each p u b lic ly  h e ld  c o rp o ra t io n  a re  g iven  the  o p p o r ­
tu n ity  o f  c ith e r a ttend ing  a m ee ting  10 n om ina te  and  e lect d ire c to rs  
o r  re tu rn in g  p ro x y  cards to  m anagem en t o r  its c h a llen g e rs  signing 
o v e r th e ir rig h t to  vo te . E cu  sh a reh o ld e rs  p e rson a lly  a ttend  m eet­
ings. S y lv a n  h i iv i r ,  a R eu te rs  c o rre sp on d en t w h o  cove rs  o v e r 100 
W ilm in g to n  a n n u a l, m eetings each y e a r , e lcsc ribetl rcp» cscntative 
1974 m eetings in an in te rv iew : A t C itie s  S e rv ic e  C om p a n y , the 
77 th  la rgest in d u s tr ia l c o rp o ra t io n  w ith  som e 1 3 5 ,0 0 0  sh a reh o ld e r* .
15 sh a rch o id e .s  a c tu a lly  a ttc iu lcd  th e  m ee ting ; E l P aso  N a tu ra l G a* 
w ith  1 :5 ,0 0 0  sh a reh o ld e rs  had j o  sh a reh o ld e rs ; at G oca C o la , the 
6 9 th  la rgest c o rp o ra t io n  w ith  7 0 ,0 0 0  sh a re h o ld e rs , : j  sha reho lde r* ,ljr L

S c u t e s  :  ~7 a m > * ) c J * e _
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,rrnded the annua l m ee ting ; at B r is to l M eye rs  w ith  6 0 ,0 0 0  sha re - 
b H c r s  a lik e  25 sh a reh o ld e rs  appeared . E scn  “ C am pa ig n  C M , "  
the m ost p u b lic iz e d  sh a re h o ld e r cha lleng e  o f  the past tw o  decad es, 
attracted n o  m o re  th an  3 ,tx x i o f  G en e ra l M o to rs ’ 1 ,4 0 0 ,0 0 0  sha re ­
ho ld e rs , o r  ro u g h ly  tw o -te n th s  o f  o n e  p e rcen t.

I b u s , c o rp o ra te  d ire c to rs  a rc  a lm ost in v a r ia b ly  chosen  b y  
w ritten  p ro x ie s . V e t m anagem ent so  to ta lly  d om in a te s  the p ro x y  
m ach in e ry  th a t c o rp o ra te  e lec tion s  have  com e to  re sem b le  th e  S o ­
viet U n io n 's  euphem is tic  “ C om m u n is t b a llo t ” — that is , a b a llo t 
which lists  o n ly  on e  s la te  o f  c and id a tes . A lth o u g h  fe d e ra l a nd  state 
law s re q u ire  th e  annua l p e r fo rm an c e  o f  an e lab o ra te  scries <d r itu a ls  
p re te n d in g  th e re  is “ c o rp o ia tc  d em o c ra c y ,"  in  1973 , 9 9 .7  p e rcen t o f  
the d ire c to r ia l e lec tion s  in  o u r  la rgest c o rp o ra t io n s  w ere  un con - 
tcstcd .

O f  the  6 ,7 4 4  c o rp o ra t io n s  req u ire d  to  fi le  data w if h the S e cu ri­
ties and  Exchange  C om m is s io n , in cum ben t m anagem ent re ta in ed  
c o n tro l in at least 6 ,7 3 4  c om pan ie s , o r  9 0 .9  p e rcen t. In  th e  5 0 0  
la rgest in d u s tr ia l c o rp o ra t io n s— co rp o ra t io n s  w h ich  account fo r  
som e  6 6  p e rcen t o f  th e  sales o f  a ll in d u s tr ia l c o rp o ra t io n s  in  the  
U n ite d  S ta tes— no  in cum ben t m anagem en t was even cha lleng ed  in 
1973 . O n e -s id e d  as these  re su lts  a rc , th ey  a rc  e n t ire ly  typ ic a l fo r  
the la rgest business c o rp o ra t io n s . D u r i ig  the  18 ' ca rs fo r  w h ich  
da ta  a rc  a v a ila b le , 1 9 5 6 -7 3 , m anagem ent has w on  9 9 .9  pe rcen t o f  
a ll p ro x y  so lic ita tio n s  in  10 ou t o f  18 y e a rs .

T1IE REST DEMOCRACY MONEY CAN IIUY
T h e  key  to  m anagem en t’ s h egem ony  is m on e y . E ffe c t iv e ly ,

| o n ly  in cum ben t m anagem ent can nom ina te  d ire c to rs— because  it 
has a n e a r ly  u n lim ite d  p ow e r to  use c o rp o ra te  fu nd s  to  w in  Ix ia rd  
e lec tion s w h ile  o p p on en ts  m ust p rep a re  separa te  p ro x ie s  and cam ­
paign li te ra tu re  e n t ire ly  at th e ir ow n  expense .

T h e re  is firs t m anagem en t’s p ow e r to  p rin t and post w ritte n  
com m un ic a tion s  to  sh a reh o ld e rs . In  a typ ic a l p ro x y  con te s t , m an - 
igcm ent w ill “ fo l lo w  u p "  its in it ia l p ro x y  so lic ita tion  w ith  a b om ­
bardm ent o f  fiv e  to  ten  subsequen t m a ilin g s . A s a tto rn e ys  E dw a rd  
Aranow and H e rb  E in h o rn  e xp la in  in th e ir trea tise , Proxy Content 
for Corporate Control:
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Perhaps the most important aspect o f the fo llow -up letter is its role in 
the a ll-im portant efforts o f a soliciting group to secure the latest-dauJ proxy 
from  a stockholder. It is characteristic o f  every p roxy contest that a lat^e 
number o f  stockholders will sign and return proxies to one faction ar.J 
then change their minds and want to have their stock used fo r the opposing 
faction.

T h e  techn iques o f  th e  N o r th e rn  S ta tes P ow e r C om p a n y  :n 
1973 a re i l lu s tra t iv e . A t that t im e , N o r th e rn  S ta tes P ow e r C o m ­
p an y  v o lu n ta r i ly  em p lo y ed  cum u la tiv e  v o tin g , w h ich  m eant that 
o n ly  7 .2  pe rcen t o f  ou ts tand ing  shares was necessary  t o  e lect on e  
d ire c to r  to  N o r th e rn ’ s 14 -pe rson  b o a rd . T ro u b le d  b y  N o r th e rn 's  
re c o rd  on  e n v ironm en ta l and  c on sum e r issues, a b ro a d ly  based c o ­
a lit io n  o f  p u b lic  in te re st g rou p s  ca lled  the  C it ize n s ' A dvoca te  fo r  
P u b lic  Utility R esp on s ib ility  (C A P U R )  nom ina ted  M s . A lp h a  
S n a b y , a fo rm e r  M inneso ta  state le g is la to r to  ru n  fo r  d ire c to r . 
T h e se  g ro u p s  then success fu lly  so lic ited  the  vo te s o f  o v e r  14 p e r­
cent o f  a l l sh a re h o ld e rs , o r  m o re  th an  tw ic e  the  vo te s necessa ry  to  
e lec t h e r to  the b oa rd .

Northern S ta tes then bough t back the  e le c tio n . B y  so lic it in g  
p ro x ie s  a second , and then  a th ird  tim e , the P ow e r C om p a n y  was 
ab le  to  p e rsu ad e  (o r  c on fu se ) the sh a reh o ld e rs  o f  7 t  pe rcen t o f  the 
2 .8  m illio n  shares cast fo r  M s . S n a b y  to  change th e ir votes .

L a rg e r , m o re  expe rienced  c o rp o ra t io n s  a re  u su a lly  less h eavy - 
h anded . T y p ic a l ly ,  th ey  w i ll beg in  a p ro x y  cam pa ign  w ith  a series 
o f  “ b u ild -u p '' le tte rs  p re lim in a ry  to  the first p ro x y  so lic ita tio n . In  
C am pa ig n  C M , G en e ra l M o to rs  e levated  th is  stra tegy  to  a new p la ­
teau b v  encasing the P ro je c t on  C o rp o ra te  R esp on s ib ility 's  s ing le 
1 0 0 -w o rd  p ro x y  so lic ita tio n  w ith in  a 2 1 -page b ook le t spec ifica lly  
reb u tt in g  each o f  the P ro je c t ’ s charges. T h e  P ro je c t , o f  cou rse , 
c ou ld  n eve r a ffo rd  to  re sp ond  to  G M ’s cam pa ign . T h e  postage 
c osts o f  so lic it in g  G M 's  1 ,4 1x 10 00  sh a reh o ld e rs  a lon e  w o u ld  have 
exceeded S 1 0 0  0 0 0 . The cost o f  p r in t in g  a d ocum en t c om pa rab le  to 
G M ’s 21 -page b o o k le t , m a ilin g  it o u t , accom pan ied  b y  a p roxy  
s ta tem en t, a p ro x y  c a rd , and  a stam ped re tu rn  e n ve lop e  to  each 
sh a re h o ld e r m igh t have ru n  as h igh  as $500,01x1.

N o r  is it lik e ly  that the  P ro je c t o r  an y  o th e r o u ts id e  shi^e- 
h o ld e r c ou ld  m atch  G M ’s a b ility  t o  h ire  “ p ro fe s s io n a l"  p 'oxx
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to rs such as G co rg e son  & C o m p a n y , w h ich  can d e p lo y  u p  to  to o  
so lic ito rs  th ro u g h o u t the c o u n try  to  p e rs o n a lly  con tact sh a re ­
h o ld e rs . g ive  them  a cam paign speech , and  u rge  them  to  re tu rn  
th e ir p ro x ie s . B y  d a ily  tab u la tion  o f  re tu rn ed  p ro x ie s , p ro fe ss io n a l 
so lic ito rs  a re  ab le  to  id e n t i fy  on  a d a y -b y -d a y  basis the  la rgest 
b locks o f  s tock  ou ts tand ing  w h ich  have ye t to  re tu rn  a fa v o ra b le  
vote .

M anagem en t’s “ a rm y "  in  a p ro x y  contest w ill a lso  in c lu de  a t­
to rn e y s  to  p rep a re  necessary  d ocum en ts  fo r  the SEC  and d is trac t 
the o p p o s it io n  w ith  c o s t ly  lit ig a t io n ; accoun tan ts and statistic ians 
to  p rep a re  the  m ost se lf-se rv in g  fin anc ia l an a ly s is  a llow ab le ; and  
p u b lic  re la t io n s  ad v iso rs  to  p re p a re  adve rtisem en ts fo r  tra d e  jo u r ­
na ls and the  fin anc ia l sec tion  o f  m a jo r  n ew spape rs . In  the past 25 
y ea rs  the re  have  been no  m o re  than  a d o zen  instances in w h ich  in ­
su rgen ts have  been ab le  to  m atch  m anagem ent expenses in  a m a jo r 
p ro x y  figh t. O v e r  the past decade , o n ly  th e  M G M  p ro x y  contest o f  
1967 has seen in su rg en ts  m atch  m anagem en t expenses in  a la rge  
c o rp o ra tion 's  p ro x y  con test fo r  c o n tro l.

A  second advan tage— and one  that n o  ou ts id e r can m atch— is 
m anagem en t’s a b ili ty  to  use c o rp o ra te  p e rsonn e l o n  its ow n  beh a lf. 
C le r ic a l h e lp  and c le rica l fa c ilit ie s  in c lu d in g  p r in t in g  presses, p h o ­
to c op y in g  m ach ines , and add ress ing  m ach ines a rc  in v a r ia b ly  em ­
p lo y e d . S a lesp e rson s sk i lle d  in ta lk in g  to  cu stom ers arc fre q u e n t ly  
assigned to  the te leph ones to  an sw e r in qu irie s  and to  supp lem en t 
the p ro fe ss ion a l p ro x y  so lic ito rs  b y  m ak in g  d irec t ca lls  to  sha re ­
h o ld e rs . M o re o v e r , sen io r execu tives can be assigned to  te leph one  
p a rt ic u la r ly  im p o rta n t sh a reh o ld e rs  w h o  m ay  be im p ressed  b y  the 
p e rsona l c a ll o f  a to p  execu tive .

S ta te  c o rp o ra t io n s  law  has d on e  n o th in g  to  co rrec t th is in ­
equa lity  o f  c o rp o ra te  resou rces . A lth ou g h  lead ing  cases in  D e la ­
ware and N ew  Y o rk  have engaged in  m uch  gnash ing o f  teeth abou t 
lim iting  m anagem ent e xp end itu re s  to : (a ) p ro x y  con tests in v o lv in g  a 
"p o lic y "  issue , (b ) e xp end itu re s  necessary  to  in fo rm  sh a reh o ld e rs  
about the “ p o lic y "  issue , and /o r (c ) “ re a son ab le "  expenses— n o  dec i-

since n /07  in c ith e r ju r is d ic t io n  has den ied  m anagem ent the 
7»--wer 10 expend  c o rp o ra te  fu n d s  o r  use c o rp o ra te  p e rsonn e l ex - 
*•*1) iv  m anagem ent chooses . F.vcn such  seem ing ly  “ u n re a son ab le "
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e xp end itu re s  as p u b lic  re la tio n s  c ou n se l, “ e n te rta inm en ts ,”  char* 
te red  a ir lin e s , lim ou s in e s , and  the in d ire c t cost to  th e  c o rp o ra tion  
o f  u s ing  o ffic e rs  and em p loy ee s  on beha lf o f  an in cum ben t d ire c to r 
s late have su rv iv ed  ju d ic ia l sc ru tin y . B y  c on tra s t, state c ou rts  have 
fit m ly  e s tab lished  the ru le  that in su rg en ts , u t like  m anagem en t, arc 
n o t en tit le d  to  re im bu rsem en t o f  an y  cam pnign expenses as a m at­
te r  o f  r ig h t. C h a lle n g e rs  m ust d e fra y  a ll th e ir ow n  expenses , w ith  
the  sing le  s lim  hope o f  la te r be ing re im bu rsed  i f  th ey  a re  success fu l 
and  the  s toc kh o ld e rs  ap p rove .

MANAGEMENT CONTROL OF INFORMATION
M anagem en t's g r ip  on  c o rp o ra te  p ow e r is tig h tened  by  its au - 

th o r ' ty  to  p rin t and d is tr ib u te  a n nu a l, q u a r te r ly , and o th e r re p o r ts  
to  sh a reh o ld e rs . B esides the fo rm a l p ro x y  s ta tem en t, these rep o rts  
u su a lly  em b o d y  the o n ly  d e ta iled  in fo rm a tio n  sh a reh o ld e rs  rece ive 
abou t th e ir  c o rp o ra t io n .

N e ith e r  state n o r fe d e ra l law  p laces a n y  m ean in g fu l re s tr ic ­
t io n s  o n  the am oun t o f  m oney  m anagem ent m ay  spend re p o rt in g  to  
sh a reh o ld e rs . SM C P ro x y  R u le s  Jo re q u ire  c e rtific a tion  o f  financ ia l 
sta tem en ts . T h e  re p o r t , h ow eve r , “ m ay  be in  any fo rm  deem ed  
su itab le  b y  th e  m anagem en t" and is n o t sub ject to  th e  same stan - • 
d a rd s  o f  t ru th fu ln e ss  that the  text o f  a p ro x y  so lic ita tion  is sub ­
jec ted  to . C o n s e q u e n t ly , th ough  e ve ry  w o rd  o f  an in su rg en t sh a re ­
h o ld e r's  c om m un ic a tion s  w ith  o th e r  sh a reh o ld e rs  m ay  l>c 
cha lleng ed  i f  it is a rg u ab ly  " fa lse  o r m is le ad in g ,"  m ost m anagem ent 
rep o rts  a re  sub ject to  n o  tex tu a l reg u la tion  w ha teve r.

U n fo r tu n a te ly , m anagem ent rep o rts  arc fre q u e n t ly  " fa ls e  and 
m is le ad in g ."  T h e y  a re  o ften  w ritten  in  .111 upbeat p u b lic  re la tions 
ja rg on  w h ich  em phasizes “ p o s it iv e " aspects o f  the past business 
yea r w h ile  ra t io n a liz in g  o r  ig no ring  m anagem ent m istakes , financia l 
lo sses, c o rp o ra te  o r execu tive  c rim in a l v io la t io n s , o r  c iv il actions 
su ccess fu lly  p ro secu ted  against the c o rp o ra t io n . F re q u e n t ly , a* 
m uch  as h a lf  o f  the tex t o f  an  annua l rep o rt is rep resen tud  by  ove r­
sized c h a rts , c o lo re d  i l lu s t ra t io n s , an I k in d red  pub lic  re la tio n s  pit" 
m ic k ry .

I h e re  is o fte n  litt le  d iffe re n ce  be tw een  the text o f  a f j i l i r v  »', r  
p o ra t io n ’ s annua l rep o rt and a h ea lth y  c o rp o ra tion 's  rep o rt b «  M

84 / Taming tbe Giant Corporation
am p le , a lth ou gh  subsequent c ong re ss iona l te s tim on y  m ade c lea r 
that L ockh eed  w ou ld  have g one  b an k ru p t un less it rece ived  an 
em ergency  loan  gua ran tee  f r o m  the  fe d e ra l g o ve rnm en t, L o ck ­
heed ’s 1969  annua l rep o rt m anaged to  ig no re  the p rom in en t debate 
in C ong re ss  o v e r  w he the r the fe d e ra l g o ve rnm en t sh o u ld  "b a il o u t"  
the firm . In s tead  sha reho ld e rs  read  the fo llow in g :

It is disappointing to h jvc  to  record a net loss fo r the year. Yet set­
backs like this are singularly possible in an industry’ so dependent upon 
government policy and the cb l and flow o f  domestic and international de­
velopments.

We have experienced them before and in each case have emerged 
stronger than ever. We arc confident this w ill be so again. W e say this not 
•>ut o f easy optim ism but from  the knowledge that wc have many broadly 
based defense and commerc'd programs with high business potential and 
that wc arc expending n r . technical e ffo rt to meet the nation's future 
needs.
T h e  re p o r t  then  spent six pages suggesting that Lockheed 's fin an ­
c ia l d iff ic u lt ie s  w e re  p r im a r i ly  the re su lt o f  c on tra c tu a l m isund e r­
stand ings w ith  the fe d e ra l g o ve rnm en t. It  s t ro n g ly  suggested that 
the  fe d e ra l g ove rnm en t w ou ld  c om p rom ise  in  these d ispu tes . It was 
o n ly  after the Sena te  vo ted  an E m e rg en cy  L o an  (iu a ra n te c  b y  the 
razor-thin m arg in  o f  49- 4H in A ugust 1971 that back  heed rep o rted  
to  its sh a reh o ld e rs  that w ith ou t th is  cong ress iona l su b s id y  the c o r­
p o ra tion  w ou ld  have co llap sed .

A  s im ila r lack o f  ve rac ity  appea red  in the 1973 A nn u a l R ep o rt 
o f  the f r a n k l in  N ew  Y o rk  C o rp o ra t io n , w hose p rin c ip a l sub s id ia ry  
was the F ra n k lin  N a t io n a l B a n k , the la rgest state bank eve r to  fa il 
in the U n ite d  S ta tes . Ju st a few  m on th s l>cforc the C o m p t ro lle r  
decla red the F ra n k lin  N a tio n a l B an k  in so lv e n t, the co rp o ra tion 's  
m anagement rep o rte d  to  it •» sh a reh o ld e rs  that " In  1973 F ra n k lin  
m n sc d  an im po i ant th re sh o ld  so that it is now  in  a p o . i t ion  to 
move fo rw a rd  in  e stab lish ing  its e lf as a m a jo r w o r ldw id e  financ al 
“ "♦'•ution and a lead ing  m on ey  c en te r b ank ing  o p e ra t io n ."  N o ­
where m  the re p o rt was any  m en tion  m ade o f  the fo re ig n  cu rre n c y  
^ c u l j t i o n  o r  im p ro v id en t re a l estate lo an s w h ich  fo u r  m on th s  
* c io vcd  the b an k ’s dem ise . T h is  was a se riou s om iss io n , (n r  the 

. • • s l o i n n  o f  fin anc ia l loss caused b y  F ra n k lin '*  co lla p se  w i t

Tbe Content of Federal Chartering / 85I



ab so rb ed  b y  the sh a rch o ld e r-rc a d e rs  o f  th is  re p o r t , no t the m anage­
m ent o r  the  p ub lic  re la t io n s  firm  w h ich  w ro te  it . T h e se  share 
h o ld c r-re ad e rs  w ere g iven  a b so lu te ly  n o  w a rn in g  o f  w hat was c om ­
in g , n o  o p p o rtu n ity  to  exe rt th e ir p re rog a tiv e  to  changc 
m anagem ent n r to  v o te  a m o re  t im e ly  d is so lu tion .

N o r  van in su rg en t sh a reh o ld e rs  ob ta in  m uch add ition a l in fo r ­
m ation  fro m  th e ir ow n  c o rp o ra t io n  w hen th ey  p rep a re  fo r  a p ro x y  
cha llenge . T h e y  lack  the lega l to o ls  to  gain access to  live  in te rv iew s 
w ith  c o rp o ra te  execu tives , boai m eeting s, o r  m em o randa  w h ich  
c ou ld  d ocum en t in te rn a l d eba te , m anagem ent e r r o r , d e roga tion s o f  
law , s lo p p y  e xecu tion  o f  p o lic y , o r  eve*- he con ten t o f  m anage­
m ent's p o lic y  fo rm u la t io n s .

A l l o f  w h ich  is a b iz a rre  c om m en ta ry  on  the S ecu ritie s  and  
E xchange C om m iss io n . T h e  fed e ra l secu rity  law s em phasize  d isc lo ­
su re . T h e  C om m is s io n  has c la im ed  that its P ro x y  R u le s  “ rep re sen t 
an e ffec tiv e  c o n tr ib u t io n  to  c o rp o ra te  d em oc racy  ’ because d is c lo ­
su re  enab les in d iv id u a l in ve sto rs  to  exercise som e m easu re  o f  c on ­
t ro l o v e r th e  m anagem en t o f  th e ir c o rp o ra t io n . A lth o u g h  the S e ­
cu ritie s  and Exchange  A c t o f  1934 au th o rizes  the S E C  to  req u ire  
annua l and q u a r te r ly  re p o rts , in c lu d in g  the  a u th o r ity  to  p re sc rib e  
" th e  item s o r  de ta ils  to  be sh ow n  in  the ba lance  sheet and the e a rn ­
ings statem ent . . . sh a reh o ld e rs  can not c om pe l th e ir c o rp o ra ­
tion  to  g ive a p ro d u c t lin e  o r  d iv is io n  accoun ting  so as t o  uncove r 
u n p ro fita b le  op e ra tio n s . Spec ific  m anagem ent m istakes m ay thus 
Ik- subm e rg ed  in c on so lid a ted  financ ia l re p o rts . S h a reh o ld e rs  m ay 
w ish  to  know  w he th e r execu tives are using expense accounts im ­
p ro p e r ly  o r  a re  being in dem n ified  fo r  ce rta in  c iv il o r  c rim in a l lia b i l­
ities. T h e y  cannot fin d  o u t. T h e y  m ay  w ish  to  read m inu tes o f  the 
m eetings o f  c o rp o ra te  d ire c to rs— w h om  th ey  e lec t— o r rep o rts  o f  
decisions b y  execu tives respec ting  c o rp o ra te  p ro p e r ty — which 
sh a reh o ld e rs  ow n . L  tu lc r fe d e ra l securities law s , they  have n o  legal 
rig h ts  to  d o  so.

I  n d e r Sta t e  S ta tu to ry  law , sh a reho ld e rs  th e o re t ic a lly  h i 'c  
b ro ad  righ ts to  exam ine  c o rp o ra te  reco rd s . S ta te  statutes typ ica l!' 
au th o rize  in spec tion  o f  s h a reh o ld e r lists— w ith ou t w h ich  a sha-e 
h o ld e r c ou ld  n»t e sen  In-gin a p ro x y  so lic ita tio n— an il "o th e r ! • • * *  
and re c o rd s ."  Hut th is access is c ircum sc rib ed  b y  legal t«V  *
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m ents o f  “ g o od  fa i th ,"  " p ro p e r  p u rp o se  " and  m in im um  sh a re  o w n ­
e rsh ip . as w e ll as am p le  o p p o rtu n it ie s  fo r  m anagem en t to  d e la y  
com p lian ce  w ith leg itim ate  sh a re h o ld e r d em and s b y  fo rc in g  e xp en ­
sive c ou rt tests.

A lm o s t in v a r ia b ly  sh a rch o lu  -rs p re va il in  c o u rt  b a tt le s  to  se­
cu re  a sh a reh o ld e r lis t , fo r ,  as a lc a d i..t P e n n sy lv a n ia  d t c b io n  p u t 
it, " . . . the righ t to  exam ine  the s to c k h o ld e rs ’ lis t is a basic  p r iv i­
lege o f  e v e ry  s to c kh o ld e r o f  a c o rp o ra t ion  and  sh ou ld  lie  g iven  the  
w idest recogn ition  as fu nd am en ta l to  c o rp o ra te  d e m o c ra c y ."  B u t 
the c ou rts  a re  re lu c tan t to  en fo rce  sh a re h o ld e r d em and s fo r  o th e r  
in fo rm a t io n . D o c t r in a lly , th is  has liccn  ra t io n a iiz rd  as d e te rr in g  e x ­
cessive " s to c k h o ld e r a g ita t io n ."  T h e  S u p rem e  C o u r t  o f  M inn e so ta  
ra th e r m c lod ram atica ! /  e xp la ined  w h y  in th e  le ad in g  case o f  Stale 
Ex rtl. Pillsbury v. Honeywell:

In  terms o f  the corporate norm , inspection is merely the act o f the 
concerned owner checking on what is in pan his p roperty . In  the context 
o f the large firm , inspection can lie more akin to  a weapon in corporate 
warfare. T he  effectiv eness o f the weapon is considerable: “ considering the 
huge size o f many modern corporations and the necessarily complicated 
nature ol their bookkeeping, it is plain that to perm it thousands o f  share­
holders 10 roam  at w ill 'hrough iheir records w ill render impossible not 
on ly  any attempt to keep their records e ffic ien tly , hut the proper carrying 
on o f  their business." . . . Because the power to  inspect may be the power 
to destroy, it is important that on ly  those with a bona fide interest in the 
corporation en joy the power. .

A la rm in g  as the specte r o f  “ th ousands o f  sh a reh o ld e rs  ro am in g  
at w i l l"  th rou gh  on ce  e ffic ien t c o rp o ra tio n s  m ay be , it can o n ly  be 
c on ju red  up  by  c ou rts  so cunn ing  as to  o v e r lo o k  th e ir in h e ren t 
jud ic ia l p ow e r to  restric t an y  sh a reh o ld e r access t o  c o rp o ra te  data 
to  reasonab le  n um be rs  o f  sh a reh o ld e rs  at rea sonab le  tim es and  rea ­
sonable p laces. Vet p h an tom  o r  n o t , this ra t io n a le  has been em ­
p lo yed  in recen t decis ions to  d en y  on e  A & f*  sh a re h o ld e r access to

m inu tes o f  Ix u rd  m eetings and in fo rm a t io n  re le v an t t o  s to re  
'•'ungs; to  d e n y  R a ls ton  I ’ u rin a  sh a reh o ld e rs  access to  m o n th ly  

pro fit ana lyses em p lo y ed  b y  m anagem en t; and to  d e n y  sha re - 
• • 'rx  1.1 ( , u | f  S u lp h u r  C o rp o ra t io n  in fo rm a t io n  c on c e rn in g  a firm  

* '*> which ( . u l f  p rop osed  to  m erge .
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MANAGEMENT CONTROL OF THE LAW
M anagem en t p ow e r is fu r th e r  en tren ch ed  b y  th ree  sign ifican t 

legal advantages.
F irs t , in a p p ro x im a te ly  9 0  pe rcen t o f  a ll la rge  in d u s tr ia l c o r ­

p o ra t ion s , cum u la tiv e  v o tin g  is not re q u ire d . In  these  c o rp o ra tion s , 
a m in o r ity  o f  sh a reh o ld e rs— e v e n  a m in o r ity  as sub s tan tia l as 4 9 .9  
p e rcen t— m ay be p re c lu d ed  fro m  e lec ting  even  on e  d ire c to r  to  the 
b o a rd .

U n d e r  c um u la tiv e  v o t in g , each sh a re h o ld e r is en tit le d  to  
votes equa l to  the n um b e r o f  his o r  h e r shares m u lt ip lie d  b y  the 
n um b e r o f  d irec to rs  t o  be e lec ted . T h e  s h a re h o ld e r m ay  cast a ll 
his o r  h e r votes fo r  a s ing le  cand id a te  o r  d is tr ib u te  them  am ong 
tw o  o r  m ore  cand ida tes as be o r  she sees fit . C u m u la t iv e  vo ting , 
th e re fo re , h e lp s  to  p ro tec t th e  financial in te rest o f  m in o r ity  share­
h o ld e rs  b y  assu ring  them  vo ice  on  th e  b o a rd  o f  d ire c to rs . A nd  it 
p ro te c ts  the p o l i t i c a l  in te re st o f  m in o r ity  sh a re h o ld e rs . F o r w ith ou t 
cum u la tiv e  v o t in g , the  ten d en cy  o f  la rge  in d u s tr ia l c o rp o ra t ion s  
to  pe rp e tu a te  o n e -p a rty  ru le  is p o w e r fu l ly  enhanced . A s  P ro ­
fe sso r C h a r le s  M . W illiam s  d em on s tra te d  a lte r  a n a ly z in g  p ro x y  
con tests fo r  the  yea rs 1 9 4 3 -1 9 4 8 , c o rp o ra t io n s  w ith  cum u la tiv e  
v o tin g  w ere m o re  th an  tw ice  as like v  to  have  p ro x y  con tests as 
those  w ith ou t.

Because o f  these b ene fits , cum u la tiv e  v o tin g  has e n jo y e d  c on ­
s id e rab le  p o p u la r ity . F rom  1870 , w lu n  I l lin o is  becam e the first 
state to  req u ire  cum u la tiv e  v o t in g , u n t i l 1 9 55 , 13 states had es­
tab lish ed  ab so lu te  req u irem en ts  f o r  c um u la tiv e  v o tin g . A d d i­
t io n a lly , fe d e ra l law req u ire s  c um u la t iv e  v o tin g  fo r  o v e r  5 ,0 0 0  
banks sub ject to  the F ede ra l B an k in g  Act o f  1933 (a lth ou gh  the in ­
tent o f  th is law has o fte n  been fru s tra te d  b y  bank  b o ld in g  com pany  
s tru c tu re s ); and  the S ecu ritie s  and F.xchangc C om m iss io n  has con ­
sis ten tly  req u ire d  cum u la tiv e  v o tin g  fo r  c o rp o ra t io n s  sub ject to  the 
P u b lic  U ti lity  H o ld in  Act o f  1935 and  c o rp o ra t io n s  undergo ing  
reo rg an iza tion  u n d e r C h ap te r X  o f  th e  B an k ru p tc y  A ct. As an at­
to rn e y  snap|K-d in 1950  in fru s t ra t io n  at W iscons in 's  refusal »-• 
c ru e t cum u la tive  v o tin g . "C u m u la t iv e  v o tin g  is s o  ob v iou s ly  m  a. 
c o rd  w uh  iK jr lu s ic  p o lit ic a l p h ilo sop h y  o f  g ro u p  r v p r o r t o a * - • 
and ih c  party system  t lu i  it is d iff ic u lt  to  u n d e rs tan d  t l . y  •’ *

tu rc 's rep ea ted  re je c tio n  o f  it , excep t in te rm s o f  a re sp on se  to  the  
p re ssu re  o f  c o rp o ra te  m anagem ent's in te re s t ."

U n fo r t u n a t e ly , ‘ ‘ the p re ssu re  o f  c o rp o ra te  m anagem en t’ s in te r ­
est" o fte n  d oes  p re v a il in state c o rp o ra t ion  law . B e tw een  1955 and  
1972 , five states d ro p p ed  m and a to ry  cum u la tiv e  vo ting . In  1973 , 
M ich ig an  changed  fr o m  m and a to ry  to  pe rm iss ive  c um u la t iv e  vo t­
ing ; in  1974 l ,OIh C a li fo rn ia  and O h io  c on s id e re d— but d id  not 
enact— s im ila r  le g is la t io n . T o d a y , in D e law a re , as w e ll as 32 o th e r 
states , c um u la t iv e  v o tin g  is not req u ire d . T r u e ,  in  m ost o f  these 
states, c um u la t iv e  v o t in g  is p e rm itted . In  p rac tice , h ow e ve r , p e r­
m iss ive  c u m u la t iv e  v o tin g  o f fe r  ' -tie  bu t an i l lu s o ry  r ig h t. S tud ie s  
b y  P ro fe s s o r  W i lliam s  in 1951 the C on fe re n c e  B oa rd  in  1973 
in d ica te  that o n ly  ab ou t 15 pcrcc . t o f  the c o rp o ra t ion s  in  states 
w ith  p e rm iss iv e  c um u la t iv e  vo tin g  have p ro v id ed  fo r  th is r ig h t .

A n d  even in th o se  few  c o rp o ra t io n s  w h ich  v o lu n ta r i ly  in s titu te  
c um u la t iv e  v o t in g , m ost states p ro v id e  am p le  devices to  su b v e rt it . 
A lth o u g h  cum u la tiv  e v o tin g  a im s to  p reven t a s im p le  m a jo r ity  fro m  
m a in ta in in g  ab so lu te  c o rp o ra te  c o n t ro l, D e law a re  p e rm its  a s im p le  
m a jo r i t y  to  am end  th e  c o rp o ra te  c h a rte r to  repea l c u m u la t iv e  v o t­
ing . A m i D e law a re  and  som e 42  o th e r ju r isd ic tio n s  a llow  the  "c la s ­
s ific a tio n "  o f  th e  b o a rd  o f d ire c to rs . T h is  d ev ice  reduces t o  one  
th ird  o r  on e  h a l f  the n u m b e r o f  d ire c to rs  req u ire d  t o  stand fo r  e lec ­
t io n  a n u a lly  and th u s  increases th e  m in im um  vo te  necessary  to  
e lec t a d ire c to r .

M anagem en t's  second lega l edge is its p ow e r to  issue n o n v o t­
in g  stock  o r  c lasses o f  stock w ith unequa l v o tin g  rig h ts . F o r  ex ­
am p le , p r io r  t o  D c c c id Ik t  i ,  1 9 55 , th e re  v rre  th ree  classes o f  s t ic k  
in F o rd  M o to r  C o m p a n y : c om m on , C la ss  A , and  C la ss  B  O n ly  the 
(. la s s  B  shares (4 .9 4  pe rcen t o f  to ta l e q u ity ), a ll o f  w h ich  w ere  
ow ned  b y  F o rd  fa m ily  in te re sts , w ere  en tit led  to  v o te .

O n ly  I l l in o is  and  a few o th e r states fo rb id  th e  issuance o f  
classes o r  series o f  s u c k  w ith ou t v o ting  rig h ts . B u t the  re fu s a l o f 
•**>th th e  N ew  Y o rk  S to ck  E xchange  and the  A m e ric an  S to c k  E x ­
change to  list c o rp o ra t io n s  w ith  n on v o tin g  snack has su b s ta n tia lly  
reduced the n u m b e r o f  c o rp o ra t io n s  w h ich  m ay  t o ta l ly  c v isc rra te  
'h a rc h o ld c r su ffra g e , a lth ou gh  n e ith e r exchange a c tiv e ly  en fo rce s  
equal v<.iing r ig h ts .

I he th ird  s ta tu to ry  device fo r  im p a ir in g  sh a re h o ld e r su ffra g e
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r ig h ts  is a p ro v is io n  c om m on  to th e  lass o f  D e law a re  and ip  
p a re n t ly  e v e r ) ’  o th e r ju r isd ic tio n  req u ir in g  th e  subm iss ion  o f  p row  
m a te ria ls  o n ly  to  shareholders of record. T h is  in nocen t sound ing 
req u irem en t e ffe c t iv e ly  d isen franch ises  a p p ro x im a te ly  50  percent 
o f  th e  bene fic ia l ow ne rs  o f  c o rp o ra te  stock in  the la rgest in du stria l 
c o rp o ra t io n s . F o r  a p p ro x im a te ly  j o  p e rcen t o f  the  s tock  in the 
1 ,8 0 0  com pan ies traded  on  th e  N ew  Y o rk  S to ck  E xchange  is he ld 
b y  m u tu a l fu n d s , li fe  in su rance  o r  p ro p e r ty  and casua lty  in su rance 
com pan ie s , p riva te  pension  fu nd s  (u s u a lly  adm in is te red  th rou gh  
com m e rc ia l b ank  tru s t d ep a rtm en ts ), state and  lo ca l pen s ion  fu n d s , 
fo u n d a t io n s , u n iv e rs ity  e nd ow m en t fu n d s  o r  o th e r in s titu tio n a l in ­
v e s to rs . T h e  resu lt is a m oc ke ry  o f  sh a re h o ld e r d em oc ra c y : Approx­
imately f 0 percent of the votes in our largest industrial corporations are 
cast by financial intermediaries— tint the real owners.

T h e se  in s titu tio n a l sh a reh o ld e rs  p ro v id e  v ir tu a lly  n o  check to  
c o rp o ra te  m anagem en t. M ost financ ia l in s titu tio n s , a cco rd ing  to  the 
S F C ’s 1971 Institutional Investor Study, fo l lo w  w ha t is kn ow n  as 
" T h e  W a ll S tree t R u le " : A n  in vestm en t in  a business c o rp o ra t io n  is 
c on s id e red  an in vestm en t in  that c o rp o ra t io n ’s m anagem en t; i f  the 
fin an c ia l in s titu tio n  ceases to  like  w hat m anagem en t is d o in g , the 
in s titu t io n  se lls  the stock . B y  exam in in g  the vo ting  practices o f  215 
la rg e  in s titu tion s  betw een Jan u a ry  1, 11/17 and S ep tem b e r 30 , 
1 9 6 9 , the S E C  d e te rm in ed  that a f p ro x in ta tc ly  3 0  pe rcen t o f  these 
in s titu tio n s  alvays vo ted  fo r  m anagem ent (in  e lec tion s o th e r than 
vo te s fo r  d ire c to rs ). F o r  the  rem a in ing  in s titu t io n s , Ix tth  vo ting  
against m anagem ent and ab s ten tion  w ere  fo u n d  " t o  h i a re la t iv e ly  
in fre q u e n t p h en om enon  " F o r  e xam p le , in o n ly  if* instances d id  
any o f  the 215 in s titu tion s  vote  against an acqu is ition  fa v o re d  b y  
m anagem en t, “ a m in iscu le  fra c tio n  o f  such tran sa c tio n s ."

T h e  S E C  conducted  its s tu d y  b e fo re  the  p ro li fe ra t io n  o f  sh a re ­
h o ld e r  p ro p o sa ls  d irec ted  at socia l issues and  p rec ip ita ted  b y  C am - 
p a icn  C M . In  the past five y ea rs , som e financ ia l in s titu tion s  have 
cs* l i s h e d  fo rm a l p ro cedu re *  to  c on s id e r sh a re h o ld e r p u b lic  p o lic y  
o r  e th ica l p ro p o sa ls . A cc o rd in g  to  n ew s le tte rs  p u b lish ed  by  the 
C o u n c i l o n  E con om ic  P r io r it ie s  and  the In v e s to r R esp on s ib ility  
R esea rch  C e n te r , a sm a ll n u m b e r o f  c h u rch -re la te d  fu n d s , fo u n d a ­
t io n s , and un ive rs ities  have  suppo rted  sh a reh o ld e r p rop osa ls  re ­
specting  d isc lo su re  o f  p o lit ic a l c o n tr ib u t io n s ; w ith d raw a l from
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V nnh  A fr ic a . R h od e s ia , o r  N am ib ia ; o p p o s it io n  to  m ili ta ry  p ro ­
duc tion : o r  rev iew  o f  c o rp o ra te  sa fe ty , env iro n m en t , occupa tion a l 
d isc rim in a tion , o r  c om m u n ity  p ro g ram s . S ince  m ost in s titu tio n a l 
shares a re  vo ted  b y  b an ks , in su rance  com pan ie s , and m u tu a l fu n d s , 
an il these financ ia l in s titu tion s  have sh ow n  o n ly  a n eg lig ib ly  g rea te r 
w illin gness to  oppose  m anagem en t, the o v e ra ll p a tte rn  o f  in s titu - 
tiona l v o tin g  has changed li t t le  in  the  past fiv e  y ea rs .

m a n a g e m e n t  c o n t r o l  o f  o t h e r  f u n d a m e n t a l
DECISION-MAKING

H is to r ic a l ly , sh a reh o ld e rs  c o n tro lle d  th e  business c o rp o ra t io n  
not o n ly  th ro u g h  the e lec tion  o f  d ire c to rs  b u t a lso  th rou gh  sha re ­
h o ld e rs ' p ow e r to  in itia te  and  vote u p on  a ll fu n d am en ta l changes in 
the ch a ra c te r o f  the c o rp o ra t io n . M anagem en t's a b ili ty  to  in itia te  
change was c a re fu lly  c irc um sc rib ed  b y  re q u ir in g  tw o -th ird s  o r  
th re e - fo u rth s  a ffirm a tiv e  vo te s fo r  c h a rte r am endm en ts , b y law  
chan ces , m e rg e rs , sa les o f  assets, s tock issuance , re c ap ita liz a tio n , o r  
d is so lu tio n  and  was fu r th e r  lim ited  b y  sh a re h o ld e r app ra isa l and 
p reem p tiv e  rig h ts .

U n d e r  D e law a re ’s G en e ra l C o rp o ra t io n  I j w ,  sh a reh o ld e rs  
have lo s t n e a r ly  a ll p ow e r t o  in it ia te  c o rp o ra te  change. O n ly  the 
boa .1 o f  d ire c to rs  m ay  p ro p ose  c h a rte r  am endm en ts , a m e rg e r , o r  a 
sale o f  assets. T h e  S E C  P ro x y  R u le s  c om p lem en t D e law a re 's  c o r ­
p o ra tion  law b y  d e n y in g  sh a reh o ld e rs  o p p o rtu n ity  to  com m un ica te  
op p o s it io n  to  m anagem ent p ro p o sa ls  o r  to  suggest m od ifica tion s in  
m anagem ent's fo rm a l p ro x y  p ro p o sa ls .

T h is  rou t has been su b s ta n t ia lly  rep lic a ted  in a ll o th e r trad ing  
ch a rte rin g  states. In d eed , the  trend  o f  recen t rev is ion s to  state c o r­
p o ra tion  law has been to  a ttem pt to  d en y  th e  sh a reh o ld e r an y  vo te  
at a ll! M o d e rn  c o rp o ra te  d ra ftsm en  in v a r ia b ly  w rite  s h o rt , p u re ly  
fo rm a l ce rtifica tes o f  in c o rp o ra t io n  and th en  p lace m ost o f  a c o r ­
p o ra t io n ’s ac tua l g o ve rn in g  ru le s  in  its b y law s , w h ich  the ce rtific a te  
estab lishes can be rev ised  b y  the c o rp o ra t io n ’s d ire c to rs  w ith ou t 
any sh a re h o ld e r v o te . F o r  e x am p le , w hen  I T T  rc in c o rp o ra tc d  in 
D e law a re  in 1 967 , it d id  so  b y  c rea ting  a D e law a re  c o rp o ra t io n  
called the  " D c I . i t t  C o rp o ra t io n "  and  b y  th en  m erg ing  F I T ,  p re ­
v iou s ly  a M a ry la n d  c o rp o ra t io n , in to  D c L i t t . T h e  ce rtifica te  o f  in ­
c o rp o ra tion  o f  D c L it t  was o n ly  1 Vi pages lo n g . It  reads in to to :
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92 / Taming tbe Giant Corporation

C E R T IF IC A T E  O F  IN C O R P O R A T IO N  
O F

DEL1TT CORPORATION 

Artic!( i
The  name o f  the corporation is Dclitt Corporation (herein­

a fter called the “ Corporation"). T he  name and mailing address o f 
its incorporators arc as fo llow s:

NAME MAILING ADDRESS
John J. N avin 330 Park Avenue, N ew  Y o rk , N .Y . 10023
W illiam  J. Donovan 320 Park Avenue, New  Y o rk , N .Y . 10022
DcF'orcst B illyou  320 Park Avenue, N ew  Y o rk , N .Y . 10023

1  Article:
The address o f  the registered o f fit- o f the Corporation in the 

State o f  Delaware is N o . too West Tenth Street, in the C ity  o f 
W ilm ington , C oun ty  o f New C 'stle . Th» name o f its registered 
agent at such address is T h e  Corpo'ation T ru s t Company.

Article j
The purpose o f  the Corporation is to engage in any law fu l 

act o r activity fo r which corporations may l*e organized under the 
Genera l Corporation Law o f Delaware.

Article 4
The total number o f shares o f stock which the Corporation 

has authority to issue is too shares o f capital stock o f the par 
value o f $100 per share.

Arndt f
Whenever the vote o f stockholders at a meeting thereof is 

required o r perm itted to be taken for or in connection with any 
corporate action by any provision o f the General Corporation 
I .aw o f Delaware , the meeting and vote o f stockholders may l>c 
dispensed with i f  the holders o f stock having not less than the 
m inimum  percentage o f the vote required by statute for the pro- 
poscd corporate action shall consent in writing to such corporate 
action being taken, provided that prompt notice must he given to 
a ll stockholders o f the u k ing  o f such corporate action without a 
meeting and by less than u o ’ nimnu* vriticn consent.

Article ti
In  furtherance and not in lim itation o f  the powers conferred 

lay law , the Hoard o f  Directors is expressly authorized:
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f a I T o  make, a lter, amend or repeal the By-Law s o f  the C o r­

poration.
lb ) T o  direct and determine the use and disposition o f  any 

annual net profits o r net assets in excess o f capital; to set apart out 
o f any o f the funds o f the Corporation available fo r dividends a 
reserve o r reserves fo r any proper purpose; and to  abolish any 
such reserve in the manner in which it was created.

(c) T o  establish Imnus, profit-sharing, stock option , retire­
ment o r other types o f incentive o r compensation p lan ; fo r the 
employees (including officers and directors) o f  the Corporation 
and to fix the amount o f the profits to be distributed o r shared 
and 10 determ ine the persons to participate in any such plans and 
the amounts o f their respective participations.

(d ) F rom  time to time to  determ ine whether and to what cx- 
<tcnt, and at what .time and places and under w hat conditio • and 
regulations, the accounts and books o f the Corporation (other 
than the stock ledger), o r any o f  them, shall lie open to the 
inspection o f the stockholders; and no stockholder shall have any 
right to inspect any account o r  Jjook o r document o f the G *rpora- 
tion , except as conferred by statute o r authorized by the Board o f 
D irectors o r by a resolution o f the stockholders.

(e) T o  authorize, and cause to be executed, mortgages and 
liens upon the real and personal property o f  the Corporation .

Article 7
H ie  corporation reserves the right to amend, a lte r, change or 

repeal any provision contained in this (Certificate o f In co rpo ­
ration , in the manner now o r hereafter prescribed by statute, and 
a ll rights conferred upon stockholders herein arc granted subject 
to this reservation.

I  he key  sen tence is c on ta in ed  in  A r t ic le  6 : “ In  fu rth e ran ce  
and not in lim ita t io n  o f  the pow e rs c o n fe r re d  b y  law  , the B oa rd  o f  
D ire c to rs  is e xp re ss ly  au th o rized : (a ) T o  m ake , a lte r , am end o r  
repea l the B y -1 j u s  o f  the c o rp o ra t io n . . . W h a t I T T  tried  to  
do , as so many o th e r giant D e law a re  c o rp o ra t io n s  have  tried  to  d o , 
was to  t a lly  shu t sh a reh o ld e rs  ou t o f'th c  g o ve rn in g  process except 
in those  ra re  in stances in w h ich  the D e law a re  G en e ra l C o rp o ra t io n  
la ss  e x p lic it ly  req u ire s  a sh a reh o ld e r v o te— w h ich  is n o t v e ry  o fte n .

T ru e , te c h n ic a lly , sec tion 251 (c ) g ran ts sh a reh o ld e rs  a v o te  on  
management m e rg e r p ro p o sa ls . B u t th is , in fa c t , is a m ere  snare

X\
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fu r  the d im -u i t t c J  O r . lv  a sm all m in o r ity  o f  C»»rj»ifi,'c him  . K  
tu a llv  tr ig g e r th is sh a n  h o ld e r so te . I he o v e rw h e lm in g  n- i|-»r.rv t-?. 
p lo y  o n e  o f  th ree  con ven tion a l lo op h o le s  (d iscussed in the  N .u rn

S im i la r ls ,  section : * i  lim its  sh a reh o ld e r su ffrag e  in a s j r 
lease , o r  exchange o f  a sets to  tran sac tion s in v o lv in g  "a ll o r  s u U  
stan tia llv  a ll' o f  » c o rp o ra tion 's  p ro p e rty  and assets. S ince  nu-st 
la rg e  in d u s tr ia l c o rp o ra t io n s  a re  h ig h ly  d iv e rs ifie d , th is p ro v is io n  
e ffe c t iv e ly  in su res th e ir sh a reh o ld e rs  w ill neve r vo te . F o r  exam p le . 
G e n e ra l M o to rs  c ou ld  se ll an a u tom ob ile  d iv is ion  such as Pon tiac  
o r  C ad illa c  and no t re q u ire  a vote . It c ou ld  liq u id a te  h u n d red - 
n t i l l io n - d o ' l j r  p la n ts  w h ich  m anu fa c tu re  re fr ig e ra to rs , d iese l 
eng ines , and tru ck s o r  auc tion  o f f  a ll o f  its D e tro it  rea l estate and 
re lo c a te  in the P e op le s  R ep u b lic  o f  C h in a , and  sh a reh o ld e rs  w ou ld  
have n<» cho ice  in the  m a tte r. O n ly  i f  G .M  sold a ll assets used to  
m anu fa c tu re  "au tom o tiv e  p ro d u c ts ”  (ab ou t 75 p e rcen t of th e  c o r ­
p o ra t io n ) w ou ld  a sa le o f  assets req u ire  a sh a reh o ld e r vn tt.

M o re o v e r , section a7 1 is the  o n ly  D e law a re  statu te con ce rn in g  
c o rp o ra te  d iv is io n s . A D e law a re  c o rp o ra t io n  n u y  c rea te  and fu n d  
new su b s id ia ry  c o rp o ra t io n s , reg ard less o f  size ; liq u id a te  these su b ­
s id ia ries o r  c om pa rab le  d iv is ion s  and d is tr ib u te  assets to  sh a re ­
h o ld e rs ; o r  s p ir .-o f f new c o rp o ra t io n s  a ltog e th e r w ith ou t an y  sha re ­
h o ld e r vote . A s business c o rp o ra t io n s  have  e vo lv ed  these new 
fo rm s , D e law a re  and  o th e r p rin c ip a l ch a rte rin g  states have d e lib e r­
a te ly  not kept pace. C o rp o ra te  execu tives hav e not hesita ted  to  take 
advan tage o f  th is la x ity . In  the past th ree  years m any  D e law a re  
c o rp o ra t io n s  have “ g one  p r iv a te "  and !>otight u p  m in o r ity  sh a re ­
h o ld in g s  at b a rga in  p rice* d u r in g  a dep ressed  stock m arke t. T h is  
w ill a llow  fa v o red  sh a reh o ld e rs  o r th e  firm  its e lf to  reap  the p ro fits  
w hen  the c om pany 's  stock p ric e  rises O th e r  sen io r m anagem ents 
have uved the  m erge r p ro v is io n s  to  p re sen t take -ove r bids— w hich  
can bene fit a ll sh a reh o ld e rs— b y  req u ir in g  su p e r-m a jo rit ie s , such as 
75 o r  9 0  p e rcen t, to  consen t t o  an y  c on so lid  u ton  o r  sa le of th e  c om ­
panies assets.

W hither I  W ither the B o a rd  o f  D ire c to n f
But docs not th e  b oa rd  o f  d ire c to rs  w ith  its sw eep ing s ta tu to ry  

m andate  " t o  m an a ts  the business and a ffa irs  o f  e v e ry  c o rp o ra t io n "
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p r .A iJe  an in te rn a l check o n  the  p ow e r o f  c o rp o ra te  execu tives? 
V i  I o n z  ac<» the g ra n d ilo q u en t w o rd s  o f  th e  statu tes ceased to  
h jv c  aitv o p e ra tiv e  m ean ing . “ D ire c to r s ,"  W i lliam  O . D ou g la s  
com p la ined  in 1 934 , " d o  not d ire c t ."  " (T Jh c rc  is on e  th in g  a ll 
(n u rd s  have in c om m on , rega rd le ss  o f  th e ir lega l p o s it io n ,"  P e te r 
D ru ck c r has w r it te n . "They do not function. "  In  R ob e rt T ow n sen d 's  
tart a n a ly s is , " (M Jost b ig com pan ies have tu rn ed  th e ir b oa rd s  o f  
d irec to rs  in to  n o n b o a rd s . . . .  In  the y ea rs  that I ’ve  spent on  
various b oa rd s  I ’ve n eve r head a s ing le  suggestion  fro m  a d ire c to r 
(m ade  as a d ire c to r  at a boa rd  m ee ting ) that p rodu ced  an y  re su lt  at 
a l l . "

R ec en t ly  these v iew s w e re  c o rro b o ra te d  b y  P ro fe s s o r M y le s  
M ace o f  the H a rv a rd  Business S c h o o l, th e  na tion 's lead ing  a u th o r ­
ity  on  the p e r fo rm an c e  o f  b oa rd s  o f  d ire c to rs . In  Directors—Myth 
and Reality, M ace sum m a rized  the re su lts  o f  h un d red s  o f  in te rv iew  s 
w ith  c o rp o ra te  o ffic e rs  and d ire c to rs .

D ire c to rs  d o  not e stab lish  the basic ob jec tiv e s , c o rp o ra te  s tra ­
tegies o r  b ro ad  po lic ie s  o f  la rge  and  m cdium -siz .cd c o rp o ra t io n s , 
M ace fo u n d . M anagem en t creates the p o lic ie s . T h e  h o a rd  has a 
righ t o f  v e to  hu t ra re ly  exercises it. A s one  execu tive  sa id , “ N in e  
h und red  and  n in e ty -n in e  tim es ou t o f  a th ou san d , the  b oa rd  goes 
a long  w ith  m anagem en t. . . . "  O r  a n o th e r , " I  can't th in k  o f  a 
s ing le  t im e  w hen  th e  b o a rd  has fa i led  to  su pp o rt a p r o p p e d  p o lic y  
o f  m anagem ent o r  fa i led  to  e n d o rse  the re c om m enda tion  o f  m an ­
ag em en t."

T h e  b oa rd  d ocs not select the p re s iden t o r  o th e r c h ie f e xecu ­
tive o ffic e rs . "W h a t is pe rhap s the  m ost c om m on  d e fin it io n  o f  a 
fu n c tion  o f  th e  b o a rd  o f  d ire c to rs— n am e ly , to  select th e  p re s i­
d en t— was fo u n d  to  Ik - the greatest m y th ,"  rep o rte d  M ace . " T h e  
Ix u rd  o f  d ire c to rs  in  m ost c om pan ie s , excep t in a c ris is , docs not 
select the p re s id en t. T h e  p res iden t u su a lly  chooses the m an w ho  
succeeds h im  to  that p o s it io n , and  the l*oard  c om p lie s  w ith  the 
legal am en ities in  en d o rs in g  and v o tin g  his e le c t io n ."  A  c o rp o ra te  
p res iden t ag reed : “ T h e  fo rm e r  c om pan y  p re s id en t tapped  m e to  I k  
p re s id en t, and I assu re y ou  that I w ill select m y  successor w hen  the 
tim e c om e s ."  E ven  seem ing excep tion s such as R C A 's  197$ ou s te r 
o f  R ob e rt S a rn o f f  fre q u e n t ly  tu rn  ou t to  be at the in s tig a tion  o f  se­
n io r op e ra tin g  execu tives ra th e r th an  an  a rou sed  b o a rd .



I he l - u r d ' s  ro le  d isc ip lin a rian  o f  the c o rp o ra t io n  o  r r  «  
appa ren t than  r e j l .  \ \  the l*U ' i iK " -M ip p o r ie d  ( o n f t rm c c  Ik -a -J  
con ced ed . 'O n e  of the m ost g la r in g  defic iencies a ttr ib u ted  to  the 
c o rp o ra te  Im jrd  . . . i> it> fa i lu re  to  m on ito r  and  eva lua te  the  p e r­
fo rm an ce  o f  the c h ie f execu tive  in a conc re te  w a y ."  T o  c ite a spe­
c ific  e xam p le , dec is ions on  execu tive  com pensa tion  a re  m ade b v  the 
p re s id en t— \«ith p e r fu n c to ry  boa rd  a p p ro v a l in  m ost s itua tion s . In 
the vast m a jo r ity  o f  c o rp o ra t io n s . P ro fe s s o r M ace fo u n d , the c om ­
pensation  c om m ittee , and the b oa rd  w h ich  app rove s  the re c om ­
m end a tion s  o f the com pensa tion  com m ittee , "a rc  not d ec is io n -m ak ­
ing  b od ie s ."

D ire c to rs  d o  no i even ask d isce rn in g  question s . It is c on s id ­
e red  "d is c ou rte ou s , a b reach o f  "c o rp o ra te  m ann e rs "  fo r  d ire c to rs  
to  "ch a lle n g e " the p re s id io ’  o r  o th e r c o rp o ra te  o ffic e rs . T h is  can be 
a v c rv  expens ive  fo rm  o f  d e c o rum , as the  P enn  C en tra l's  s h ’ re - 
h o ld c rs  p a in fu lly  d isco ve red . \ t  the tim e  o f  its co lla p se  in  June  
•97°» P e on  C e n tra l S, -s the I -rgest ra i lro a d  in the c o u n try  and  the 
s ix th  la rgest in d u s tr ia l c o rp o ra t io n  o v e ra ll. W ith in  a tw o -y e a r 
p e r io d , sh a reh o ld e rs  w itnessed the d ec lin e  o f  th e ir shares fro m  
$ 6 6 .5 0  to  $ 2 .* 5 .

W hy.* "  I fie b o a rd  u j s  d e fin ite ly  re sp on s ib le  fo r  the  t r o u b le ,"  
recoun ted  ou ts id e  d ire c to r  K . C la y to n  G cn g ra s . “ T h e y  to o k  th e ir 
fees and  they  d idn 't d o  an y th in g . O v e r  a p e riod  o f  y e a rs , p eop le  
ju s t sat the re  T h a t p o o r m an fro m  the I  n i v m i t y  o f  P enn sy lv an ia  
11 n ivc rs itv  P res iden t G a y lo rd  P . I la r n w c l l ] ,  he neve r open ed  his 
n ’ on th  I h ey  d idn 't know  the fa c tu a l p ic tu re  and th ey  d idn 't t r v  to  
find  ou t. \ s  the Penn  ( .c n t r a l ru shed  tow a rd s  its m onum en ta l 
c ra c k -u p . the Iw .jrd  ro u t in e ly  app roved  e v e ry  p ro |> o s j| fo rw a rd ed  
In  m anagem en t. A lth o u g h  Penn  ( .c n t ra l was d espe ra te  fo r  c ap ita l, 
the d ire c to rs  pa id  ou t n ea r ly  $ 1 0 0  m illio n  in d iv id en d s . I he Ix u rd  
neve r saw a cap ita l e xp end itu re s  budget. It n eve r u tid trstiM id the 
inaccu rac ies p ub lish ed  in P enn  C en tra l's  annu .il rep o rts . Just six 
h ou rs  b e fo re  the  c o rp o ra t io n  filed  its b an k ru p tcy  p e t it io n , the 
b oa rd  ro u t in e ly  ap p ro v ed  new c o n t r a r s  fo r  e ight c o rp o ra te  execu ­
tiv e s . app a ren tly  unaw a re  even then  o f  the  d im en s ion s  o f  the Penn  
C e n tra l s c ris is . " A l l  o f  th is ra ises the se riou s question  as to  
w he the r giant c o rp o ra t io n s  a ffec ting  the e v e ry d a y  lives o f  o u r  p o p ­
u la t io n  . . sh ou ld  c on tin u e  to  lie  g o ve rn ed  in  the  trad it io n a l fash -

96 / lam ing the Gtant ('.orpvaur.fi
o r w he the r a new system  o f  c o rp o ra te  d ire c to rsh ip s  sh o u ld  l>e 

d c s tscd ."  c on c lu d ed  the  1 lo u se  B an k in g  and C u r re n c y  C om m itte e .
^ e t h oa rd s  w i ll c on tin u e  to  he d y s fu n c t io n a l as lo ng  as th e y  

rem a in  the c re a tu re  o f  th e  c o rp o ra te  c h ie f execu tive . F o r  it is the  
c h ie f execu tive  w h o , like  the fa m ily  ow ne r-m an ag e r in a s n u l l  c o r ­
p o ra t io n , selects new m em be rs o f  the  b o a rd . A nd  it is the c h ie f ex ­
ecu tive w h o  de -se lec ts ex is t.n g  b oa rd  m em be rs w hen  n om in a tio n s  
fo r  the lio a rd  a re  necessary  fo r  annua l sh a reh o ld e rs ’ m eeting s.

O u r  ow n su rv e y  o f  the Ix u rd s  o f  th e  2 0 0  la rgest in d u s tr ia l c o r ­
p o ra tion s  fo u n d  that the average b oa rd  had a to ta l o f  1 4 .4 9  d ire c ­
to rs , in c lu d in g  7 .9 3  “ ou ts id e rs "  (th a t is , d ire c to rs  w h o  w e re  not 
em p loyee s  o f  the c o rp o ra t io n ) and 6 .5 6  in s id e rs  (o r  em p lo y e e  d ire c ­
to rs ). S om e  6 9  pe rcen t o f  th e  o u ts id e  d ire c to rs  w e re  fe llow  c o r­
p o ra te  execu tives ; 6  percen t w e re  in vestm en t h an ke rs ; 7 pe rcen t 
w e re  law y e rs . O n ly  2 percen t w e re  w om en ; a le sse r pe rcen tage 
w ere  b la ck . H en ce  o v e r 9 0  pe rcen t o f  the d ire c to rs  o f  o u r  la rgest 
c o rp o ra t io n s  e ith e r w o rked  fo r  the  c o rp o ra te  c h ie f e xecu tive  o r  
w ere  fe llo w  c o rp o ra te  execu tives , c o rp o ra te  h a n k e rs , o r  c o rp o ra te  
law ye rs .

M ost “ o u ts id e "  d ire c to rs  app ea r to  be chosen because o f  th e ir 
status. "P re s id en ts  and ch a irm en  o f  la rg e  and  respec ted  c om p a ­
n ie s ,"  on e  c o rp o ra te  p res iden t o b se rv ed , “ e n jo y  the  p restige  o f  
se rv in g  on  s im i la r  la rg e  and respec ted  c om p an y  Ix ia rd s . T h e y  a rc  
id en tified  w ith  th e ir peers . T h e y  fin d  the expe rien ce  s o c ia lly  satis­
fy in g . O u ts id e  d ire c to rsh ip s  p ro v id e  a few m o re  lin es in th e ir  Who's 
W'ho, and  it is a li t t le  bit like  be ing kn igh ted  to  say  'I 'm  a d ire c to r  o f  
( ie n e r . i l M o to rs , o r  G e n e ra l K lc c tr ic , o r  A T 4 1 .' "  F re q u e n t ly , th e  
c h ie f e xecu tive  chooses h is fr ie n d s , o r  in d iv id u a ls  kn ow n  to  I k  
“ sym pa th e tic "  o r  "c o n g e n ia l,"  to  be d ire c to rs . " Y o u  c e rta in ly  d on 't 
w ant a n y o n e  o n  y o u r  lio a rd  w ho  even  s lig h t ly  m igh t I k  a cha lleng e  
o n  a q u es tion  o f  y o u r  ten u re , so  y o u  p ick  p e rson a l fr ie n d s  w ith  
prestige  t it le s  and  n am es ,"  a c o rp o ra te  p re s id en t e xp la in ed . A n ­
o th e r execu tive  ag reed . "W h a t w ou ld  y ou  d o  i f  y o u  w ere  p re s id en t*  
Y ou  c o n tro l the  c om pan y  and  y o u  c o n tro l th e  Ix a r d . Y o u  w ant to  
p e rpe tua te  th is  c o n t ro l. . . . Y o u  su re  as h e ll a re not g o ing  to  ask 
R a lp h  N a d e r . . .

A t its w o rs t , the  ou ts id e  li rc c to r  system  Jcg cnc ra tc s in to  a 
p riva te  c lu b , as the p res iden t o f  a west coast c om p an y  e xp la in ed :

The Content of Federal Chartering / 97



-------------

98 / Taming the ( ,un t (- tpsalior.
\<«usc C"t t<> rvm c fnU r that the out-n lc directors o f lar^c m o  *■< j-,« 
rcp ona l coitipjrtii-' are m cm U rx o f a o .rt o f club. I ■« U- conn !<red (•< »; 
m i" io n  you rmot hav; the Dtle a» p ftM ilin t o r d u ir t tu n  o f j  r i ' t x i t jM t  
and rc'pcctcd o rcan i/jtin rt. I h o  i» uh.it Mimt young people ta ll the r.v 
tab lidw ntn f. Hut tlu»e jr e  the people you do business u it li , travel around 
w ith , serve on community protects swth— and it has to he a group the 
members o f , Inch get along together. Regionally each area has its elite. 
Sometimes many ssill in fact lie members o f the same g o lf or social club. 
H ere in la is \ngcles you  vs ill lint! a great number o f directors with mem­
bership in the 1 .os Angeles Country  C lub ; in C leveland the same is true o f 
the L nion Ch ili— each city has its hard core members o f  the c lub group.

E xcep tion s  to  th is  p a tte rn  becom e new s even ts . In  rep o rt in g  
o n  G e n e ra l M o to r  ’ 1971 an nu a l sh a reh o ld e rs ' m ee ting , the Wall 
Street Journal no ted  th a t. “ T h e  m eeting 's d ram a tic  h igh ligh t was an 
im pass ioned  and u np re ced en ted  speech b y  the Rev . I.c o n  Su lliv  an , 
G M 's  re c e n t ly  ap p o in te d  N e g ro  d ire c to r , s u p p o rt in g  the  E p iscopa l 
C h u rch 's  e ffo r ts  to  get the  c om p an y  ou t o f  S ou th  A fr ic a . It was the 
firs t t im e  that a G M  d ire c to r  had e ve r spoken  against m anagem ent 
at an annua l m ee tin g ."  N ow  R ev . S u lliv a n  is an unu su a l ou ts ide  
d ire c to r , be ing  G e n e ra l M o to rs ' firs t b lack d ire c to r  and o n ly  “ p u b ­
lic  in te re s t"  d ire c to r . Hut w hat m akes I eon S u lliv a n  m ost e x t ra o r­
d in a ry  is that he was the  first d ire c to r  in  any m a jo r  A m eric an  c o r­
p o ra t io n  to  con ic  1111 pub lic ly  against h is ow n  c o rp o ra t io n  w hen its 
o p e ra tio n s  tended  to  su p p o rt ap a rth e id .

\  et as le th a rg ic  as o u ts id e  d ire c to rs  u su a lly  a re , em p lo y ee  
d ire c to rs  tend  to  be even less e ffe c tiv e . T h e  typ ic a l v ice p re s i­
den t in s id c - i li re c to r is in  a v e ry  p re ca riou s  p o s it ion  at a hoa rd  m eet­
in g . t  nw ili in g  to  say a n y th in g  in d isag reem en t w ith  his l*o \s , he 
u su a lly  sits q u ie t ly  and  vs .tits u n t i l he is ca lled  u p on  to  speak . D is ­
ag reem en ts w ith  o th e r  c o rp o ra te  execu tives a rc  in v a r ia b ly  re so lv ed  
ou t o f  th e  lio a rd  ro om . T h e  e ffe c t is to  p resen t ou ts id e rs  w ith  a 
“ u n ited  fr o n t " : to  m ake the  c o rp o ra te  c h ie f e xecu tive ’s decis ions 
seem  in ev itab le .

S o  s ta f fe d , b o a rd  m eeting s in  m ost la rge  in d u s tr ia l c o rp o ra ­
t io n s  have liecnm c fo rm a liz e d  in to  a m on th ly  o r  b im o n th ly  r itu a l, 
u s u a lly  la s ting  abou t one  to  th ree  h o u rs  M uch o f  th is tim e  is c on ­
sum ed  b y  p e rhap s a j»>-mmuic t o  an h o u r rev iew  o f  op e ra tio n s  fo r  
the l i s t  p e r io d  (m o n th  o r  q u a r te r ) b y  the p res iden t o r  v ice p residen t
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.4  finance I his is fo llo w e d  b y  boa rd  a p p ro v a ls  o f  cap ita l a p p ro p ri-  
jm  >ns and o f  the ac tion s o f  the execu tive  com m ittee  taken  since the 
last m eeting . I he m eeting  o fte n  conc ludes a fte r s en io r execu tives 
h ase  desc rib ed  a new resea rch  deve lopm en t o r  a m a jo r  op e ra tio n s  
p ro g ram . U s u a lly  the en tire  m eeting— w h ich  is c losed  to  sha re ­
h o ld e rs— is ch o re og raph ed  b y  the c o rp o ra te  c h ie f execu tive , l i e  
chooses w h ich  o ffic e rs  sh a ll speak . I Ic  v rites the  agenda. \ \  hen he 
w ants to  he asked abou t a p a rt ic u la r issue , he p lan ts  the re levan t 
q uestion .

T h e  im p o s s ib i lity  o f  so in fre q u en t o r  so  c ircum sc rib ed  m ee t­
ings o f  th e  h o a rd  en ab lin g  d ire c to rs  to  e ffe c t iv e ly  “ m anage" th e ir 
c o rp o ra t io n  was sa rd on ic a lly  i llu s tra te d  b y  the cong ress iona l testi­
m on y  o f  1 1. (J . I U v cm c y e r , a c o rp o ra te  ch ie fta in  o f  an  e a r lie r  d a y ;

Q . As » num ber o f that lioard , what else have you done?
A . Oh, I  have convened and talked.
Q . You have convened and talked?
A . And adjourned.
Q . W e ll, you have convened and talked?
A . And adjnunred.
Q  W e ll, what have you talked about?
A . Statistics.
This te s tim on y  was g iven  in 1887 w hen  ou ts id e  d ire c to rs  w ere 

t y p ic a lly  the "t«»ols" o r  “ d u m m ie s "  o f  th e  c o n tro llin g  c o rp o ra te  
p res iden t ot b ank . A p o p u la r  gag on  W a ll S tree t was t h jt  th e  ro le  
o f  an ou ts id e  d ire c to r was to  rece ive his f iv e -d o lla r  g o ld  piece at the 
start o f  each m eeting  anti then o b ed ie n t ly  fa ll as leep . D ire c to r ia l 
la ss itude  is not so  o b v iou s  tod ay . Y e t consid  .ng  that the size and 
c om p le x ity  o f  c o rp o ra te  en te rp rise  has s ig n ific an tly  in creased  since 
1887 w h ile  the fre q u en c y  and leng th  o f  d ire c to rs ' m eetings has n o t, 
it is a fa ir  a ssum p tion  that the o u ts id e rs  w h o  o b ed ie n t ly  nod 
th rou g h  ce rem on ia l b oa rd  m eetings tod ay  are li t t le  b e tte r in fo rm ed  
th an  th e ir b re th re n  w h o  slept b e fo re  them .

C e r ta in ly  d ire c to rs ’ sou rces o f  in fo rm a tio n  rem a in  as m uch  
sub jec t t o  m anagem ent c o n tro l tod ay  as th e y  d id  9 0  y n r s  ago. 
A fte r  res ign ing  fro m  T W A 's  b o a rd , fo rm e r  U n ite d  S ta tes S u p rem e  
C o u rt Ju stice  A ru .u r  G o ld b e rg  had th is c om p la in t : “ W h a t the  ty p i­
cal boa rd  o f  d ire c to rs  gets is a rec om m enda tion  w h ich  seem s m on o ­



li th ic  . . .  It s not lik e  a c o u rt , w he re  a judge can o rd e r  a I t u i  
f ro m  bo th  s ii lc * ."  K c v e n th  the quantity of' p rcp .ir.ito rv  in fo r in .i t , .n  
a va ila b le  to  o u ts id e  d ire c to rs  has s ig n ific an tly  in creased . V t  t.hc 
th ickened  re p o rts  and  w h ir lw in d  p l jn t  tou rs  a re s t ill o n ly  what the 
c o rp o ra te  c lt ie f e xecu tive  w ants o u ts id e rs  to  see. " In  m an y  c o rp o ra ­
t io n s ,"  fo u n d  P ro fe s so r M e lv in  E isc rtbc rg , " th e  execu tives g o  so 
fa r  as to  w h o lly  d e n y  the  h o a rd— su p p o sed ly  en tru s ted  w ith  su ­
p rem e  p ow e r o x e r the  c o rp o ra t io n — access to  certa in  categories o f  
in fo rm a t io n ."  I'o r  in stance , a 1971 su rv e y  fo u n d  that o n ly  17 p e r­
cent o f  4 - 4  in d u s tr ia l firm s  sent m anu fa c tu rin g  data to  d ire c to rs  
p r io r  to  h o a rd  m ee ting s , o n ly  at p e rcen t sent m a rk e tin g  d a ta , and 
11 p e rcen t sent n o  da ta  at a ll.

A n d  o u ts id e  d ire c to rs  have li t t le  p e rson a l in cen tiv e  to  d oub t 
m anagem en t. A 197$ su rv e y  o f 378 m an u fa c tu r in g  c o rp o ra t ion s  
w ith  assets o f  $ 5 0  m illio n  o r  m o re  show ed that ou ts id e  d ire c to rs  
rece ived  m ed ian  an nu a l fees o f  a p p ro x im a te ly  $ 5 ,9 0 0 , w h ile  in side 
d ire c to rs  g e n e ra lly  a rc  not pa id  at a ll. O n  top  o f  the $ 1 0 0 ,0 0 0 +  in ­
com es ty p ic a lly  ea rn ed  b y  ou ts id e  d ire c to r •. w h o  a re  c o rp o ra te  
ch ie f execu tives o r  v ice p re s id en ts , le ad in g  in vestm en t h an ke rs , o r  
law firm  p a rtn e rs , such an nu a l re ta in e rs  o r  m eeting  fees seem  like  
p eanu ts . T h e  re su lt is c ou n te rp ro d u c tiv e . O u ts id e  d ire c to rs  ra t io ­
n a lise  not d o in g  v e ry  m uch  b y  the fact th ey  a rc  not pa id  v e ry  
m uch .

H ow  , th en , can one  rec on c ile  the  g rand  im pe ra tiv e , “ T h e  
business a n il a ffa irs  o f  e v e ry  c o rp o ra t io n  . . . sha ll he m anaged by  
o r  u n d e r th e  d ire c t io n  o f  . . . a  b o a rd  o f  d ire c to rs ”  w ith  the  rea l i ty  
o f th is "n on  d ec is ion -m ak in g  b o d y "?  T h e  fa sh ion ab le  response  is 
that the b o a rd  is a legal fic tion . M anagem en t c o n tro l has o v e r­
w h e lm ed  the ru le  o f  law .

I his w id e ly  h e ld  view is o n ly  h a lf  rig h t. M anag em en t has 
deposed  the lio a rd  o f  d ire c to rs— but it has d on e  so  u n d e r c o lo r  o f  
law . \ „  ru le  w ith in  the m od e rn  c o rp o ra t io n  statu te* p ro h ib its  
m anagem ent f ro m  n om in a tin g  and  se rv in g  as d ire c to rs . C o rp o ra ­
t io n  law has ab roga ted  d ire c t io n a l in dependence  b y  om iss ion . 
M o re o v e r , even  i f  th e  statutes p ro v id ed  s tru c tu ra l sa fegua rd s to  
m a in ta in  th e  independence  o f  the b o a rd , these c ou ld  not u n d o  the 
e ffec t o f  tw o  p ro v is io n s  fo u n d  in m ost state c o rp o ra t io n  law s.

100 / Turning the Cunt Corfuration
T h e  firs t p ro v is io n  is e x em p lifie d  b y  a D e law a re  C o rp i r a t io n  

I j w  section w h ich  p ro v id e s  'h a t a d ire c to r sh a ll “ be fu l ly  p ro tec ted  
in re iv in g  in g ood  fa ith  u p on  . . . re p o rts  m ade to  the c o rp i r a t io n  
b v  an y  o f  its o f f ic e rs ."  T h e  m ean ing  o f  th is  p ro v is io n  is v e ry  s im - 
p ie. D ire c to rs  have  n o  d u ty  to  k n ow . "U n le s s  som e th ing  occu rs to  
put th em  011 su sp ic ion  that som e th in g  is w ro n g , d ire c to rs  a rc  en ­
t it led  to  re ly  on  the h on e sty  and in teg r ity  o f  [m an ag em en t],"  he ld  
the le ad in g  case o f  Graham v. Allis-Cbalmers Manufacturing Company. 
D ire c to rs  a rc  not req u ire d  to  "p u t in to  e ffec t a system  o f  w a tc h fu l­
n e ss ."  T h e y  need not a .- . iJ p a tc  p ro b lem s  n o r  v e r i fy  the  accu racy  
o f  re p o rts  u p on  wh ich  th ey  re ly .

A  second p ro v is io n  o f  th e  D e law a re  G en e ra l C o rp i ra t io n  l-aw  
accom p lishes the sam e resu lt b y  a llow in g  the  b oa rd  o formally d e ­
legate re sp o n s ib ili ty  fo r  m ost c o rp i r a te  business to  a com m ittee  
d om in a ted  b y  in side d ire c to rs . O u r  su rv ey  o f  the 20 0  la rgest in du s ­
tr ia l c o rp o ra t io n s  ind ica tes that a p p ro x im a te ly  tw o - th ird s  o f  th e  
c o rp o ra t io n s  had  w ith d raw n  d ire c to ria l p ow e rs  f r o m  th e  fu l l 
lio a rd — ty p ic a lly  a m a jo r ity  o f  w hose  m em be rs  w e re  ou ts id e rs— to  
an execu tive  c om m ittee  at least h a lf  o f  w hose m em be rs  w e re  in ­
s iders .

A m uch  sm a lle r n u m b e r o f  c o rp i ra t io n s  accom p lish  a c om p a r­
ab le  re su lt b y  de leg a ting  a u th o r ity  to  au in s id e r-d om in a ted  finance 
com m ittee . In  o u r  su rv e y  o f  the j ix j la rgest in d u s tr ia l c o rp i ra t io n s , 
we fo u n d  that 16 c o rp o ra t io n s  had de legated  a u th o r ity  to  a fi 
c om m ittee , h a l f  o r m o re  o f  w hose  m em be rs  w ere in s id e rs .

E xam p le s  o f  the d e leg a tion  o f  the boa rd 's  a u th o r i ty  to  c it t i . . 
an in s id e r-d om in a ted  execu tive  o r  finance com m ittee  have been w e ll 
d e sc rib ed  by  a tto rn e y  Jo h n  A . M cM u lle n :

A t IIJM — fou r directors, all top level officers o f  the co rp ira tion . control 
the a ll-im portant executive and finance committees; in addition , three o f  
them are members o f the powerfu l C o rp ira te  O ffice. At (i.M , fou r nr five 
men, all inside directors o f the company, dominate the executive and fi­
nance committees o f the lioard as well as the administration committee 
comprised o f key officers and directors. . . . D uPon t’s executive comm it­
tee consists o f  the company's chairman o f the lioard , president, and six se­
nior vice presidents, l  ach o f these men is entire ly relieved o f day-to-day 
functional rcsp insiliilitics; each operates jo in tly  with his fe llow  committee
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mcml>er» to set overa ll corporate cs’licv . arul act* on ly  a* art ads ism ro the 
operating department from  w h ir1. i<c ong i.. !v derived hi* -k ill* , training, 
in d  csp-ricncc.

V e t , w h e th e r o r  not the b o a rd  fo rm a lly  reso lves to  de legate o p  
c ra t io n a l a u th o r i ty  to  an execu tive  com m itte e  betw een boa rd  m eet­
in g s . th e  a c tu a lity  i* th a t em p lo y e e  d ire c to r*  o r  o th e r sen io r execu ­
tive* in v a r ia b ly  exe rc ise  the p ow e rs  o f  in it ia t io n . It docs n o t m a tte r 
w h e th e r k ey  c o rp o ra te  decis ions a rc  in itia ted  b y  a sing le  c o rp o ra te  
au toc ra t o r  a b o a rd  c om m ittee  o r  a com m itte e  o p e ra tin g  ou t o f  the  
o ffic e  o f  th e  p re s id en t. S en io r execu tives ca ll th e  sho ts. T h is  is 
what B c r lc  and M ean s m eant b y  th e ir in s ig h tfu l d e sc rip tion s  o f  
“ m anagem en t c o n t r o l . "  T h is  is w h y  state  c o rp o ra t io n  law  is m o r i­
b u n d . N o t  o n ly  is it w ritte n  b y  c o rp o ra te  m anagem ent's rep re sen ­
ta tives , it is a lso  h op e le s s ly  in accu ra te . In  app rec ia ting  the law  o f  
c o rp i r a te  g ove rn an ce , o n e  ru ie  -b o v e  a ll o th e rs  m ust be fo llow e d : 
Concentrate on the omissions. W here  state law  does not re q u ire  d ire c ­
to rs  to  be , c o rp o ra te  execu tives in ev itab le  ire .

The Limitations o f Shareholder Litigation

S1ATF LAW: T ilt: NON-DUTY OF CARE
T h e  e ro s io n  o f  s h a re h o ld e r a u th o r i ty  w ith in  th e  c o rp o ra t io n  

w ou ld  be  less se riou s  it sh a reh o ld e rs  w ere  ab le  to  o p p is i the abuses 
o f  c o rp o ra te  m anagem ent in c ou rt . In  th e o ry , c iv il lit ig a tio n  re ­
m ains the s h a re h o ld e r ’s u lt im a te  check . T h e  p ro b lem  is t lia t , ex ­
cept fo r  ce rta in  lim ited  c la im s u n d e r the fe d e ra l secu rities law s , it 
ra re ly  w o rk s . I .ong ago ju d ic ia l d o c trin es  reduced  the  state sha re - 
h o 'd c r ac tion  to  a t r iv ia l va lu e .

E a rlie s t wa* the ju d ic ia l re jec tion  o f  the p r in c ip le  of ultra vires 
ac tion . In  its c lassica l fo rm , the d o c tr in e  o f  ultra vires en v is ioned  
the  c o rp o ra te  c h a rte r a* a c on tra c t lietvvcen th e  state , c o rp o ra te  
m anagem en t, and the sh a reh o ld e rs . C o rp o ra t io n s  w ere p roh ib ited  
f ro m  p e r fo rm in g  c e rta in  acts, not because th e y  w ere  illeg a l but 
because n e ith e r th e  state n o r  the  sh a reh o ld e rs  had agreed to  them . 
S h a re h o ld e rs  c o u ld  e n jo in  c o rp i ra te  o ffic e r*  and d ire c to r*  f r o m  en ­
gag ing in  actions " b e y o n d  th e ir p o w e r* .”  \c c o rd tn g ly . in a lead ing 
1867 ca*e , a s ing le  sh a reh o ld e r b lo ck ed  a ra i lro a d  fr o m  extend ing
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its ra i lw a y  to  a m o re  d is tan t p o in t than  th a t specified  in  the  
c h a rte r because that was not the en te rp rise  he had ba rga ined  fo r .

W ith  the rise  o f  the c o rp o ra te  enab ling  acts , th e  p r in c ip le  o f  
ultra vires dec lin ed . S h a re h o ld e r lim ita tion s  w e re  o v e rr id d en  
th rou g h  c o u rt  d iscove rie s  o f  “ im p lie d "  o r  " a u x i lia ry "  p ow e rs . In 
the 1896 ease o f  Jacksonville M. P. Ry. &  Nov. Co. v. Hopper, fo r  ex­
am p le , the  U n ite d  S ta tes S u p rem e  C o u r t  h e ld  th a t the  F lo r id a  
ra i lw a y  c om p an y  m igh t engage in leasing  and ru n n in g  a re so rt 
h o te l, o n  the c u rio u s  lo g ic  tha t " to  m a in ta in  cheap  h o te ls  o r  eating  
houses . . . w ou ld  not be  so  p l.- ’ n ly  an act ou ts id e  th e  p ow e rs  o f  a 
ra i lw a y  c om pan y  as to  c om pe l a cou rt t o  susta in  the  de fen se  o f  
u lt ra  v ire s . . . . "  B y  1931 , Fletchers Cyclopedia o f Corporations 
cou ld  p ro c la im , " th e  th e o ry  (h at a c o rp i r a t io n  can d o  no acts 
beyond  its a u th o r i ty  (has been ] d isca rded  b y  a m a jo r ity  o f  the 
c ou rts  in  the c o u n t ry ."

P a ra lle lin g  the dec lin e  o f  ultra vires has liccn  the un ive rsa l re ­
fu sa l o f  state c ou rts  to  h o ld  c o rp o ra te  d ire c to rs  o r  o ffic e rs  liab le  fo r  
neg ligence . Because th e y  a rc  vested w ith  great p iw c r  o v e r o th e r 
p e op le ’s p ro p e r ty , the law has a lw ays n om in a lly  re q u ire d , in  the 
language o f  the p resen t N e w  Y o rk  sta tu te , th a t “ D ire c to rs  and  
o ffic e rs  sh a ll d ischa rge  the du tie s  o f  th e ir respec tive  p os ition s in 
g ood  fa ith  and  w ith  that deg ree  o f  d ilig en ce , c a re , and sk ill w h ich  
o rd in a r i ly  p ru d en t m en w ou ld  exerc ise  u n d e r s im ila r c ircum stances 
in  lik e  p o s it io n s ."

In  p ra c tice , the typ ic a l ju i 'H a l o r  s ta tu to ry  fo rm u la t io n  o f  the 
d u ty  o f  c a re  is to o  vague  to  re q u ire  m uch  o f  a n y th in g . A s Y a le  L aw  
S c h o o l’s P ro f .• s o r Joseph  B ish op  conc luded  a fte r an ex ten s ive  re ­
view  o f  the  ease law :

I he search fo r eases in which directors o f industrial corp iration* have 
been held liable • • . fo r negligence uncomplicated by tclf-dcaling is a 
search fo r  a very small numtivr o f needle* in a very large haystack, lew  arc 
the cases in which the stockholders do  not allege conflict o f  interest, still 
fewer those among them which achieve even such partial success as denial 
o f the defendant's motion to dismiss the complaint.

In  a l l ,  P ro fe s s o r  B  shop  was ab le  t o  find  o n ly  fo u r  recent eases in 
which a state c ou rt h e ld  that a sh a reh o ld e r had alleged a good cause 
o f  action f o r  negligence uncomplicated by self-dealing. In only one



o f  these cases d id  a state cou rt ru le  on  the m erits that a c o rp ira te  
o ff ic e r  was liab le  fo r  neg ligence . A nd  in that case, the  w o rd  ■ neg­
lig en ce ”  had been used as a euphem ism  fo r  d ish on es ty .

1 h is re su lt is p r im a r i ly  the fau lt o f  s ta tu to ry  d ra ftsm en . T h e y  
have re fu sed  to  id en tify  hero: a c o rp o ra te  o ff ic e r  m eets his d u ty  o f  
c a re . T h e y  have n eve r id en tified  w hat specific  actions he m ust p e r­
fo rm ; w hat specific  re sp on s ib ilit ie s  a rc h is . In  the absence o f  a c lea r 
s tan d au l f ro m  the le g is la tu re , state c ou rts  have  re fu sed  to  guess.

A t m os t, state c ou rts  w i l l h o ld  c o rp o ra te  d ire c to rs  o r  execu ­
tives lia b le  fo r  conduc t in v o lv in g  ob v iou s  se lf-e n richm en t such as 
fra u d , m isapp lica tion  o f  fu n d s , d ive rs ion  o f  c o rp o ra te  business o p  
p o rtu n it ic s , o r  causing the c o rp o ra t io n  to  m ake excessive p aym en t 
fo r  the pu rchase  o f  th e ir  p ro p e rty . Y e t even in these typ es o f  cases, 
w h e re  the  actions o f  c o rp o ra te  o ffic e rs  am oun t to  s im p le  and o b v i­
o u s  th e ft , the p ro ce d u ra l ru le s  o f  state c o rp o ra t io n  law have been 
skewed to  d iscou rage  sh a reh o ld e r su its.

T h e  m ost o n e rou s  bars to  sh a re h o ld e r litig a tion  a rc  the  so- 
c a lle d  " se cu rity  fo r  expenses" p ro v is ion s  enacted b y  N ew  Y o rk , 
N ew  J e rs e y , P en n sy lv an ia , M ich ig an . C a li fo rn ia , and 13 o th e r 
states. T h e se  p ro v is io n s  req u ire  a c om p la in in g  sh a reh o ld e r ow n in g  
less than  .1 stated am oun t o f  s tock— ty p ic a lly  j  pe rcen t o f  th e  stock 
o r  shares w o rth  less than  $50.0*10— to  "g ive  secu rity  fo r  the  rea son ­
ab le  expenses , in c lu d ing  a tto rn e y ’ s fees , w h ich  m ay be in ­
c u rre d "  b y  b o th  the c o rp o ra t io n  and  the  pa rtie s  d e fend an t in a 
s h a reh o ld e r ac tion . S ince  the  cost o f de fendan ts ' legal fees m ay 
am oun t to  h u n d red s  o f  th ousand* o f d o lla rs , th e  sccupiv fo r  ex­
pense p ro v is io n , w hen  en fo rc ed , p resen ts a fo rm id a b le  b a rr ie r  to  
sh a re h o ld e r ac tion .

1 he ru le s  respec ting  a tto rn eys ' fees pose a second p m  edu ra l 
p it fa ll to r sh a reh o ld e r actions. N e a r ly  e v e ry  ju risd ic tio n  p ro v id e s  
that o n ly  sh a reh o ld e rs  w hose su its a rc  successfu l m ay  be re im ­
bu rsed  b y  the  c o rp o ra t io n  fo r  a tto -n cv* ' fees. This ru le  sc**1 \ to  d is ­
cou rage  a tto rn e y s  fro m  b rin g in g  n o nm c rito r io u *  su its . S eve ra l 
states , h ow eve r, fu r th e r  p ro v id e  that a tto rn ey s ' fees m ay l»c 
aw ard ed  o n ly  if a substan tia l m on e ta ry  Itcncfit is c on fe rre d  upon  
the c o rp o ra t io n  \ *  a p ractica l n u t t e r , th is s tanda rd  p rec lu des 
sh a re h o ld e r litig a tion  in  a ll cases except those o f  o ve rreach ing  
w he re  a m on e ta ry  b ene fit— th e  am oun t taken— 1? caddy  apparen t.
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In  a ll o th e r eases it is n o rm a lly  cheape r to  se ll th e  stock th an  to  
com pe l the c o rp o ra t io n  to  o b e y  th e  law .

M U R A L  SECURITIES LAW; “ TAKING OVER 
THE UNIVERSE GRADUALLY"?

T o  som e ex ten t, fe d e ra l secu rities law — and fed e ra l c ou rt d ec i­
s ion s— have com pensa ted  fo r  th e  a tro p h y  o f  state sh a re h o ld e r p ro ­
tec tion .

In  1 968 , the  in flu e n t ia l S econd  C irc u it  C o u r t  o f  A ppea ls  
handed  dow  n  its c e leb ra ted  S.E.C. v. Texas Gulf Sulphur dec is ion  
w h ich  re v o lu t io n ize d  th e  ease law  in te rp re tin g  R u le  m b - j  u n d e r 
the  1934 S ecu ritie s  and  Exchange  A ct. R u le  t o b - j  p ro v id e s  that it 
is u n law fu l fo r  an y  p e rson  to  em p lo y  a fra u d u len t schem e , t o  m ake 
any  u n tru e  sta tem en t, o r  to  fa i l to  state a p e rtin en t fac t w hen 
pu rchas ing  o r  se llin g  a secu rity . Texas Gulf su b s ta n tia lly  b roadened  
th is a n t ifra u d  ru le  b y  h o ld in g  that c o rp o ra te  d ire c to rs , o ff ic e rs , and 
em p lo y ee s  v io la ted  t o b - j  w hen  th ey  pu rchased  c om pan y  stock 
k n ow in g  o f  a huge m in e ra l s trike  b e fo re  th is fact was g e n e ra lly  
kn ow n  o r  c om m un ic a ted  to  the p ub lic .

A  fe d e ra l d is tr ic t c o u r t , a lso  in  n/>H, ru le d  in F w t v. L .r  
Chris— a dec is ion  som e c om m en ta to rs  in it ia lly  be lieve  ' w ou ld  have 
even g re a te r e ffec t on  d ire c to r ia l b eh av io r than  Texas Gulf In  Bar 
Cbris secu rity  h o ld e rs  asse rted  that j  (fow lin g  a lle y  c on s tru c tio n  
c om p an y  that had so ld  th em  c on ve rt ib le  deben tu res had fi le d  a re g ­
is tra tio n  statem ent p r io r  to  the sa le o f  the b ond s w h ich  c on ta in ed  
fa lse  statem ents and om iss ion s . A fte r  c on c lu d in g  that the reg is tra ­
t io n  sta tem en t d id , in d ee d , c on ta in  num e rou s  inaccu rac ies , the d is ­
tric t c ou rt s tunned  U a l l  S tree t b y  h o ld in g  a ll n ine d ire c to rs  w h o  
signed the p ro spec tu s— in c lu d in g  tw o  new  to  the b o a rd —  
liab le . In  sum m it J u p  th e ir  lia b i li t y , the c ou rt seem ed to  m ove  fa r  
tow a rd  c rea ting  a fe d e ra l d u ty  o f  ca re , at least w ith  respect to  reg is­
t ra t io n  sta tem en ts :
Section 11 ini; .»s liab ility  in the first instance upon a d irector, no matter 
how new he is. He tv presumed to know his responsibility when he l«e- 
comes a director, He can escape liab ility on ly  by using that reasonable care 
to investigate the facts which a prudent man would employ in the manage­
ment o f his own property . In  my op in ion , a prudent man would not act in 
an important matter w ithout any knowledge o f the relevant facts, in sole
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reliance upon representations o f persons who arc comparative strangers 
and upon general in formation which docs not purport to cover the particu­
lar case. T o  say that such m inimal conduct measures up to  the statutory 
standard w ou ld , to all in .ntv and purposes, absolve new directors from  re­
sponsibility merely because they jr e  new. Th is is not a sensible construc­
tion o f  section i t ,  when one bears in mind its fundamental purpose o f 
requiring fu ll a: J tru th fu l disclosure fo r the protection o f investors.

T h e  c um u la t iv e  re su lt o f  these and o th e r fe d e ra l secu rities law' 
d ec is ions led  the Wall Sircet Journal to  exc la im  in e a r ly  1973 , 
“ [D i r e c t o r s  <»f c o rp o ra t ion s  n ow  face m o re  p e r ils  th an  P au lin e  e ve r 
d id ! "  In  a s im ila r  v e in . H a rv a rd  la m  S c h o o l’s secu rities e xp e rt , 
P ro fe s s o r L ou is  L o s s , o b se rv ed  in 1969 that ‘ ‘ the g reat R u le  t o b -5 ,"  
w h ich  had em erged  as the p rin c ip a l basis o f  lia b i li ty  u n d e r the  fe d ­
e ra l secu rities law s , “ seem s to  be tak ing  o v e r  the un ive rse  g ra d u ­
a l ly . "

In  re tro sp ec t , b o th  v iew s seem  ove rs ta ted . T h e  basic reason 
the  secu rities law s w ill n e ith e r “ take o v e r the  un ive rse ’ ’ n o r 
s e r iou s ly  " im p e r i l o u ts id e  d ire c to rs "  is that th ey  a rc  res tric ted  to  a 
d isc re te  set o f  secu rities tran sac tion s . A lth o u g h  p re sen t secu rities 
law s d o  req u ire  c o rp o ra te  o ffic e rs  to  fi le  w ith  the S E C  accurate p e ­
rio d ic  financ ia l re p o rts  and secu rities reg is tra tion  s ta tem en ts , not 
m ake fa lse  and  m is le ad ing  statem ents in p ro x ie s , n o r d e fra u d  ou t­
s id ers in c onn ec tion  w ith  th e ir  ow n  securities pu rchases o r  sa les, 
the secu ritie s law s d o  n o t , em phasized  the S u p rem e  C o u r t  in 197* . 
reach  tran sac tion s w h ich  o th e rw ise  in v o lv e  " in te rn a l c o rp o ra te  m is ­
m anagem en t. "

And in  la te 1 9 7 ? . the Second  C ircu it C o u rt  o f  A ppea ls  h e ld  in 
Ijjnza V. /h(xd  t lu t  o n ly  c o rp o ra te  o ffic e rs  w h o  rec k le ss ly  o r  d e lib ­
e ra te ly  d e fra u d ed  sh a reh o ld e rs  c ou ld  be h e ld  lia b le  fo r  m on ey  d am ­
ages u n d e r R u le  io b -5 . In  re fu s in g  to  fo llow  the rea son ing  o f  the 
d is tr ic t c ou rt in th e  F.uott v . Bar Cbnt case, the appea ls  c ou rt m ade 
p la in  that an o u ts id e  d ire c to r  w ho  was "m e re ly  n eg lig en t" in  his 
p a rtic ip a tio n  in a fra u d u le n t secu rities tran sac tion  had li t t le  to  fea r.

T h e  consequence  o f  Unza and s im ila r recen t d ec is ion * has 
been to  leave fe d e ra l secu rities law in » c ra zy  q u i lt  p a tte rn . I ’ he 
fe d e ra l secu rities law s , fo r  e xam p le , w i ll not reach  a d e lib e ra te  
th ou gh  not s e lf-e n r ic lu n g  dec is ion  o f  c o rp o ra te  execu tives to  engage 
in  an u n p ro fita b le  lin e  o f  business un less th e re  has been an accurti-
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p ro v in g  fa i lu re  o f  d isc lo su re . N o r  w ill th e y  reach  dec is ions w h ich  
Jo en rich  c o rp o ra te  o ffic e rs  un less th e y  in v o lv e  s e cu rity  tran sac ­
ts  ns. L ia b i li ty  seem s so haphaza rd  and  fo r tu ito u s  th a t fo rm e r  S E C  
C h a irm an  W i lliam  C a ry  was m oved  to  c om p la in :
There is no justification fo. x federal law disciplining o r ho lding a tippce lia­
ble fo r misusing inside in formation concerning management decisions but 
not monitoring the misconduct o f management itself. . . . It is absurd that 
a corpoiatc transaction, c learly unfair though perhaps not fraudu lent, 
should b :  subject to  attack in the federal courts on ly  upon the ground that 
it has not been disclosed to shareholders rather than because o f its inherent 
inequity.

NULLIFY THE JUDGMENT: INDEMNIFICATION
IN SU RA N C E

N o t  o n ly  is it d iff ic u lt  fo r  sh a reh o ld e rs  to  su cce ss fu lly  sue 
th e ir  c om pan ie s , b u t even  success fu l ju dgm en ts  o fte n  can Ire n u ll i­
fied . Seven teen  states tod ay  p e rm it c o rp o ra t io n s  to  pu rchase  in ­
d em n ific a tion  in su ran ce  fo r  th e ir  d ire c to rs  and o ffic e rs  aga inst, in  
th e  w o rd s  o f  a ty p ic a l p o lic v , an y  "w ro n g fu l act [c om m itte d ] . . . 
in  th e ir capacities as d ire c to rs  o r  o f f ic e rs ."  A 1974 su rv ey  o f  the 
F o rtu n e  jo o  list fo u n d  th a t 8 0  pe rcen t o f  these com pan ies ca rried  
in d em n ifica tio n  in su rance . A  s im ila r sam p le  o f  c o rp  ra tion s listed  
o n  the  N ew  Y o r k  S to ck  E xchange fo u n d  that 7 6 .1  pe rcen t c a rr ie d  
such in su rance . S in ce  in d em n ific a tio n  in su rance  was v ir tu a lly  u n ­
kn ow n  as re c en t ly  as a d o zen  y ea rs  ago , and m ost in su rance  p o li­
cies w e re  pu rchased  w ith in  the  past five to  seven y e a rs , it is a fa i r  
a ssum p tion  that n e a r ly  e v e ry  la rge  in d u s tr ia l c o rp o ra t io n  p e rm itted  
b y  state law  w ill c a r ry  in d em n ifica tion  in su ran ce  w ith in  a sh o rt 
t im e .*

• One reason for the enormous leap in the numlrcr o f corporations e a rn  ing in- 
demnilicarion insurance has ticcn the scare lattice employed by the insurance com ­
panies. I he general tenor *4 their approach it illustrated by an advertisement on 
[sage six o f iltr  W all b luet Journal, March a i ,  u/*h, featuring a composite photo­
graph of a U urd o f directors presided over by  a stuffed duck and the explanatory 
te s t, "A t a corporate officer or d irector, you may Ik  a titling duck for a shareholder 
or third party liability su it." A similar ad appears on page nine o f the u n i t  issue 
wherein a sullen looking stockholder announces that he "might just sue every cons, 
p ro) director reading thit new spaper,’’ and rem inds the presum ably panicking 
directors that he it just one o f "14 million potential enem ies.*
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The re  is , to  l>c s u re , a pe rsuas ive  case far in d em n ify in g  c o r­

p o ra te  d ire c to rs  against the costs o f  n onm c rito r io u s  lega l c la im s . I f  
in n ocen t d ire c to rs  had to  se ttle  such su its because th ey  lacked the 
resou rces to  h ire  com pe ten t a tto rn e y s , re sp on s ib le  m en and  w om en  
w ou ld  be d iscou rag ed  fro m  becom ing  d irec to rs . B u t c u rre n t in - 
dc  u n i t y  statu tes a rc  not lim ited  to  the pu rp o se  o f  p ro te c tin g  in ­
nocent o ffic e rs  fro m  the  costs o f  n onm c rito r io u s  su its T h e y  a lso  
p ro tec t g u i lty  o ffic e rs  f r o m  accoun tab ility  fo r  th e ir w rong s and 
reduce  incen tives fo r  law fu l c on d u c t.

D e law a re 's  sta tu te  exem p lifie s  th is o v e rb re ad th . It a llow s  a 
c o rp o ra t io n

to purchase and maintain insurance on behalf o f any person who is o r was 
a director, officer, employee o r agci.t o f the corporation . . . against any 
liability asserted against httn and incurred by him in any such capacity, or 
arising out o f  bis status a* such, whether o r not the corporation would 
have the power to  indemnify him against any such liability under the 
provisions o f this section.

A s w ritte n , th is p ro v is io n  p e rm its  the c o rp o ra t ion  to  in su la te  its 
o ffic e rs  fro m  all p o ten tia l lia b ilit ie s . O ff ic e rs  m ay be in su red  
against any  neg ligence , se lf-d e a lin g , lo o tin g  the c o rp o ra t io n  o r  cm - 
b c / z le i r c n t , a ll c on flic ts  o f  in te re s t , and de lib e ra te  s ta tu to ry  v io la ­
tion s . They m ay  be re im bu rsed  fo r  v io la t io n s  o f  fe d e ra l sa fe ty , c iv il 
rig h ts , e n v iro n m en ta l, ta x . o r  an titru s t law s. T h e y  m ay even  be in ­
su red  against the same ju dgm en ts  in d e riv a tiv e  actions that an e a r­
lie r p ro v is io n  o f  the sam e statu te  p ro v id ed  a c o rp o ra t io n  c ou ld  not 
in d em n ify  d ire c t ly .

D e law a re  d e fend s such in su rance  as a fo rm  o f  c om pen sa tion , 
a rg u in g  that the c o rp o ra t io n  c ou ld  m ake a la rg e r c om pensa tion  a r ­
rangem en t w ith  the execu tive  and  let h im  pay fo r  the in su rance  
h in tve lf. B u t the qu e s tion  is n o t how m uch o ffic e rs ' c om pensa tion  
sh ou ld  be . but ra th e r w he the r w ro n g fu l acts shea Id Ik * in d em n ified  
at a ll. \ \  h y  sh ou ld  an execu tive  o f  a d ru g  com pany  be in dem n ified  
to r  the costs o f  a c rim in a l fine  i f  he is conv ic ted  o f  a llow  ing a h a rm ­
fu l d ru g  to  in ju re  seve ra l th ousand  peop le  w hen the same act as a 
p riva te  in d iv id u a l w ou ld  send h im  to  ja il?  A n  un tenab le  d o t io lc  
s tanda rd  has been c rea ted . T h e  m o re  p ow e r fu l an execu tive  be­
com es , the less lik e ly  he is to  p ay  fo r  an abuse o f  p ow e r.
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Conflicts o f Interests
In  a lm os t e v e ry  p r im a ry  e con om ic  re la t io n  o f  th e  in d u s tr ia l 

c o rp o ra t io n — t o  com pe tin g  c o rp o ra t io n s , to  b anks , to  s u p p lie rs , to  
d is tr ib u to rs , to  in v e s to rs— the law now  p e rm its  (in  m an y  in stances, 
en cou rages ) the  m ost b la tan t d iv is io n  o f  lo y a lt ie s .

M o s t th rea ten in g  is the an tic om pe tit iv e  p ractice  o f  interlocking 
directorates. A  ph ilo so p h ic  c o rn e rs to n e  o f  A m eric an  business is that 
v ig o ro u s  Cf m p c ti liu n  w i ll en ab le  firm s  to  have c om pa rab le  access to  
c ap ita l, su p p lie s , d is tr ib u to rs , and m a rk e ts , and thus an equa l 
chance to  succeed o r  fa i l on  the m e rits . B u t i f  com pe tin g  c o rp o ra ­
tion s  p lace  d ire c to rs  on  each o th e r ’s b o a rd s , th e re  is o p p o rtu n ity  to  
c on sp ire  o n  p rice  o r  t e r r i t o ry . I f  c o rp o ra te  o ffic e rs  sit o n  the Ixsards 
o f  th e ir  banks o r  su p p lie rs  o r  d is t r ib u to rs , th e re  a rises the ob v iou s  
tem p ta tio n  to  ob ta in  p re fe ren t ia l trea tm en t based on  fa v o r  and 
fr ie n d sh ip . T h e n  the race is not to  the  sw ift , but to  the w c ll-c on - 
ncctcd . Ia tu is  B ran d c is  saw the p ro b lem  e a r ly  in th is  c e n tu ry :
'The practice o f interlocking directorates is the root o f many evils, It o f­
fends law s human and divine. Applied to rival corporations, it tends to the 
suppression o f competition and to  vio lation o f  the Sherman law. Applied 
to corporations which deal with each other, it tends to d is loya lty  JnJ to 
vio lation o f the fundamental law that no man can verve tw o masters. In ci­
ther event it leads to inefficiency; fo r it remove* incentive and destroys 
soundness o f judgment. It is undemocratic, fo r it rejects the p la tfo rm : “ A 
fair field and n o  favors ’’— substituting the pu ll o f  privilege fo r the push o f 
manhood.
W ith  B ran d c is  as a m a jo r  p ro p o n e n t . C ong re ss  in 1914 enacted  the 
C la y to n  A c t, section  8 o f  w h ich  e x p re s s ly  fo rb id s  a n y  p e rson  fro m  
se rv in g  on  th e  b oa rd s  o f  tw o  o r  m o re  com pe ting  c o rp o ra t io n s . 
U n t i l re c e n t ly , h ow e ve r , section  8 bad not Ixrcn e n fo rc ed . I h rough  
19 5a , som e 38 y ea rs  a fte r the enac tm en t o f  the C la y to n  A c t , the 
D e p a rtm en t o f  Ju stice  had not litig a ted  a sing le  case to  a dec is ion  
b y  a c o u r t . T h rough  D e c em b e r 19 7$ . tbe D ep a rtm en t had in sti­
tu ted  a to ta l o f  15 cases. The F e d e ra l T rade C om m iss io n , w h ich  
has c on c u rre n t en fo rcem en t re sp on s ib ilit ie s , had fi le d  o n ly  13 c om ­
p la in ts  u n d e r section  8 o f  th e  C la y to n  Act th rou gh  J an u a ry  !</>$. 
O n ly  on e  o f  these c om p la in ts  re su lted  in a cease and  dc>ist o rd e r ; 
the rem a in d e r w e re  d ism issed  w hen the  d ire c to rs  in v o lv ed  d iscon -



t in u cd  the  p ro h ib ited  re la t io n sh ip . A s C h a irm an  Em anue l C c llc r 's  
H ou se  A n tit ru s t S u b com m itte e  con c lu d ed  in  1965 a fte r a le ng th y  
s tu d y  o f in te r lo c k s  am ong  c om pe tito rs : e n fo rc em en t had been ne i­
th e r " p rom p t n o r v ig o ro u s ." *

S h o r t ly  a fte r C c llc r ’ s s tu d y  was re lea sed , econom ist Pe te r 
D o o le y  ca lcu la ted  that th e re  w e re  a to ta l o f  4 ,0 0 7  d ire c to rsh ip s  
h e ld  by  the d ire c to rs  o f  the  2 0 0  la rgest n on financ ia l c o r ­
p o ra tion s  and the 5 0  la rgest fin anc ia l c o rp o ra t io n s . “ W h ile  m ost 
o f  these d ire c to rs  sat o n  a s ing le  b o a rd , 562 sat on  tw o  o r  m o re  
b oa rd s : F iv e  m en he ld  six d ire c to rsh ip s  each . In  a ll, 1 ,4 0 4  d ire c ­
to rsh ip s  w e re  h e ld  b y  m u lt ip le  d ire c to rs ."  T w o  h un d red  and 
th ir ty - th re e  o f  the  2 5 0  c o rp o ra t io n s  had at least one  d ire c to r w h o  
sat on  the b o a rd  o f  at least one  o th e r o f  th e  la rgest c o rp o ra t io n s . 
M ost s ig n if ic a n t ly , fu l ly  297 in te r lo ck s  in v o lv ed  com pan ies w h ich  
w ere  c om p e tito rs . "W  h ile  illeg a l u n d e r th e  C la y to n  A c t ,"  ob se rved  
P ro fe s s o r  D o o le y , " th e  law has not bt-11 e ffe c t iv e ly  e n fo rc e d , so 
that the  in s titu t io n  o f  in te r lo c k in g  d ire c to ra te s  con tin u es  to  p ro v id e  
a veh ic le  fo r  re s tr ic t in g  c om pe tit io n . . . ."

O u r  ow n  m o re  recen t s u rv e y  o f  th e  b oa rd s o f  d ire c to rs  o f  the 
5 0  la rgest in d u s tr ia l c o rp o ra tio n s  id en tified  eight appa ren t instances 
o f  illeg a l in te r lo c k s . J oh n  T . C o n n o r , fo r  e x am p le , is b o th  a d ire c ­
t o r  o f  G en e ra l M o to rs  and  C h a irm an  o f  A llie d  C h em ic a l, th ough  
A llie d  C h em ic a l p roduces scat b e lts , s h o u ld e r ha rnesses , and  a ir ­
bags. a ll o f  w h ich  C M  e ith e r p re sen t ly  m anu fa c tu re s  o r  p o te n t ia lly  
c ou ld . D ean  M cG ee  is a d ire c to r  o f  G en e ra l E le c tric  and C h a irm an  
o f  K c r r -M c G e c , th ough  bo th  se ll n u c le a r fu e ls . 1 le n ry  S . W inga te  
is a d ire c to r  o f  b o th  U .S  S tee l and In te rn a t io n a l N ic k e l C om p an y  
o f  C an ada , b o th  o f  w h ich  m ine  n ick e l, iro n  o re , and  o th e r c om pe t­
ing  m eta ls .

E ven  b e yon d  in adequa te  en fo rcem en t o f  it* p ro v is io n s , section 
8 o n ly  fo rb id s  in te r lo ck s  am ong  c om pe tit iv e  c o rp o ra tio n s . In ­
te r lo c ks  am ong  c o rp o ra tio n s  w h ich  p ro v id e  serv ices, supp lie s ,

• In the paw th ftc  year* the I ixlcral T rade Qmmmvion ha» lie gun to enforce 
the A rt, bringing three rtu|<>r actions, the nt'»st important oi  11 'tich required seven 
d irecton  common 1 t*t* Ixurd* o f 1; competing oil and gav .-orporatktftv to rcvign. 
More recently the Ju t tm  tV n irtm cn t a v u s e  from it* long vum licr and brought an 
action in against the Han* >f Amrrtc holding compa ,y and certain invuranee 
companies win 1 allegedly competes, . • .voiding designated services.
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fu n d in g , o r  d is tr ib u t io n  fo r  o .c h  o th e r e q u a lly  v io la te  th e  fu n ­
dam en ta l law tha t n o  m an can c rvc  tw o  m aste rs . T h e y  a re  a lso  fa r  
m o re  n um e rou s . In  1 974 , the C en te r fo r  Sc ience in  the P u b lic  In ­
terest a n a ly z e d  in te r lo c k in g  d irec to ra te s  and a d v is o ry  com m ittee  
connec tion s o f  the e igh teen  la rgest U n ite d  S ta tes o i l c o rp o ra t io n s . 
T h e y  fo u n d  4 6 0  in te r lo c k in g  connec tion s in  a l l ,  in c lu d in g  132 in ­
terfile i w ith  b anks , 31 in te r lo ck s  w ith  in su rance  c om pan ie s , 12 in ­
te r lo c ks  w ith  u ti lit ie s , 15 in te r lo c k s  w ith  tra n sp o rta t io n  c o rp o ra ­
t io n s , and  2 2 4  in te r lo c k s  w ith  m anu fa c tu rin g  and  d is t r ib u t io n  
c o rp o ra t io n s . O i l c om pan y  tics w ith  banks (w h ic h  s u p p ly  c ap ita l) , 
in su rance  com pan ies (w h ic h  p ro v id e  an underw  r it in g  se rv ic e ), d is ­
t r ib u tio n  com pan ies (w h ic h  d is tr ib u te  o i l c om p an y  p ro d u c ts ) , and 
u ti lit ie s , t ra n sp o r ta t io n , and  m anu fa c tu rin g  c o rp o ra t ion s  (w h ich  
pu rchase  o il p ro d u c ts ) in e v ita b ly  d im in ish  the a rm ’s leng th  a*m o- 
sphe re  in  w h ich  e ffe c tiv e  c om pe tit io n  th riv e s .

S u ch  d u b b is h n e s s , h ow e v e r , is typ ic a l o f  th is n a t io n ’s la rgest 
c o rp o ra t io n s . O u r  su rv e y  o f  th e  50  la rgest in d u s tr ia l c o rp o ra t io n s  
and  10 la rgest c om m erc ia l b anks fo u n d  that the 5 0  la rgest in d u s ­
tria lis ts  had 54 in te r lo c k s  w ith  the 10 lead ing  com m erc ia l banks and 
24 in te r lo c k s  am ong  th em se lve s . O u r  su rv e y  a lso  estab lished  tha t it 
Has becom e a c om m on  p ractice  fo r  the lead ing  c om m erc ia l b anks to  
b rin g  tog e th e r c om pe tito rs  » n th e ir b oa rd s o f  d ire c to rs . F o r  ex ­
am p le , o n  its boa rd  C hase  M anha ttan  un ites d ire c to rs  fro m  c om ­
peting  c om pan ie s  in  fo u r  in du s trie s : in d u s tr ia l chem ica ls  (A ll ie d  
C h em ic a l, C c lan e sc , an om m c rc ia l S o lv en ts  C o rp o ra t io n ) ; d ru g s 
(P fiz e r  and S q u ib b ) ; p ape r g ood s (C c lanesc  and In te rn a t io n a l 
P a p e r) ; and o il (E x x o n , R o y a l D u tch  P e tro le u m , and  S ta n J a rd  O i l 
o f  In d ia n a ). C o n tin en ta l I l l in o is  b ring s tog e th e r le ad ing  a g r ic u ltu ra l 
eq u ipm en t p ro d u ce rs  C a te rp i l la r  T ra c to r  and In te rn a t io n a l H a r ­
ves te r; fo o d  p ro d u c e rs  K sm a rk  and K ra f ic o ; and  ra i lro a d s  C h ic ag o - 
M ilw u u kcc  and  I l l in o is  C e n tra l.

W h en  in te r lo c k s  a re  v iew ed  on  a c ity -b y -c ity  b a s is , it becom es 
c lea r tha t th e re  a re  substan tia l soc ia l costs as w e ll— as in  the 
ease o f  M in n e a p o lis -S r . P a u l. In  J a n u a ry  1 971 , R ic h a rd  G ib s o n , a 
m ethod ica l s ta f f  re p o r te r  fo r  the Minneapolis Star, de sc rib ed  the 
socia l s t ru c tu re  o f  a m a jo r  in d u s tr ia l c ity  b y  e xam in in g  the b o a rd s  
o f  the 2 0  o r  so le ad ing  Tw in  C ity  in d u s tr ia l c o rp o ra t io n s  and  e ight 
lead ing  banks . W h a t he fo u n d  was a tig h t li r t le  net o r  what he
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ca lle d  sw app ing : B u r lin g to n  N o r th e rn  p laced  its execu tive  on  the 
h oa rd  o f  G en e ra l M i lls , and G en e ra l M i l ls  rec ip roca ted  b y  p lac ing 
an execu tive  on  the boa rd  o f  B u r lin g to n  N o r th e rn . H o n e y w e ll, 
P i l ls b u r y , jM ,  and  D a y to n  H u d so n  just p laced execu tives e v e ry ­
w h e re , ac d id  th e  lead ing  banks.

B u t G ib so n  w ent b eyond  the statistics and exam ined  the p e r­
son a lit ie s  in v o lv e d . H e  fo u n d  tha t the b oa rd s  o f  the 30 lead ing  c o r ­
p o ra t ion s  in a m a jo r  m e tro p o lita n  area o f  som e tw o  m illio n  p eop le  
w e re  d om in a ted  b v  19 m en . L ig h t se rved on  th re e  o r  m o re  h oa rd s ; 
five  m en served on  fo u r  b oa rd s ; * i\  se rved on  five b oa rd s o r  m o re . 
C ru c ia l ly , these w e re  the m en that se rved  as c h a irn v n  o r  led the 
key  c om m ittee s . A ll bu t one o f  these m en , P ro fe s s o r W a lte r  H e l le r , 
was a c o rp o ra te  execu tive . F o u rte e n  o f  the  19 w ere  c o rp o ra te  c h ie f 
execu tives . E xam ined  in socia l te rm s , the e con om y  o f  M in n eap o lis  
lo o k s  lik e  an o lig a rc h y .

C e r ta in ly  n o  on e  w ou ld  a rg ue  that a ll in te r lo ck s , w he the r 
am ong  c om p e tito rs , in fin anc ing , s u p p ly , o r  d is tr ib u t io n  re la t io n s , 
d irec t o r  in d ire c t , lead to  c o llu s iv e  b eh a v io r . But it is unnecessa ry  
that a n y  in te r lo c k  o ccu r. T h e re  a rc  su ffic ien t d ire c to rs  a va ilab le  so 
that each boa rd  m ay be s ta ffed  b y  d is in te re s ted  p e rson s . T h e  costs 
o f  in te r lo c k s— fa v o r i t ism , jo in t p rice  o r  o u tp u t ac tion s , d is c o u r­
agem ent o f  e n tre p re n eu rs— m ust be w e ighed  against what are at 
best n eg lig ib le  advan tages.

C o n flic t o f  in te re sts can a lso  o c cu r w hen  la rge  in d u s tr ia l c o r ­
p o ra tion s  in v ite  th e ir in vestm en t b an ke r o r  ou ts id e  coun se l to  serve 
o n  th e ir  b o a rd s . F o r  the  in vestm en t b a n k e r , e sp ec ia lly , th is creates 
a stark  d iv is io n  o f  lo y a lty . In  a dd it ion  to  u n d e rw rit in g  secu rity  o f ­
fe rin g s  and re la ted  c o rp o ra te  lin an c ia l se rv ices, he ty p ic a lly  docs in ­
vestm en t c ou n se lin g , < m p lo y s  b ro k e rs , and adm in is te rs  m u tua l 
fu n d s . H e  is ju *t as lik e ly  to  pe rce ive  his p r im a ry  ob lig a tio n  to  ru n  
to  his in ve stm en t c lien ts a* to  the sh a reh o ld e rs  o f  the c o rp o ra tion  
he d irec ts . As on e  top  execu tive  e xp la in ed , "A s  soon as y ou  have 
an in vestm en t b an ke r |o n  the b o a rd ) , y o u  pu t y o u rs e lf in  a p os ition  
w h e re  o n e  g ro u p  o f  sh a reh o ld e rs  m ight be fa v o re d  at the expense  o f 
o th e r sharch< Id e rs ."

A  w o rse  s itu a tion  occu rs  w hen  the  in vestm en t b an ke r is fa ­
v o re d  at the  expense o f  all sh a reh o ld e rs . J . M  Ju ra n  and J . L o u -
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t k n ,  a u th o rs  o f  th e  A m eric an  M anagem en t A ssoc ia tion 's s tu d y , Tbe 
Corporate Director, c ited  instances w he re  in vestm en t banke rs  have 
U 'cn  g u i lty  o f  g u id in g  the c om p an y  in to  a p o o r  a cqu is ition  to  
c reate a need fo r  se llin g  secu ritie s . In ve stm en t b an ke r-d irc c to rs  
have in sisted on  be ing  in v o lv e d— fo r  a fee— when the c o rp o ra t io n  
seeks to  b o r ro w  m on ey  fro m  an in su rance  c om pan y  o r  o th e r 
le n d e r . A n d  w hen  a c o rp o ra t io n  has an in vestm en t b an ke r on  its 
b o a rd , it becom es v e ry  d i ff ic u lt  to  transact business w ith  o th e r  in ­
vestm en t b an ke rs . “ H a v in g  a sen io r p a rtn e r o f  an in vestm en t b ank ­
ing  firm  on  o u r  Isoard is no tice  to  the w o r ld  that we a re  his cap tive  
c lie n t ,"  said on e  c o rp o ra te  p re s id en t. “ O f  cou rse  th is  is the m ain 
reason  in ve stm en t banke rs  w ant to  be on  so m any  Im a rd s . 1  hey  
th in k  o f  b o a rd  m em be rsh ip  as a v e ry  good  w ay  o f  assu ring  that the 
business o f  the  c om p an y  goes o n ly  to  them . It's  a so rt o f  O p e ra t io n  
S ta ke ou t. It tags the c om p an y  as b e long ing  to  one  p a rt ic u la r f i rm ."

A  s im ila r  d iv is io n  o f  lo y a lt ie s  occu rs  w hen  c o rp o ra te  c om  el 
serves on  the b o a rd . A tto rn e y s  have a financ ia l in te re st to  i -  
c rease the c o rp o ra t io n 's  law  b i lls , ra th e r than e conom ize  fo r  a s  
sh a reh o ld e rs . T h is  in a b i li ty  o f  law y c r-d irc c to rs  to  g ive  d is in te r ­
ested coun se l has led  som e law  firm s  to  d iscou rage p a rtn e rs  fro m  
se rv in g  on  c lie n ts ’ b o a rd s . F o r  e x am p le . N ew  Y o rk  C i t y ’s D e b t*  
vo isc , P lim p to n , l .y o n s  and  G a te s  w ill n o t p e rm it a p a rtn e r to  go  
on a b oa rd  w ith ou t the a p p ro v a l o f  the firm  as a w ho le . S k ad d cn , 
A rp s , S la te , M eagher and  L lo m , a lso  o f  New  Y o rk , f la t ly  p ro h ib its  
p a rtn e rs  f ro m  becom ing  d ire c to rs  "excep t in e x tenua ting  c ase s ."  
N on e th e le ss , an exhau stiv e  1 9 7 1 -7 2  s tu d y  o f  som e 12,00*1 c om p a ­
n ies , w h ich  fi le d  in fo rm a t io n  statem ents w ith  the SEC, fo u n d  that 
a p p ro x im a te ly  on e  in six em p lo y s  an a tto rn e y  fro m  the c om p a n y ’s 
o u ts id e  c oun se l as a d ire c to r .

A gg rava ting  m e  costs to  sh a reh o ld e rs  o f  these s tru c tu ra l c on ­
flic ts  o f  in terest is the to le ran ce  b y  m od e rn  c o rp o ra te  I jw  o f  se lf- 
e n ric h in g  execu tive  c ond uc t. A s e a r ly  as an 184*9 S u p rem e  C o u rt  
o p in io n , th e  ru le  was w e ll estab lish ed  that any  con trac t be tw een  an 
in te rested  d ire c to r  and h is c o rp o ra t io n  was v o id ab le  at the  m ere  in - 
•istence o f  the c o rp o ra t io n  o r  any  o f  its sh a reh o ld e rs  reg a rd le ss  o f  
the fa irn ess  n r u n fa irn e ss  01 the  tran sac tion . P ro fe s so r I la r o ld  
M a rsh  e xp la in ed  w h y :



Under this ru le it mattered not the slightest that there was a m ajority o f 
so-called disinterested directors who approved the contract. T he  courts 
stated that the corporation was entitled to the unprejudiced judgment and 
advice o f  all o f its directors and therefore it did no good to say that i|»c in­
terested d irector did not participate in the making o f the contract on hchalf 
o f  the corporation . . .

B y  1880 , th is  p r in c ip le  "app ea red  to  be im p reg n ab le . . . .  It 
was stated in rin g in g  te rm s  b y  v ir tu a lly  e v e ry  dec ided  case, w ith  
a rg um en ts w h ich  seemed ir re fu ta b le , and it w as sanctioned  b y  
a g e ."  O n e  sch o la r te rm ed  this the " fu n d am en ta l law o f  m o ra ls  and 
o f  hum an  n a tu re "  and iilc i d ied its B ib lic a l o r ig in : “ N o  m an can 
s c n e  tw o  m as te rs ."  “ F ra u d  is to o  cunn ing  and e va s iv e ,"  reasoned  a 
N ew  Jc rse v  c o u rt , “ fo r  c ou rts  to  e stab lish  a ru le  that in v ites its 
p re sen c e ."

T o d a y  th is p r in c ip le  is dead . T h e  D e law a re  G en e ra l C o rp o ra ­
tion  la w  not o n ly  to le ra te s  in te rested  conduct b y  c o rp o ra te  o ffic e rs  
and d ire c to rs ; it has m ade se lf-d e a lin g  t l. n o rm .

U n d e r  c u rre n t D e law a re  law , the c h ie f execu tive  o f  a c o rp o ra ­
tion  and o th e r sen io r c o rp o ra te  execu tives m ay  serve on  the boa rd  
o f  d ire c to rs  o r  com pen sa tion  com m ittee  w h ich : (1 ) sets execu tive  
sa la rie s ; (2 ) se lls  o r  purchases p ro p e r ty  fro m  c o rp o ra te  execu tives ;
(3 ) loans m on e y— on  a secu red o r  unsecu red  basis ; w ith  o r  w ith ou t 
in te re s t— to  c o rp o ra te  execu tives ; and (4 ) estab lishes pension  p lan s , 
p ro fit  sha ring  p la n s , stock bonuses , re t irem en t , b ene fit, in cen tive , 
and com pen sa tion  p lans (in c lu d in g  ph an tom  s to c k "— .1 r is k - fre e , 
c o s t- fre e  stock o p t io n  p la n ) , tru s ts ; h ea lth  in su rance ; o r  d e fe r re d  in ­
com e p lan s fo r  such c o rp o ra te  o ffic e rs  o r  th e ir d ependen ts .

N o t  o n ly  m ay  c o rp o ra te  o ffic e r*  engage in  such se lf-d e a lin g  
but sh a reh o ld e rs  u n d e r D e law a re  law are nea rly  p ow e rle ss  to  m in i­
m i/e  the  am oun t o f  c o rp o ra te  largess to p  execu tives pay  th em ­
se lves. A n \  con tra c t o r  tran sac tion  betw een d ie  c o rp o ra t io n  and an 
in te re sted  execu tive  is p e rm iss ib le  as lo n g  as it is “ la i r  B u t , in 
D e law a re , fa irn e ss  is p re sum ed . P ro fe s s o r K rn cst f o l k ,  the lead ing  
c om m en ta to r o f  D e law a re 's  G en e ra l U o rp o ia t io n  l aw , exp la in s  
that “ G iv e n  D e law a re ’s p re sum p tio n  o f sound  business judgm en t 
w ith  respect to  lio a rd  d ec is ion s , the c ou rts  w i ll t ry  to  u c tc rm in c  
w he th e r the dec is ion  can lie  a ttr ib u ted  to  any  ra t io n a l business p u r -
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p ,i* f , and i f  so , th e re  w ill be n o  ju d ic ia l p rec r .p tion  o f  the  d ec i­
sion.

There seetn to  be few p ractica l lim its  to  th is d o c tr in e . F o r  ex ­
am p le , i f  a c o rp o ra te  c h ie f execu tive  w e re  so g race less as to  em bez­
z le  $ 5 0 0 ,0 0 0 , th e re  is li t t le  question  that even in D e law a re  he 
w ou ld  be req u ire d  to  re tu rn  the m oney  and w ou ld  be sub jec t to  
c rim in a l p ro secu tio n . Y e t i f  that sam e c o rp o ra te  execu tive  raised 
his sa la ry  $ 5 0 0 ,0 0 0  and rece ived the ap p rova l o f  a b oa rd  o f  d ire c ­
to rs  he se lec ted , th e re  is e q u a lly  li t t le  question  that a D e law a re  
c ou rt w ou ld  te rm  th is “ fa i r "— so lo n g  as the c h ie f execu tive  c ou ld  
po in t to  s im ila r  sa la ry  increases in I s in d u s try  o r  rece ived the 
$ 5 0 0 ,0 0 0  th rou g h  an " in cen tive  Im nu s" o r  p ro fit p a rtic ip a tion  p lan .

In  the absence o f  ju d ic ia l lim ita t io n s , excessive rem un e ra tion  
has becom e the  n o rm . In  1974 ( ^c execu tive  com pensa tion  (s a la ry , 
b onu s , d e fe rre d  in com e , and  d ire c to rs ’ fees ) o f  the h ighest pa id ex­
ecu tive at the 50  la rgest in d u s tr ia l c o rp o ra tion s  was ap p ro x im a te ly  
$ 4 0 0 ,0 0 0— o r  abou t a* m uch  in on e  y e a r as m any  o f  th e ir em ­
p lo yee s  ea rn  in a li fe t im e  and tw o  and o n e -h a lf tim es the average 
execu tive  com pensa tion  o f  $ 1 4 5 ,0 0 0  earned  b y  the h ighest paid ex ­
ecu tive  at the 50  la rgest in d u s tr ia l c o rp o ra t io n s  in K /13 .

C o n t ra ry  to  the c on ven tion a l w isd om , to p  execu tive  sa la ries d o  
not g e n e ra lly  decrease in response  to  a dec lin e  in c o rp o ra te  sales o r 
p ro fits . In  the recessionary  yea rs  1 9 7 0 -1 9 7 3 , P ro fe s so r W i lb u r  la r- 
w c llc n , a lead ing  a u th o rity  on  execu tive  c om pen sa tion , fo u n d  that 
the "m ean " s a la .y  .o r  the top  execu tive  at 50 la rge  m an u f c tu rin g  
c o rp o ra t ion s  increased s tead ily  from  S 2 51 .HA7 in 1970 , to  $  8 7 ,7 5 9  
in 1971 , $ 3 2 3 ,8 0 2  in 1972 , and $ 3 8 9 ,2 7 7  in 1973 .

Hut s a la ry , b onu s , and d e fe rred  incom e a rc  o n ly  the m ost o b ­
v ious lien c lits  ap p rop ria ted  b y  c o rp o ra te  ch ie fta in s . E q u a lly  im po r 
t in t is ow n e rsh ip  in com e. N e a r ly  eve ry  la rge  in d u s tr ia l c o rp o ra t io n  
o ffe rs  its to p  execu tives stock o p tio n s . T h e se  op tion s  a llow  execu ­
tives to  b u y  shares o f  s tock in th e ir c o rp o ra t ion  at a fixed  p rice  at 
an y  tim e o r  at specified tim es— o fte n  v*»th the h e lp  o f  c om pan y - 
K en ned  low in terest loan s o r  in tc rc s t - f ru  loans— and sub sequen tly  
se ll th em .

F ro n t the sh a reho ld e r's  p o in t o f  v iew , the resu lt is a c lassic 
case o f  "h ead s w e lo se , ta ils  y o u  w in .”  O v e r  t im e , execu tives are



ab le  to  b u i ld  u p  a substan tia l fo r tu n e  in c o rp o ra te  stock w ith ou t 
p e rson a l r isk . T h e  m o re  th ey  d o  so , the m o re  th e y  d i lu te  the va lu e  
o f  o th e r  s to c kh o ld e rs ' sha res .

W e exam ined  the  stock  h o ld in g s  o f  the h ighest paid execu tives 
at the  50  la rgest in d u s tr ia l c o rp o ra t io n s  to  get som e in d ic a tion  o f  
the ex ten t o f  execu tive  s tock  h o ld in g s . F rom  the s ta rt , we e lim i­
nated  fro m  con s id e ra tio n  the seven highest pa id  c h ie f execu tives 
w hose  stock h o ld in g s  w e re  e ith e r la rg e ly  in he rited  o r  la rg e ly  
" fo u n d e r 's  sh a re s" ; H e n ry  F o rd  l i  (F o rd  M o to rs ), R ob e rt S a rn o f f  
(R C A ) ,  B ro o k s  M cC o rm ic k  (In te rn a t io n a l H a rv e s te r ) , W i lla rd  
R o c kw e ll (R o c k w e ll In te rn a t io n a l) , A rm and  11am n te r (O c c id e n ta l 
P e t ro le u m ), S a n fo rd  M c D o n n e ll (M c D o n n e ll D o u g la s ) and J . P . 
G ra c e  (W . P . G ra c e ). T h e  43  rem a in in g  c h ie f execu tives w ere  " em ­
p lo y e e "  execu tives . Y e t each ow tied an average o f  $ 1 ,5 6 6 ,0 0 9  o f  his 
c o rp o ra tion 's  s tock , accord ing  to  the m ost recen t p ro x y  statem ents 
filed  w ith  th e  SF .C  and  the c lo s in g  stock p rices o f  O c to b e r  1, 
1 9 :5 . *

I bis c ru d e  fig u re  illu s tra te s  th ree  p o in ts . F ir s t , p r im a r i ly  at 
sh a re h o ld e r expense , th e  top  execu tives o f  o u r  la rgest c o rp o ra t io n s  
c an . am i o fte n  d o , b u ild  u p  m illio n -d o lla r  fo rtu n e s  in c o rp o ra te  stock 
on  top  o f  t ln i r  sub stan tia l cash and  d e fe rre d  c om p  nsa tion . S ec ­
o n d , the  in com e  o f to p  execu tives is s ig n ific an tly  increased each 
y ea r bv d iv id en d s  fro m  th e ir c o rp o ra te  stock . U s in g  o u r  4 3  to p  ex- 
ccu tivcs as .111 e xam p le  again , each rece ived  .111 average o f  $ 6 0 ,3 8 2  
in  div id end  in com e  in  1074 above  and  b e yon d  a $ 4 0 0 ,0 0 0  sa la ry . 
T h i r d ,  each to p  execu tive  w ill fu r th e r be en rich ed  b y  increases in 
the p rice  o f  th e  stock . P ro fe s so r I v c lle n  has d e te rm in ed  that a 
s im ila r list o f  c h ie f execu tives at th e  f i f t y  la rgest 11ulusir1.1l c o rp o ra ­
tion s  (a fte r  de le ting  "ex trem e  v a lu e s" such as in he rited  o r fo und e r's  
s to c k h o ld in g s ) averaged $ 2 2 0 ,0 8 7  p e r yea r in  cap ita l gains in com e 
fo r  the  fo u r  y ea rs  1 9 6 0 -6 3 .

* I h o  ti^iin- is jilm itw illv  1 very m i.It j|>pni\mwun<i of ownership income. 
On the one hattd, • J.n " m i Jn lli iy iliih  llic shires llic executives piirehrse with 
Ihcit own tnone) from iIiom the company gave them ih loiigh sleek option*. s t « k  
U «iu *r*. or loan arrangements (h i Ih t other hantl, ii u iklersialcs the anion,u o f 
ownership income o f these ew cu n ve i h , making no allowance for the fart that cor­
porate ch irf rseeu tiscs frequently w |i stock they own in llieir own corporation and 
put their money in other investments
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M cK in se y  and  C o m p a n y ’ s 1975 E xecu tiv e  C om pen sa tion  S u rv e y  
fo u n d  that a ll but on e  o f  577 m a jo r  U .S .  c o rp o ra t io n s  stud ied  had  a 
pci. ion  o r  p ro fit-sh a r in g  re tirem en t p lan  to  pay  fo rm e r  execu tives a 
fixed  in com e  each y e a r  a fte r th e y  re t ire . A lm o s t h a l f  o f  th e  com pa ­
nies p ro v id e  e ith e r a th r if t  o r  savings p lan  o r  a p ro fit-sh a rin g  p lan  
in a d d it io n  t o  the pen s ion  p la n . O u r  ow n  su rv ey  fo u n d  that the  : t  
c h ie f execu tives o f  the 50  la rgest c o rp o ra t io n s  w h o  d isc lo sed  th e ir 
e stim ated  annua l re tirem en t bene fits an tic ipated  an in com e o f  
$ 1 3 3 ,9 1 0  p e r y ea r a fte r they  re tire . A nd  c o rp ira te  execu tives a lso  
e n jo y  o th e r bene fits such as li fe  and m ed ica l in su rance ; fre e  m ed ica l 
se rv ic e ; edu ca tio n a l g ran ts fo r  th e ir  c h ild re n ; in d em n ifica tio n  in s u r­
ance ; c om pan y  a p a rtm en ts ; c o u n try  c lu b  m em be rsh ip ; lu n ch eon  o r  
d in n e r  c lu b  m em b e rsh ip ; c h a u ffe u r-d r iv e n  ca rs ; fre e  lega l and  tax 
c ou n se lin g ; p e rson a l financ ia l c oun se lin g ; expense accoun ts ; and 
o th e r am en ities . This m y riad  o f  s tock b on u s , in su rance , and bene­
fit p ro g ram s  increases the  in com e o f  c o rp o ra te  ch ie fs b y  a p p ro x i­
m a te ly  * 0 -7  > percen t above  th e ir  $ 4 0 0 ,0 0 0  d irec t rem un e ra tio n  to  
an ac tua l in com e o f  a p p ro x im a te ly  $ 6 0 0 ,0 0 0  to  $ 7 0 0 ,0 0 0  p e r y e a r .

Y e t i f  excessive rem un e ra tion  w ere  a con flic t o f  in te rest c o n ­
fin ed  to  the  c o rp i ra te  c h ie f e xecu tive , it w o u ld  seem  sm a ll once  it 
was d iv id ed  by  the to ta l n um be r o f  shares in  m ost la rge in d u s tr ia l 
c o rp o ra t io n s . W ha t n u k e s  the execu tive  com pensa tion  con flic t 
t ru ly  expensive  ts that the c o rp o ra te  c h ie f execu tive  not o n ly  sets 
Ins ow n  sa la ry  bu t a lso  de te rm ines the  rem un e ra tion  o f  o th e r exec­
u tives a ll 1 lie  w ay  d ow n  (he  lin e . It is c le a r ly  in the c o rp i r a te  c h ie f 
execu tive 's p e rsona l in terest to  seek the  greatest p o ss ib le  rew a rd *  
fo r  b is sub o rd in a te s  as w e ll as h im se lf F o r  a c o rp o ra te  c h ie f w h o  
can " d e liv e r "  h igh sa laries increases the  p e rson a l lo y a lty  o f  h is sul>- 
o rd in a te s , A nd  tbe h ighe r Ins subo rd in a te s ' in com e , the h ig h e r the 
c h ie f execu tive 's in com e m ust be.

A govnl i l lu s t ra t io n  o f  .b is is G en e ra l E le c tr ic , w he re  in  1974 
R eg in a ld  Jon e s , the c h a irm an , re c e iv ed  a c om pen sa tion  o f  
$ 5 0 1 .aoo  W a lte r  D an ce , Jack B a rk e r , and H e rm an  W e is s , the next 
th ree  h ighest pa id  execu tives , rece ived  $ 4 0 0 ,7 5 0 ; $ 4 0 0 ,5 0 0 ; and 
5 4 0 0 ,0 0 0 , re sp ec tiv e ly . T h e  next 107 h ighest p a id  o ffic e rs  averaged 
d irec t com pen sa tion  o f  $ 1 2 1 ,2 4 0 . A gg rega te  fig u res fo r  "execu tive  
g ro u p s "  at the o th er 5 0  la rgest in d u s tr ia l c o rp o ra t io n s  w ere  a p p ro x -
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im a tc ly  the sam e. In  th e  ave rage  c o rp i r a t io n , th e  31 o r  so  o ffic e rs  
ran ked  im m ed ia te ly  hc low  the fiv e  h ighest pa id  execu tives rece ived 
an average o f  $ 9 9 ,2 5 6  in  d irec t rem u n e ra tio n , w h ich  w ou ld  equa l 
a p p ro x im a te ly  $ 1 5 0 ,0 0 0  im pu tin g  the  p resen t v a lu e  o f  s tock bonus 
p ro g ram s , re t irem en t bene fits , in su rance , and  o th e r pe rqu is ites .

A  com pensa tion  system  is o b v io u s ly  askew w hen  a p riv a te  
business c o rp o ra t io n  m ust p ay  a c h ie f execu tive  com pensa tion  and 
bene fits  o f o v e r  $ 6 0 0 ,0 0 0  w hen  th is is 15 tim es the  $ 4 0 ,0 0 0  o r  so 
the U n ite d  S tates g ove rnm en t m ust p ay  its h ighest ran k in g  g en e ra l, 
re g u la to r , o r  S en a to r . O r  w hen  it m ust pay  its next 2 0 -1 0 0  sen io r 
execu tives an average o f  $ 1 5 0 ,0 0 0  each w hen  the fed e ra l g ovc rn - 
mcn" exp end s a m ax im um  o f  $ 3 8 ,0 0 0  p e r  y e a r  t o  h ire  its h ighest 
ran k in g  c iv il se rvan ts , and C a li fo rn ia , th is n a tio n ’s la rgest state , 
pays its g o v e rn o r $ 4 9 ,0 0 0 .

T h is  is not to  d eny  that the  e n tre p re n eu r o r  .c o rp o ra te  fo u n d e r 
w h o , at substan tia l r is k , in tro d u c e s  a n ew  o r  b e tte r g ood  o r  serv ice 
sh ou ld  not be  g iven  a sub s tan tia l in cen tiv e  to  m ake an unu su a l p e r ­
sona l c o n tr ib u t io n  t<» soc ie ty . B u t w e  a rc  c on ce rn ed  here w ith  the 
a dm in is tra to rs  o f  la rge  in d u s tr ia l c o rp o ra t io n s  w h o , at m in im a l p e r­
sonal r is k , serve s the bu reau c ra ts  o f  p riv a te  in d u s t ry . T h e se  in d i­
v id u a ls  rece ive  th e ir s tagge ring ly  la rge  sa u r ie s  and  stock o p tion s  b y  
r is ing  th rou g h  execu tive ran ks— in e x a c t ly  th e  sam e w ay  that g o v ­
e rn m en t ’s c iv i l se rvan ts  rise  th ro u g h  c iv i l se rv ic e  ran ks— and  by 
then  e xp lo itin g  the  la x irv  o f  state c o rp o ra te  law s that th e ir p re d e ­
cessors h e lp ed  w rite .

Remedies

REVAMPING M il HOARD
T h e  modern c o rp o ra t io n  is ak in  to  a p o lit ic a l state  in  w h ich  al' 

p ow e rs  a re  he ld  b y  a s ingle c liq u e . I he sen io r execu tives o f  a la rge 
firm  a rc  e ssen tia lly  not accoun tab le  to  a n y  o th e r o ffic ia ls  w ith in  the 
fi T h e se  a rc  p re c ise ly  the c ircum stances th a t, in  a d em oc ra tic  
p o lit ic a l s ta te , re q u ire  a sep a ra tio n  o f p ow e rs  in to  d iffe re n t 
b ranches of a u th o r ity . A s Jam es M ad ison  e xp la in ed  in the Federalist 
So. 47: ,
The accumulation o f all powers, Ugislativc, executive, and judic ia ry , in 
the same hands, whether o f  one, a leu  nr m any, and whether hereditary,
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u lf- ip p o in tcd , o r elective, m ay justly  be pronounced the very definition o f 
tsranny Were the federal constitution, therefore, rea lly chargeable with 
ibis accumulation o f  power, o r with a mixture o f  powers, having a danger­
ous tendency to such an accumulation, no fu rther arguments would be 
necessary to  inspire a universal reprobation o f the system.

A  s im ila r  conce rn  o v e r the u n accoun tab ility  o f  business 
execu tives h is to r ic a lly  le d  to  th e  e leva tion  o f  a b oa rd  o f  d ire c to rs  to  
re v iew  and  check the actions o f  op e ra tin g  m anagem ent. A s a p rac ­
tica l m a tte r, i f  c o rp o ra te  g ove rnance  is *o be re fo rm e d , it m ust 
beg in  b y  re tu rn in g  the  b o a rd  to  th is h is to ric a l ro le . T h e  boa rd  
s h o u lJ  se rv e  as an in te rn a l a u d ito r  o f  th e  c o rp o ra t io n , re sp on s ib le  
fo r  c on s tra in in g  execu tive  m anagem en t fro m  v io la tion s  o f  law  and 
b reach  o f  t ru s t . l  ike a r iv a l b ran ch  o f  g ove rnm en t, the board 's 
fu n c t io n  m ust be d e fin ed  as separa te  fro m  op e ra tin g  m anagem ent. 
R a th e r than  p re te n d in g  d ire c to rs  can "m anage" the  c o rp o ra t io n , the 
b oa rd 's  ro le  as d isc ip lin a rian  sh ou ld  lie  c le a r ly  d e sc rib ed . S pec ifi­
c a l ly ,  th e  b o a rd  o f  d ire c to rs  sh ou ld :

•  e s tab lish  and  m on ito r  p ro cedu re s  that assu re  that o p e ra tin g  cx- 
ccu tivcs a rc in fo rm e d  o f  and o l*cy  app licab le  fe d e ra l, state , 
and loca l law s;

•  ap p rove  o r  v e to  a il im p o rtan t execu tive  m anagem ent business 
p ro p o sa ls  such as c o rp o ra te  b y -law  s , m e rg e rs , o r  d iv id en d  dec i­
s ion s ;

•  h ire  and d ism b s  the  c h ie f execu tive  o ff ic e r and be ab le  to  
d is ap p ro v e  the h ir in g  and  fir in g  o f  the p rin c ip a l execu tives o f  
the c o rp o ra t io n ; and

•  re p o rt to  the p u b lic  and  the sh a reh o ld e rs  h ow  w e ll the c o r­
p o ra t io n  has o b eyed  the law  and  p ro tec ted  the sha reho lde rs*
in ve stm en t.

It is not e n ou gh , h ow e ve r , to  sp e c ify  w hat the  b oa rd  sh ou ld  
d o . S ta te  c o rp o ra t ion s  sta tu tes have lo n g  p ro v id ed  that " th e  busi­
ness and  a ffa irs  o f  a c o rp o ra t io n  sha ll be m anaged b y  a b oa rd  o f  
d i re c to rs ,"  y e t it has been o v e r  a c e n tu ry  since the  b oa rd s  o f  the 
la rgest c o rp o ra t io n s  have  a c tu a lly  p e r fo rm ed  (h is  ro le . T o  re fo rm  
the c o rp o ra t io n , a f  Jc ra l c h a rte rin g  law  m ust a lso  sp ec ify  the m an ­
ner in  w h ich  th e  b o a rd  p e r fo rm s  its p r im a ry  du ties .



F irs t , to  in su re  th a t the  c o rp o ra t io n  o b e y s  fe d e ra l and  state 
law s , th e  b oa rd  sh ou ld  designate  execu tives re sp on s ib le  fo r  c om p li­
ance w ith  these law s and  re q u ire  p e riod ic  s igned rep o rts  describ ing  
the e ffec tiveness o f  c om p lia n c e  p rocedu re s . M echan ism s to  a dm in i­
ster sp o t checks on  c om p lia n c e  w ith  the p r in c ip a l statu tes shou ld  
Ik* c rea ted . S im i la r  m echan ism s can in su re  that c o rp o ra te  "w h is t le  
b lo w e rs "  and n on cm p lo y ec  sou rces m ay  c om m un ic a te  t o  toe  
b o a rd— in p riva te  a n d  w ith ou t fe a r o f  re ta lia t io n— know led ge  o f  
v io la t io n s  o f  la w .

S e c o n d , the lio a rd  sh ou ld  a c tiv e ly  review  im p o rtan t execu tive 
business p rop osa ls  t o  d e te rm in e  th e ir  fu l l c o m p li .o c c  w ith  law , to  
p re c lu d e  con flic ts  o f  in te re s t , and  to  assu re that execu tive  decis ions 
are ra t io n a l and in fo rm e d  o f  a ll fo re se eab le  risks and  costs . Hut 
even th ough  the  b o a rd  * re sp on s ib ility  he re  is lim ite d  to  ap p rova l o r  
ve to  o f  execu tive  in itia tiv e s , it * lm u ld  p roceed  in a* w e ll- in fo rm ed  a 
m ann e r a* p rac ticab le . T o  d em on s tra te  ra tion a l business ju d gm en t, 
the  d ire c to ra te  sh o u ld  re q u ire  m anagem en t " t o  p ro v e  its ease .”  It 
sh o u ld  rev iew the stud ies u p o n  w h ich  m anagem ent re lie d  («• m ake a 
d ec is ion , req u ire  m anagem en t to  ju s t i fy  its  dec is ion  in te rm s o f  
costs o r  re b u tt in g  d issen tin g  v iew s , and . w hen  necessa ry , request 
that ou ts id e  expe rts  p ro v id e  an in dep enden t business ana ly s is .

O n ly  w ith  respect to  tw o  typ es  o f  bu siness dec is ions shou ld  
tne  lio a rd  exceed th is  lim ited  review  ro le . T h e  d e te rm in a tio n  o f  sa l- 
a»v, expense , and benefit schedu les in h e ren t ly  possesses such o b v i­
ous c om lic ts  o f  in te re st fo r  execu tives that o n ly  th e  I w a rd  shou ld  
m ake these d ec is ion s . A nd  s ince th e  re lo c a tion  o f  p r in c ip a l m anu ­
fa c tu rin g  fa c ilit ie s  tend s to  have  a g rea te r e ffe c t o n  lo ca l c om m u n i­
ties than  an y  o th e r typ e  o f  business d ec is io n , th e  boa rd  sh ou ld  
re q u ire  m anagem ent t o  p rep a  e a “ c om m u n ity  im pac t s ta tem en t.”  
T h is  pub lic  rep o rt w ou ld  be  s im ila r to  th e  e n v ironm en ta l im pact 
statem ent* p re sen t ly  re q u ire d  by the N a t io n a l I nv im nm cn ta l H o l­
ies A c t. It w ou ld  re q u ire  th e  c o rp o ra t io n  t o  state th e  p u rp o se  o f  a 
re lo c a tion  d ec is ion ; t o  c om pa re  fe a s ib le  a lte rn a tiv e  m eans; to  q u a n ­
t i fy  the  costs 10 the  loca l c om m u n ity ; and to  c on s id e r m ethods to  
m itig a te  these  costs . M though  it w o u ld  n o t p re sen t a c o rp o ra t io n  
fro m  n u k in g  a p ro fit-m a x im iz in g  d e c is io n , it w o u ld  req u ire  the 
c o rp o ra t io n  to  m in im ize  th e  cost* o f  re lo c a tion  dec is ion s to  loca l 
c om m un itie s .
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| u  a ccom p lish  th is  re s tru c tu r in g  o f  the lio a rd  rc q u irc » /h c  in ­
s t itu tio n a liza tio n  o f  a new p ro fe s s io n : the fu ll- t im e  "p ro fe s s io n a l"  
d ire c to r . C o rp o ra te  sch o la r fre q u e n t ly  id en ti fy  W tfliam  O . D o u g ­
las’ 19 40  p ro p o sa l fo r  " sa la r ie d , p ro fe ss ion a l expe rts  (w h o ) w ou ld  
b rin g  a new re sp o n s ib ili ty  and  a u th o r ity  to  d ire c to ra te s  and a new  
sa fe ty  t o  s to c kh o ld e rs ”  as th e  o rig in  o f  the p ro fe ss io n a l d ire c to r  
id ea . M o re  re c e n t ly , c o rp o ra t io n s  in c lu d in g  W cs t jp g h ou sc  and 
T e x a s  In s tru m en ts  h a ve  estab lished  s lo ts  on  th e ir b o a rd s  to  lie 
fi lle d  b y  fu ll- t im e  d ire c to rs . In d iv id u a ls  such as H a rv a rd  Husincss 
S c h o o l ’s M y le s  M ace and  fo rm e r  F e d e ra l R ese rve  H oa rd  ch a irm an  
W i ll ia m  M cC hesn cy  M a rt in  con s id e r th e ir ow n  th o ro u g h g o in g  ap­
p ro a ch  to  lio a rd ro om  re sp on s ib ilit ie s  t o  be that o f  a "p ro fe s s io n a l"  
d ire c to r .

T o  succeed , p ro fe ss io n a l d ire c to rs  must p u t in th e  sub stan tia l 
t im e  necessary  t o  get the  jo b  d on e . O n e  cannot m on ito r  the p e r fo r ­
m ance o f  C h ry s lc r ’s o r  ( l u l l ' s  m anagem ent at a on cc -a -m on th  m eet­
in g ; those  firm s ’ ac tiv ities  a rc  to o  sw eep ing  and  c om p lic a ted  fo r  
such  r itu a l o ve rs ig h t. T h e  o b v io u s  m in im u m  h e re  is an  adequate  
sa la ry  t o  attract com pe ten t p e rson s  t o  w o rk  as fu ll- t im e  d ire c to rs  
and  to  m a in ta in  the in dep endence  o f  the lio a rd  f r o m  execu tive  
m anagem ent.

T h e  lio a rd  m ust a ls o  be su ffic ie n t ly  s ta ffe d . A  few b oa rd  
m em be rs  a lon e  cannot ove rsee  the activ ities o f  th o u s a n d s / i f e xecu ­
tives . I<i be a b le  to  a p p ra ise  o p e ra t in g  m anagem en t, the b oa rd  
needs .1 t r im  g ro u p  o f  a tto rn ey  s, e conom is ts , and la b o r  anti c on ­
sum e r ad v iso rs  w h o  can a n a ly ze  c om p le x  business p ro p o sa ls , in ve s ­
tigate c om p la in ts , spo t-check  a c c ou n tab ility , and fram e  pe rtin en t 
in q u ir ie s .

The b oa rd  a lso  need s t im e ly  access to  re levan t c o rp o ra te  data . 
T o  in su re  th is , th e  h o a rd  sh o u ld  lie  em pow e red  to  n om in a te  the 

c o rp o ra te  fin anc ia l a u d ito r , select th e  C o rpo ra tion 's  c ou n se l, c om pe l 
the fo rw a rd in g  and  p re se rv a t io n  o f  c o rp o ra te  re c o rd s , re q u ire  a ll 
c o rp o ra te  execu tives o r  rep re sen ta tive s to  an sw e r fu l ly  a ll b o a rd  
qu es tion s  respec ting  c o rp o ra te  o p e ra t io n s , and  d ism iss a n y  execu ­
tive  o r  rep re sen ta tiv e  w h o  fa ils  t o  d o  so.

T h is  p ro p osed  red es ign  fo r  c o rp o ra te  d em oc ra cy  a ttem p ts  to  
n u k e  execu tive  m anagem en t accoun tab le  to  the law  and sha re ­
h o ld e rs  w ith ou t d im in ish in g  its op e ra tin g  e ffic ien cy , la k e  a ju d i-
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cia rv  w ith in  th e  c o rp o ra t io n , th e  h o a rd  has u lt im a te  p ow e rs  to  
judge and  san c tion . L ik e  a le g is la tu re , it ove rsees execu tive  ac tiv ity . 
V e t execu tive  m anagem en t s u b s ta n t ia lly  re ta in s its p ow e rs  to  in it i­
a te an il a dm in is te r business o p e ra t io n s . T h e  c h ie f e xecu tive  o ff ic e r 
re ta in s c o n tro l o v e r th e  o rg an iza tion  o f  the execu tive  h ie ra rc h y  and 
th e  a llo c a tio n  o f  the c o rp o ra te  b udge t. T h e  d ire c to rs  a re  g iven  u l­
t im a te  c o n tro l o v e r a na rrow  ju r isd ic t io n : D o e s  the  c o rp o ra tion  
o Ik v  the law , a vo id  e xp lo it in g  c on sum e rs  o r  c om m un itie s , and  p ro ­
tect th e  sh a reh o ld e rs ’ in v e s tm en t : T h e  execu tive  con tingen t re ta in s 
g en e ra l authority fo r  a ll c o rp o ra te  o p e ra tio n s .

N o  d o u b t th e re  w i ll he o b je c t io n s  that th is  s tru c tu re  is to o  ex ­
pensive o r  that i* w ill d is tu rb  th e  “ h a rm o n y "  o f  execu tive  m anage­
m en t. Hut it i> un c le a r that th e re  w o u ld  be any increased  cost in 
a d op tin g  an e ffe c tiv e  b o a rd . T h e  tru e  cost t o  the  c o rp o ra t io n  c ou ld  
o n ly  be  d e te rm in ed  by  c om pa rin g  th e  expense  o f  a fu l ly  p a id  and 
sta ffed  b oa rd  w ith  the  sav ings t su itin g  fr o m  the  e lim in a t io n  o f  
c on flic ts  o f  in te rest and c o rp o ra te  w aste . In  a d d it io n , i f  th is sh ou ld  
re su lt in  a s lig h t ly  increased c o rp o ra te  e xpen se , th a pp rop ria ten e ss  
m ust b e  assessed w ith in  a b ro a d e r  soc ia l c on te x t : sh ou ld  fe d e ra l 
and  state gove rnm en ts o r the c o rp o ra t io n s  th em se lve s bear th e  p r i­
m a ry  expense o f  keep ing  c o rp o ra t io n s  h onest?  In  o u r  v iew , th is 
cost sh ou ld  be p laced on  the c o rp o ra t io n s  as fa r  as re a so n ab ly  pos­
s ib le .

It is t ru e  that an e ffe c tiv e  b oa rd  w ill red u ce  the " h a rm o n y ”  o f  
execu tive  m anagem ent in  the sense tha t the p ow e r o f  the c h ie f ex ­
ecu tive  o r  s en io r execu tives w i ll be sub jec t to  kn ow led g eab le  re ­
view Hut a l i o a rd  w h ich  m on ito rs  ra th e r th a n  ru b b e r-s tam p s  m an- 
at'cm vnt is exactly what is necessa ry  to  d im m ish  the u n le tte re d  
a u th o rity  o |  th e  C o rp o ra te  c h ie f e xecu tive  o r  ru lin g  c liq u e . I he  au ­
toc ra tic  p ow e r these in d iv id u a ls  p re s en t ly  possess In  p ro ven  unac­
cep tab le  d ange rou s : ii has led  to  re c u rr in g  v io la t io n s  o f  law , c o n ­
flic ts o f  in te re s t , p ro d u c tiv e  in e ffic ie n c y , and  p e rvas ive  h a rm  to  
c on sum e rs , w o rk e rs , and  the  c om m u n ity  e n v iro nm en t I  n d e r n o r ­
m a l c ircum stances th e re  sh ou ld  lie  a h e a lth y  fr ic t io n  b e tw een  
o p e ra tin g  execu tives and  the b o a rd  to  assu re  that the w isest poss i­
b le  use is m ade o f  c o rp i r a te  r'“s o u rc e s . W h en  c o rp o ra te  execu tives 
a rc  b re ak in g  th e  law , th e re  sh o u ld  Ire n o  “harmony” w hatsoeve r.
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H M  I ION Ol THE BOAKO
R e s tru c tu r in g  the  b oa rd  is h a rd ly  lik e ly  to  succeed i f  b o a rd s  

rem ain  as h om og en e ou s ly  w h ite , m a le , and  n a r ro w ly  o rie n ted  as 
they  a re to d a y . D is sa tis fa c tion  w ith  c u rre n t se lec tion  o f  d ire c to rs  is 
so in tense th a t a n a ly s ts  o f  c o rp i ra te  g ove rn an ce , in c lu d in g  H a rv a rd  
Law S ch oo l s A b ram  C h ay c s , Y a le  p o lit ic a l scientist R ob e rt D a h l,  
and U n iv e rs ity  o f  S o u th e rn  C a li fo rn ia  L aw  S ch o o l P ro fe s so r C h r is ­
top h e r S to n e , have each sep a ra te ly  u rged  that the sta rting  p> int o f  
c o rp i ra te  re fo rm  s o u ld  be to  change the w ay  in w h ich  the tx ia rd  
is e lec ted .

P ro fe s s o r  C h ay c s , e cho in g  J o h n  L o ck e ’ s p rin c ip le  that n o  au ­
th o r i ty  is le g it im a te  except that g ran ted  " th e  con sen t o f  the g o v ­
e rn e d ,"  a rgues that em p loy ee s  and  o th e r g rou p s  sub s tan tia lly  a f­
fec ted  by c o rp o ra te  o p e ra t io n s  sh o u ld  h ave  a say in  its gove rn ance :

Shareholder d cm « ra ey , so-called. i» misconceived ticcauvc the sharc- 
holders arc not the governed of the corp irations whose convent must be 
sought. . . . I heir interests are protected i f  financial in formation is made 
available, fraud and overreaching arc prevented, and a market iv main­
tained in which their shares may lie sold. A p rio ri, there is no reason fo r 
them to have any voice, direct o r representational, in [corp»rate decision 
making]. I hey are no more affected than nonshareholding neighl<orv by  
these decisions . . .

A more spacious conception o f  'mem licrship.' and one closer to the 
facts o f corp irate  li le , would include all those hasit.g :  .elation of su f­
ficient intimacy with the co rp ira tion  o r subject to its p iw ers in a su f­
ficiently specialized way I fieir rightfu l share in decisions and the exercise 
o f co rp ira te  p ivser would be exercised through an institutional arrange­
ment appropriate ly designed to  represent the interests o f a constituency o f 
mem lie n  having a significant common relation to the corp ira tion  and its 
p iw e r.

P ro fe s s o r  D a h l h o ld s  a s im ila r  v iew : " (\V ]h y  sh o u ld  p eop le  
w ho  ow n  sha res be g iven  the p riv ilcg cs  o f  c it i/ .m sh ip  in the g o v e rn ­
ment o f  th e  firm  w hen  c it iz e n sh ip  is d en ied  to  o th e r p eop le  w h o  
a lso m ake v ita l c o n tr ib u t io n s  to  th e  fi rm ? ”  he asks rh e to r ic a lly . 
"T h e  p eop le  I have in  m ind  a rc . o f c ou rse , employees and cus­
tom e rs , w ith ou t w h om  the firm  c o u ld  n o t e x is t, and the general
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p u b lic , w ith ou t w hose su p p o rt f o r  (o r  acqu iescence in ) th e  m yriad  
p ro te c tio n s  and serv ices o f  th e  state the firm  w o u ld  in s ta n t ly  d is ­
appea r. . . Vet D ah l find s p rop osa ls  fo r  in te re st g ro u p  re p re ­
sen ta tion  less .c s irab le  th an  th o se  fo r  w o rk e r se lf-m anagem en t. H e  
a lso  suggests c on s id e ra tio n  o f  c ode te rm in a tion  statu tes such as 
those  enacted  b y  W est G e rm a n y  and ten o th e r E u rop ean  and 
S o u th  A m eric an  c ou n tr ie s  u n d e r w h ich  sh a reh o ld e rs  and em ­
p lo yee s  sep a ra te ly  e lect des ignated  p o rtio n s  o f  th e  b oa rd .

F rom  a d iffe re n t p e rsp ec tiv e , P ro fe s so r S to n e  has re c om ­
m ended  that a fe d e ra l agency app o in t “ gene ra l p u b lic  d ire c to rs "  to  
se rve  on  th e  Imi.i i K  o f  a ll th e  la rgest in d u s tr ia l and fin anc ia l fi rm s . 
In  ce rta in  e x trem e  cases such as w he re  a c o rp o ra t io n  rep ea ted ly  v i ­
o la te s  the law , S to n e  re c om m end s  that the  fe d e ra l c o u rts  appo in t 
“ specia l p u b lic  d ire c to rs "  to  p reven t fu r th e r  d e lin q u en c y .

T h e re  are substan tia l p ro b lem s  w ith  each o f  these p ro p o sa ls . It 
seem s im poss ib le  to  design  a gene ra l “ in terest g ro u p "  lo rm u la  
w h ich  w ill assu re that a ll a ffec ted  constitu cn ies o f  la rge  in d u s tr ia l 
c o rp o ra t io n s  w d l be rep re sen ted  and that a ll constitu enc ies w ill tie 
g isen  a p p rop ria te  w e igh t. I sen  i f  such a fo rm u la  c ou ld  be d e ­
s ig n ed , h ow e ve r , th e re  is the  d an g e r that c on sum e r o r  c om m u n ity  
o r  m in o r ity  o r fran ch isee  rep resen ta tives w ou ld  becom e o n ly  spe­
c ia l p le ad e rs  fo r  th e ir  c on s titu en ts  and o th e rw ise  lack th e  lo y a lty  o r  
in tercM  to  d irec t g e n e ra lly . T h is  defect lias em erged  in  W est G e r ­
m an y  u n d e r c od e te rm in a tion , l a b o r rep resen ta tives a p p a re n t ly  a re  
in d if fe re n t to  m o t p ro b lem s  o f  c o rp o ra te  m anagem ent that d o  not 
d ire c t ly  a ffec t la b o r . I h i )  scent as d e fe ren tia l to  op e ra tin g  execu ­
t iv e  m ana io  itu n t as p resen t Xm crican d ire c to rs  a re . A lte rn a t iv e ly , 
fc d e ra llv  app o in ted  p u b lic  d ire c to rs  m igh t be fro z e n  ou t o f  c rit ic a l 
d v c i'io n -m a k in g  b y  a m a jo ritv  o f  “ p r iv a te ly "  e lec ted d ire c to rs , o r 
th e  a p p o in tin g  agciu  v its e lf m igh t be biased.

N on e th e le ss , th e  essence n l the < h a v e s -D a li l-S to u e  a rg il lent 
is w e ll taken . I lie  hoards o f  d ire c to rs  o f  m ost m a jo r  c o rp o ra tion s  
a rc . as < .I IS  s D a n  K a th c r c ritie i/.ed  the o rig in a l N ix o n  c ab in e t, umi 
m uch  lik e  " tw e lv e  g re y -h a ire d  guvs nam ed G e o rg e ."  T h e  qu ie s ­
cence o f  the b o a rd  has re su lted  in im p o rtan t p u b lic  a n d , fo r  that 
m a tte r , s h a re h o ld e r conce rn s being ig n o red .

\ o  im p o rtan t an sw er is s tru c tu ra l. T h e  h om ogene ity  o f  thi 
b o a rd  can o n ly  b e  ended  b y  g iv in g  to  each d ire c to r , in  a d d it io n  to  j
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ccner.il d u ty  to  see that th e  c o rp i ra t io n  is p ro fita b ly  a dm in is te red , 
a separa te  ove rs ig h t re sp o n s ib ili ty , a separa te  e xp e rtise , and  a sepa­
rate c on s titu en cy  so  that each im p o rta n t p u b lic  c once rn  w ou ld  l>e 
gua ran teed  at least on e  in fo rm ed  rep re sen ta tiv e  on  th e  h o a rd . 
T h e re  m igh t be n in e  c o rp i ra te  d ire c to rs , each o f  w h om  is e lec ted  
to  a boa rd  p o s it ion  w ith  one o f  the  fo llo w in g  o ve rs ig h t re sp on s i­
b ilitie s :

i .  E m p lo y e e  w e lfa re
] .  C o n su m e r p ro tec tion
j .  E n v iro n m en ta l p ro te c t io n  and c om m u n ity  re la tio n s
4 . S h a re h o ld e r rig h ts
5. C om p lia n c e  w ith  law
ft. F inances
7. P u rc h a s in g  and m a rke tin g
8 . M anagem en t e ffic ien cy
9 . P la n n in g  and resea rch
B y  re q u ir in g  each d ire c to r  t o  ba lan ce  re sp on s ib ility  fo r  re p re ­

sen ting  a p a rt ic u la r soc ia l c on ce rn  against re sp o n s ib ili ty  fo r  ’ he 
o v e ra ll hea lth  o f  the e n te rp rise , the p ro b lem  o f  iso la ted  p u b lic "  
d ire c to rs  w o u ld  be avo ided . N o  indiv id u a l d ire c to r  is lik e ly  to  I k  

“ fro z e n  o u t "  o f  c o lle g ia l d e c is ion -m ak ing  because a ll d ire c to rs  
w o u ld  be o f  the same ch a ra c te r. Each d ire c to r  w ou ld  spend the 
g re a te r pa rt o f  his o r h e r tim e  d e v e lo p in g  expe rtise  in  a d iffe re n t 
a rea ; each d ire c to r w ou ld  have .1 m o tiv a t io n  to  insist that a d iffe re n t 
aspect o f  a business dec is ion  be c on s id e re d . V e t each w ou ld  s im u l­
tan eou s ly  Ik  re sp on s ib le  fo r  p a rtic ip a tin g  in a ll h oa rd  d ec is ion s , as 
d ire c to rs  tv vv a re  S o  the  specia lized  area o f  each d ire c to r  w ou ld  
supp lem en t hut not supp lan t the d ire c to r ’s gene ra l d u tie s .

A lth o u g h  not a sym m etric a l a n a lo g y , the m ost success fu l p re ­
cedent to r  d is id in g  the rep resen ta tive  re sp on s ib ilit ie s  and  c on s t itu ­
encies is , o l c ou rse , the C o n s t itu tio n  o f  the U n ite d  S ta tes . T h e re , 
km i, a basic q u es tion  was one  o f  m o tiv a tio n : H ow  to  des ign  a p o li t i ­
cal a dm in is tra t io n  whi h w ou ld  re ta in  an e qu a l respect fo r  the 
righ ts o f  a ll o f  its c itizen s . O n ly  b y  a rra n g in g  “ am b itio n  . . to  
coun te rac t am b it io n ”  d id  the F ed e ra lis ts  believ e such respect w ou ld  
endu re . H y g ran tin g  the  P re s id en t, th e  tw o  houses o f  G m g rc x s , 
and the  ju J ic ia ry  d iffe re n t g eog raph ic  con s titu enc ies , d iffe re n t
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te rm s , j i u I  d i f fe re n t  d u tie s , the v a riou s  fac tion s o f  the na tion 's c it i­
zens w ere  m ost l ik e lv  to  he in su red  som e rep resen ta tion  w ith in  the 
g o ve rnm en t. “ l i e n e e  a d o u b le  secu rity  arises to  the rig h ts  o f  th e  
p eop le . The d iffe re n t g ove rnm en ts  w ill c o n tro l each o th e r , at the  
sam e tim e that each w ill be  c on tro lle d  b y  it s e lf , "  exp la ined  M a d ­
ison  in  Federalist So. \ i.

In  recen t y e a rs , som e  business c o rp o ra t io n s  have a lso  p e r ­
ceived the tdvantagcs o f  c rea ting  constitu te !)! voices w ith in  the  
s tru c tu re  o f  th e  fi rm . R ev e re n d  l.c o n  S u ll iv a n , the o n ly  b la ck  
d ire c to r  o n  G en e ra l M o to rs ' b o a rd , has m ade p la in  that he c o n ­
siders it h is specia l re sp on s ib ility  to  advance the  in terests o f  G M 's  
b la ck  em p loy ee s  and d ea le rs . I l i s  rep re sen ta tion , am ong  o th e r 
th ing s , has led to  an increase  in  the  n um b e r o f  b lacks being tra in ed  
to  be  G M  execu tives . G ille t te 's  V ic e  P re s id en t fo r  P roduc t In te g ­
r i t y .  R ob e rt G io v a c c h in i, is said to  p e r fo rm  a s im ila r ro le . A l­
th ough  m u a m em be r o f  the h o a rd , M r . G iov  acchin i has Ix-cn g iven  
the  a u th o r ity  to  reca ll any G i l le t t e  p ro d u c t , quash any  ad ve rtis in g  
c la im , o r  o rd e r  any  packag ing  change lie  fe e ls  is necessary to  p ro ­
tect th e  c om p an y ’s con sum e rs .

O n ly  b y  in s titu tio n a liz in g  the d u tie s  jn d  p ow e r that in d iv id ­
ua ls lik e  R eve rend  S u lliv a n  and  R ob e rt G io v acch in i h o ld  can  re ­
sp on s ib le  c o rp o ra te  g ove rnm en t be b rough t to  each la rg e  fi rm .

f o r  in m ost g iant c o rp o ra t ion s , n o  specific  execu tive o ff ic ia l o r  
board  m em be r is re sp on s ib le  fo r  p ro te c tin g  the in te rests o f  em ­
p lo y e e s , c on sum e rs , the , nv iro n iu e n t, o r lo ca l com m un itie s . \ o  
one ou ts id e  o f  sen io r m anagem ent rev iew s th e  most im |vortan i bu s i­
ness d ec is ion s to  assu re  th e ir c om p lian ce  w ith  law , financ ia l in teg ­
r i t y , e ff ic ie n c y , n r lo n g -te rm  c o rp o ra te  goa ls , because these c o n ­
cerns becom e iv c iy b o d y 's  gene ra l in te re s t, they  becom e n ob od y 's  
p a rt ic u la r in te re s t— and o fte n  go  una ttend ed .

I o  m a in ta in  th e  independence  o f the b oa rd  Irom  the o p e ra t in g  
m anagem ent it rev iew s a lso  req u ire s  that each fe d e ra lly  c h a rte red  
c o rp o ra t io n  sha ll be e lircctcd lay a pu re  ly  “ ou ts id e "  lio a rd . N o  exec­
u tiv e . a t to rn e y , rep re sen ta tive , o r  .■'gent o f  a c o rp o ra tion  si o ld  l»c 
a llow ed  to  serve sir lu lta n e ou s ly  as a d ire c to r  o f  that same c o rp o ra ­
t io n . D ire c to r ia l .n d  execu tive  lo y a lt y  sh ou ld  lie  fu rth e re d  h y  ar.
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abso lu te  p ro h ib it io n  o f  in te r lo ck s . N o  d ire c to r , e xecu tive , gene ra l 
coun se l, o r  c om pan y  agent shou ld  be  a llow ed  to  s e rv e  m o re  than  
one c o rp o ra t io n  sub jec t to  the  F e d e ra l C o rp o ra te  C h a r te r in g  A ct.

S e ve ra l o b je c t io n s  ma be ra ised . F irs t , how can w e be su re  
that c om p le te ly  o u ts id e  b oa rd s  w ill he c om pe ten t?  A s  e lab o ra ted  
su b sequ en t ly , c o rp o ra te  cam paign ru le s  w i ll be redesigned  to  em ­
phasize  q u a lific a tion s . T h is  w ill a llow  sh a reh o ld e r vo te rs t o  m ake 
ra tion a l dec is ion s based o n  in fo rm a t io n  c le a r ly  p re sen ted  t o  them . 
It is a ls o  a fa i r  a ssum p tion  that sh a reh o ld e rs , g iven an ac tua l choice 
and ro le  in c o rp o ra te  g ove rn ance , w i ll w an t to  e lec t the m en  and  
w om en  m ost lik e ly  t o  sa fegua rd  th e ir  in vestm en ts .

A  second  o b je c t io n  is that on ce  a ll in te r lo c k s  a rc  p ro sc rib ed  
and a fu ll- t im e  ou ts id e  h o a rd  re q u ire d , th e re  w ill no t be  enough  
q u a lified  d ire c to rs  t o  s ta f f a ll m a jo r firm s . T h is  c om p la in t sp rings 
from  tha* c o rp o ra te  m en ta lity  w h ich , accustom ed to  6 o -y c a r-o ld  
w h ite  m a le  h anke rs  and  businessm en as d ire c to rs , m akes th e  n o rm  
a v irtu e . In  fa c t , i f  w c loosen  the  re in s on  o u r  im ag in a tion , A m erica  
has a la rge , r ic h , and  d ive rse  pool o f  p o ss ib le  d ire c to r ia l ta le n t f r o m  
academ ics and  p u b lic  adm in is tra to rs  and  c om m u n ity  le ad e rs  to  c o r ­
p o ra te  and p u b lic  in te re st law ye rs .

R u t d ire c to rs  sh ou ld  be lim ited  to  fo u r  tw o -y e a r  te rm s  so  tha t 
Ix u rd s  d o  n o t b ecom e sta le . A nd  n o  d ire c to r  sh o u ld  Ik * a llow ed  to  
serve o n  m o re  than one h oa rd  at a n y  one tim e . A lth o u g h  s im u lta - 
n cot is serv ice  on  tw o  o r three b oa rd s m igh t a llow  key  d ire c to rs  t o  
" p o llm t /e ’ i l l  cc to ra tes b y  c om pa rin g  th e ir  d i f fe re n t  expe rien ces , 
th is w ou ld  reduce  th e ir  lo y a lty  to  any  on e  lio a rd , je o p a rd ize  th e ir 
a b ility  to  fu l ly  p e r fo rm  th e ir new d ire c to r ia l re sp on s ib ilit ie s , a nd  
un d e rm in e  the goa l o f o p e n in ' up  m a jo r b o a rd ro om s  to  as va ried  a 
new  men bo rsh ip  as is reasonab le .

I he s h a re h o ld e r e le c to ra l p rocess sh o u ld  be m ad e  m o re  d em o ­
cra tic  as w e ll. A n y  sh a re h o ld e r o r  a llied  sh a re h o ld e r g ro u p  w h ich  
ow ns .1 p e rcen t o f  th e  c om m  m vo ting  s tock  in th e  c o rp i ra t io n  o r  
com prises t o o  o r  m o re  itu liv i lu a ls  and does not in c lu d e  a p resen t 
execu tive o f  th e  c o rp o ra t io n , n o r act fo r  a p resen t execu tive , m ay  
nom ina te  u p  to  th ree  p e rson s  t o  se rve  as d ire c to rs . T h is  w i l l 
exc lude execu tive  m anagem en t fro m  the n om in a t io n  p rocess . I t  a ls o  
increases the  l i k e l ih o od  o f  a d ive rse  b oa rd  b y  p re ven tin g  a n y  one o r
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tw o  sou rces fro n t p ro p o s in g  a ll nom inees . T o  p reven t fr iv o lo u s  use 
o f  th e  n om in a tin g  p ow e r , th is  p ro p o sa l estab lishes a m in im um
sharcnw  n e rsh ip  c on d it io n .

S ix  w eeks p r io r  to  th e  sh a reh o ld e rs ' m eeting  to  elect d ire c to rs , 
each sh a reh o ld e r sh o u ld  rece ive a b a llo t and  a w ritte n  statem ent o n  
w h ich  each c and id a te  fo r  the h o a rd  sets fo rth  his o r h e r qua lific a ­
tion s  to  h o ld  o ff ic e  and  pu rp o se s  fo r  seeking o ffic e . A l l  cam paign 
costs w ou ld  be b o rn e  b y  the  c o rp o ra t io n . T h e se  stric t cam paign 
and  fu n d in g  ru le s  w i ll a ssu re  tha t a ll n om inees w ill h ave  an equa l 
o p p o rtu n ity  to  be judg ed  b y  the sh a reh o ld e rs . B y  p re ven tin g  d ire c ­
to ra te s  f ro m  be ing  b n u g lr ,  these p ro v is io n s  w il l re q u ire  boa rd  e lec ­
t io n s  to  be conduc ted  s o le ly  on  the  m erit o f  th e  cand ida tes .

O n ly  th e  actua l o r  "b en e fic ia l"  ow ne rs  o f  stock sh ou ld  be e lig i­
b le  to  v o te . F in an c ia l in te rm ed ia rie s  sha ll be req u ire d  to  "pass 
th ro u g h "  v o tin g  righ ts in  a p p ro x im a te ly  the same m anne r that 
p re sen t N ew  York and  A m e ric an  S to ck  Fxchange ru le s  req u ire  
b ro k e r-d e a le rs  to  “ pass th ro u g h "  p rox ie s and c o rp o ra te  rep o rts  to  
sh a reh o ld e rs  ow n in g  stock in street nam e accounts. A lre a d y  a 
n u m b e r o f  m a jo r  firm s , in c lu d in g  S ca rs , R oe b u c k , G en e ra l M o to rs , 
M c D o n n e ll D o u g la s , and  U n ite d  S ta tes S te e l, "pass th ro u g h "  v o t ­
in g  rig h ts  to  h u n d red s  o f  th ou san d s o f  em p loy ee s  h o ld in g  stock in
jo in t pens ion  fu n d s .

F in a l ly , a d d it io n a l p ro v is io n s  w ill re q u ire  cum u la tive  voting
and  fo rb id  “ staggered " lio a rd  e le c tion s . T h u s  a n y  sh a reh o ld e r fac­
tion  capab le  o f  jo in t ly  v o tin g  ap j -o x im a te ly  10 percen t o f  the to ta l 
n u m U r  o f  shares cast n tav  e lec t a d ire c to r .

A N fW  KOI I H IK  M l XK IIIO IJM IO t
I he  d i f f ic u lty  w ith  th is p ro p o sa l is the on e  that t ro u b le d  J u ­

vena l tw o  m ille n n ia  ago : Quit custodtrt iptos cnftiJcs, o r , W h o  sha ll 
w atch  th e  w a tchm en? W ith ou t a fu ll- t im e  b od y  to  d isc ip lin e  the 
b o a rd , it w ou ld  be so easy fo r  the b oa rd  o f  d ire c to rs  and executive 
m anagem en t t o  b ecom e fr ien d s , \c t iv e  v ig ilance  cou ld  becom e rou- 
t i n i / . i l  in to  an u n c rit ic a l p a rtn e rsh ip . T h e  sam e lio a rd  theore tica l!' 
e lec ted  to  p ro tec t sh a re h o ld e r e q u ity  and in te rn a liz e  law m igh t in
stead becom e m anagem ent's lo b b y is t .

R e ly in g  o n  sh a reh o ld e rs  to  d isc ip lin e  d ire c to rs  m ay  strib 
m any  as a d u b io u s  app roach . I  i i v  a ric a lly , the rec o rd  o f  share

h o ld e r p a rtic ip a tion  in  c o rp o ra te  g ove rn an ce  has been  an ab ysm a l 
one . T h e  m on u m en ta l in d iffe ren ce  o f  m ost sh a reh o ld e rs  is w orse  
th an  tha t o f  sh eep ; sheep  at least have som e sense o f  what m ann e r 
o f  m th e y  fo l lo w . B u t taken tog e th e r, the e a r lie r p ro p o sa ls— an 
ou ts id e , fu ll- t im e  b o a rd , nom ina ted  b y  r iv a l sh a re h o ld e r g ro u p s  
and v o te d  on b y  benefic ia l ow n e rs— w ill increase in v o lv em en t b y  
sh a reh o ld e rs . A n d  cum u la tiv e  v o tin g  in su res  that an  a rou sed  m i­
n o r ity  o f  sh a reh o ld e rs— ev en on e  as sm a ll as 9  o r  t o  p e rcen t o f  a ll 
s h a reh o ld e rs— sh a ll h ave  the  o p p o rtu n ity ’  t o  e lect a t least one  
m em b e r o f  th e  boa rd .

B u t that a lon e  is h a rd ly  su ffic ien t. A t a c o rp i r a t io n  the size o f  
G e n e ra l M o to rs , an agg regation  o f  10 p e rcen t o f  a ll v o tin g  stock 
m igh t re q u ire  the a llied  action  o f  o v e r a o o .o o o  in v id id u a ls— w hich  
p ro b a b ly  c ou ld  occu r no m o re  than  on ce  in  a g en e ra tion . T o  keep 
d ire c to rs  re sp on s ive  to  law and  leg itim a te  p u b lic  c on ce rn s  req u ire s  
s u re r  and  m o re  im m ed ia te  m echan ism s. In  a w o rd , it req u ire s  a rm ­
in g  the  v ic tim s o f  c o rp o ra te  abuses w ith  the  p ow e rs  to  sw ift ly  
re sp ond  to  th em . F o r  o n ly  th o se  em p lo y e e s , c on sum e rs , rac ia l o r  
sex m in o r it ie s , and lo ca l c om m un itie s  h a rm ed  by  c o rp i r a t e  d ep ra - 
d a tion s  can be depended  u p  in to  sp eed ily  c om p la in . B ; a llow in g  
an y  v ic tim  to  becom e a sh a reh o ld e r and  b y  p e rm itt in g  an y  sha re ­
h o ld e r  to  have  an e ffe c tiv e  vo ice , th e re  w i ll lie  the g reatest lik c li-  
h om l o f  c on tin u in g  sc ru tin y  o f  th e  c o rp i r a t io n ’s d ire c to ra te . S h a re ­
h o ld e r in vo lv em en t can  lie  fu r th e r  enhanced  b y  th e  d isc lo su res  
d iscu ssed  in the  next ch ap te r , b y  the o p p o rtu n ity  to  a ttend  p e r io d i­
c a lly  sch edu led  d ire c to rs ' m eetings to  ask qu es tion s  o r  p resen t 
g rievances , am i b y  re fo rm  o f  the s h a re h o ld e r d e riv a tiv e  a c tion  so  
that a n y  in ve s to r w h o  id en tifies a c o rp o ra te  v io la t io n  o f  law  m ay  
b rin g  law su it w ith ou t risk  o f  fin anc ia l loss .

F o r  th e  p u rp o se  o f  m o tiva tin g  the  lio a rd  to  p e r fo rm  its in ­
tended ro le , h ow eve r, it is a p p rop ria te  t o  in jec t sh a reh o ld e rs  fu r ­
ther in to  c o rp i ra te  g ove rn ance  w he re ve r th e y  have a fin anc ia l o r  
o th e r in cen tiv e  to  p e r fo rm  e ffe c t iv e ly .

S ix  weeks b e fo re  a v o te  on  any  fu n d am en ta l transac­
t io n — w hich  can lie  d e fin ed  as execu tive  p ro p o sa ls  in v o lv in g  the  
pu rchase , sa le , lease , m e rg e r , c o n so lid a t io n , fin an c in g , re fin anc in g , 
d is so lu tion , o r  liq u id a t io n  o f  assets e qu a l to , sa y , t o  pe rcen t o f  th e  
c o rp o ra tion 's  to ta l assets o r  o v e r  $ 1 0 0  m i l lio n , o r  the  a u th o riza tio n
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o f  c o rp o ra te  secu ritie s  in an y  am ou n t— th e  b oa rd  sh o u ld  fo rw a rd  a 
w ritte n  statem ent to  the  sh a re h o ld e rs  e xp la in in g  the  tran sac tion , 
the v o te  b y  w h ich  th e  tran sac tion  was app roved  b v  the  b o a rd , the 
reasons w h y  m em be rs  o f  th e  b o a rd  ap p ro v e d  th e  tran sac tion , the 
reasons w h y  o th e r  m em be rs  opp o sed  it , and  the  fo re seeab le  costs 
and risk s o f  im p lem en tin g  th e  p ro p o sa l. T h is  p ro v is io n  w o u ld  p ro ­
v ide fo r  sh a re h o ld e r votes on  a ll bus iness dec is ions above a certa in  
m in im um  >»i/e. h ow e ve r n am ed . B y  re q u ir in g  d ire c to rs  to  p u b lic ly  
e lab o ra te  th e ir  re a son in g— rea son ing  w h ich  m ay b e  ju dg ed  not o n ly  
d u r in g  th is v o te  b u t a lso  d u r in g  subsequen t b o a rd  e lec tion s o r  m is­
m anagem ent su its— th e re  w ou ld  be  a p ow e r fu l in cen tiv e  f o r  d ire c ­
to rs  to  p o lic e  th em se lve s .

A c om p lem en ta ry  p ro v is io n  sh ou ld  a llow  a n y  sh a reh o ld e r o r
a llie d  s h a re h o ld e r g ro u p  h o ld in g  s tock  equa l to  a m in im um  o f  on e  
p e rcen t o f  a ll o u ts ta n d in g  s lo e  to  s in tub  tn c ou s lv  p u b lish  a d issen t­
ing  view o r ,  at a n y  t im e , to  p rop ose  am endm en ts  to  th e  c o rp i r a te  
c h a rte r o r  b y law s .

v m <  I I I )  (  OXtML'NII IKS
S h a reh o ld e rs  a rc  n o t th e  o n ly  ones w ith  an in cen tiv e  to  

rev iew  dec is ion s o f  c o rp o ra te  m anagem en t; n o r , as P ro fe sso rs  
C h av es  and  D a h l a rg u e , a r c sh a reh o ld e rs  the  o n ly  pe rsons w h o  
sh o u ld  be acco rd ed  c o rp o ra te  v o tin g  rig h ts . I h< increas ing  use by  
A m e ric an  c o rp o ra t io n s  o f  te chn o log ie s  and  m ate ria ls  ih at post- 
d irec t and  se riou s  th re a ts  to  th e  h ea lth  o f  c om m un itie s  s u rro u n d in g  
th e ir p lan ts  req u ire s  the  c re a tion  o f a new fo rm  o f  c o rp o ra te  v o tin g  
rtgh i W h en  a I’c d c r .i lh  ch a rte red  c o rp i ra t io n  engages, fo r  e x ­
am p le , in  p ro d u c tio n  o r  d is tr ib u t io n  o f  n u c le a r fu e ls  o r  (h e  em is­
sion  o f  to x ic  a i r ,  w a te r , o r  so lid  w aste p o llu ta n ls , c i li /v n s  whose 
h ea lth  is end ange red  sh ou ld  not b e  le ft , at best, w ith  rece iv ing  
m on ey  dam ages a lte r  a t im e -c on sum ing  r r ia l to  com pensa te  them  
fo r  dam aged  p r o p e r t y , im p a ire d  h e a lth , o r even dea th .

In s te a d , u p on  fin d in g  o f  a p u b lic  hea lth  h aza rd  b y  th ree  
m cm lic rs  o f  t lie  b o a rd  o f  d ire c to rs  o r  t pe rcen t o f  th e  sh a reh o ld e rs , 
a c o rp o ra te  re fe re n d u m  sh o u ld  he he ld  in  the  p o lit ic a l ju risd ic tion  
a ffec ted  b y  the  h e a lth  h a za rd . T h e  re fe re n d um  w o u ld  lie  d ra fted 
h y  the un it t r ig g e rin g  it— c ith e r the th ree  b o a rd  n u m b e rs  o r  a des­
igna te  o f  th e  sh a re h o ld e rs . The a ffec ted  c itizen s b y  m a jo r ity  vott
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u i l l  th en  decide w he th e r the h a za rd ou s p ractice  sh a ll be a llow ed  to  
c on tinue . T h is  fo rm  o f  d irec t d em oc ra c y  has o b v io u s  p a ra lle ls  to  
the in itia tiv e  and  re fe re n d u m  p ro cedu re s  fam ilia r  to  many states—  
except that the e le c tio n  w ill be  pa id  fo r  b y  a business c o rp i r a t io n  
and w ill not n ece ssa rily  occu r at a reg u la r e lec tion .

W hat w o u ld  happen  to  th e  loca l c om m u n ity  i f  it v o ted  to  c lose  
a d ange rou s  p la n t?  T h re e  an sw e rs  seem  rea son ab le  F i rs t , the 
boa rd  o f  d ire c to rs  sh o u ld  have  the o p p o rtu n ity  to  m o d i fy  th e  lo ca l 
p lan t t o  reduce  the h e a lth  h a za rd . I f  the  h o a rd  chooses to  d o  so , it 
sh ou ld  be  a llow ed  to  su bm it its  m od ifica tion  p lan  as a subsequen t 
re fe re n d u m  fo r  c om m u n ity  a p p ro v a l. S e cond , i f  th e  c o rp i r a t io n  
chooses t o  le a v e  a fte r th e  vo te , it sh ou ld  be req u ire d  t o  im m ed ia te ly  
re p a y  th e  lo c a l c om m un ity  f o r  a ll damages to  its h ea lth  and  p r o p  
c r ty  b y  the o u t law ed  a c tiv ity . T h is  v a lu a tio n  p roceed ing  sh ou ld  
o ccu r in  fe d e ra l d is tr ic t c o u rt . I f  th e  c o rp i ra t io n  chooses t o  leave 
b e fo re  the re fe re n d u m  vo te , it sh ou ld  a d d it io n a lly  be req u ire d  to  
pay  its lo ca l em p lo y ee s  sa la ries fo r  a reasonab le  in te r im  p e r io d . 
T h i r d ,  ‘ 'te re fe re n d u m  v o tin g  p ro c ed u re  sh ou ld  be  f le x ib le , la ic a l 
c om m un itie s  sh ou ld  b e  g iven  the o p p i r t u n i t y  t o  v o te  u p m  an  in i­
t ia tive  c a llin g  fo r  th e  c o rp i r a t io n  to  rem ed y  a spec ific  h ea lth  h a za rd  
b y  a designated  d a te  as an a lte rn a t iv e  to  o n e  c a llin g  fo r  im m ed ia te  
c lo s in g  o f  a p la n t. S im i la r ly , th e  b o a rd  sh o u ld  he g iven  th e  o p p o r ­
tu n ity  to  subm it a p la n  o f  m od ific a tio n  s im u lta n e ou s ly  w ith  the in i­
tia l re fe re n d u m  vo te .

I his ty p e  o f e lec tion  p ro ce d u re  is necessary  to  g ive  e n d u r in g  
m ean ing  to  th e  d em oc ra tic  concep t o f  "con sen t o f  the governed .** 
T o  be su re , th is p ro p o sa l goes b e yon d  the  tra d it io n a l a ssum p tion  
that th e  o n ly  a ffec ted  o r  re levan t c on stitu en ts  o f  th e  c o rp o ra t io n  a re  
the sh a reh o ld e rs . B u t no  lo n g e r can we accept the F au s tia n  ba rga in  
that the c on tin u ed  to le ra tio n  o f  c o rp i ra te  d e s tru c t ion  o f  lo c a l hea lth  
and p r o p r t y  is the  cost to  the  p u b lic  o f  d o in g  business . In  an  e q u i­
tab le  sys tem  o f  g o ve rn an ce , th e  p e rp e tra to rs  sh ou ld  a n sw e r to  th e ir  
v ic tim s.
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