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C E R T IF IC A T E  O F  IN C O R P O R A T IO N '
O F

D C L IT T  C O R P O R A T IO N

Article i
T h e  nam e of the corporation  is D clitt C orporation  (herein­

after called th e  "C orporation"). T h e  nam e and m ailing address o f 
its incorporators arc as follows;

NAME M AH ISO ADDRESS
John  J . N avin  350 Park A venue, N ew  York, N .Y . tooaa
W illiam J. D onovan j j o  Park A venue, N ew  York, N .Y . t o o n
D cForcst Hills on j j o  Park A venue, New York, N .Y . tooaa

Article j

T he address o f the registered  office o f  the C orporation  in the 
S tate  o f D elaw are is N o . t«o W est T e n th  S tree t, in th e  C ity o f 
W ilm ington, C oun ty  o f New Castle. T h e  nam e o f its registered 
agent at such address is T h e  C orporation  T ru s t C om pany.

Article j

T h e  purpose of the C orporation  is to  engage in any lawful 
act o r activity fo r w hich corporations m ay be organized u n d e 'th e  
G eneral C orpora tion  la w  of Delaw are.

Article 4

T h e  total num lier o f  shares of stock w hich the C orporation  
has au thority  to  issue is 100 shares o f capital stock of the par 
value of $100  per share.

Article (

W henever t**c vote ot stockholders at a m eeting thereof is 
required  o r perm itted  to  lie taken for o r in connection w ith any 
corporate action by anv provision of the  G eneral C orporation  
Ij w  o f D elaw are, the m eeting and vote of stockholders may he 
dispensed w ith if the ho lders of stock having not less than  the 
m inim um  percentage of th e  Vole requ ired  by statu te  for the pro* 
posed corporate action  shall consent in w riting to  such corporate 
action luring taken, provided that p tom pt notice m ust be given to  
all stockholders o f the taking o f such corporate  action w ithout a 
m eeting and by less than  unanim ous w ritten  consent.

Article 4
In furtherance and not in lim itation of the pow ers co n frn cd  

by law , the lluard  of D irectors is expressly authorized.
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lal 1 11 m ake, alter, am end or repeal the B y -la w s  r t f  th e  Cor-
p'fziion.

ib) T o  d irect and determ ine the use and disposition of any 
annual net profits or net assets in excess o f capital; to  set apart out 
o f anv o f the funds of the C orporation  available for d iv idends a 
reserve or reserves for any p roper purpose; and to  alxdish any 
such reserve in t lu  m anner in w hich it was created.

(e) T o  establish bonus, profit-sharing, stock o p tion , re tire ­
m ent o r o ther types o f  incentive or com pensation plan- for the 
em ployees (including officers and directors) o f the C orporation  
and to  fix the am ount ot the  profits to  lie d  .tributes! o r shared 
and  to  determ ine  th e  persons tn  participate in any such plans and 
the am ounts o f  the ir respective participations.

(d) F rom  tim e to  tim e to  determ ine w hether and to  w hat ex­
ten t, and  at w hat tim e and places and u nder w hat conditions and 
regulations, the accounts and books of the C orporation  (other 
than  the stock ledger), n 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 book or docum ent o f th e  C orpora­
tion , except as conferred by sta tu te  o r authorized by th e  Board o f 
D irectors o r by a resolution o f the stockholders.

(c) T o  authorize, and cause to  be executed , m ortgages and 
liens upon  the real and personal p roperty  of the Corporation.

Article 7
T h e  corporation  reserves th e  right to  a m m o , a lter, change »ir 

repeal any  provision contained in th is C ertificate o f  Incorpo­
ration , in th e  m anner now or hereafter preverified by sta tu te , ami 
all rights conferred upon stockholders herein are gran ted  su b p c t 
to  this reservation.

T h e  key sentence is contained in Article 6: “ In furtherance 
and not in lim itation of the pow ers conferred by law , the  Hoard of 
D irectors is expressly authorized: (a) T o  make, alter, am end or 
repeal the By-Laws of the corporation. . . W hat F I T  t r c d  to  
do, a so m any other giant D elaw are corporations have tried  to  do, 
was to  totally shut shareholders out o f the  governing process except 
in those rare instances in w hich the D elaware G eneral C orporation 
l-aw' explicitly requires a shareholder vote— w hich is not very often.

T ru e , technically , section 151(c) grants shareholders a vote on 
management m erger proposals. But th is, in  fact, is a m ere snare
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n»r the d im -w ittcJ O r.lv  a small m inority I,f corr*iratc f . ■ * < ,. 
tually trigger this 'h a rsh ''h it  r to te . I he ovefw helm ing trsi|..r r -  
p lo y  one o t th re e  c o m c n t io n .i l  lo o p h o les  (d i'C t|"cd  in  th e  S u a c m

Sim ilarly . section 271 limits shareholder suffrage in a sate, 
l" ise . o r exchange of assets to transactions involving "all o r tul»- 
stantially all" of a corporation's property  ami assets. Since most 
large industrial corporations are highly diversified, this provision 
effectively insures their shareholders will never vote. For example, 
G eneral M otors could sell an autom obile division such as Pontiac 
or Cadillac and not ".‘qu ire  a vote. It could liquidate hundred- 
million-dollar plants w hich m anufacture refrigerators, diesel 
engines, and trucks or auction off all of  its Detroit real cst e anJ 
relocate in the Peoples Republic of C hina, and shareholders would 
have no choice in the n u tte r . O nly  if G M  »><itl all assets used to 
m anufacture “autom otive p roducts" (about 75 percent o f the  cor­
poration) would a sale of assets require a sh ircholdcr vote.

M oreover, section 271 is the only  D elaw are statute concerning 
corporate divisions. A Delaware corporation mav create and fund 
new subsidiary corporations, regardless of size; liquidate these sub­
sidiaries o r com parable divisions and d istribu te  assets to  share­
holders; or spin-off new corporations altogether w ithout any share­
holder vote. As business corporations have evolved these new 
form s. Delaware and other principal chartering states have deliber­
ately not kept pace. C orporate t .ccu tiscs have not hesitated to  take 
advantage of this laxity. In the past th ree years m any Delaware 
corporations ^avc "gone private" and lioughi up m inority  share­
holdings at bargain prices during  a depressed stock m arket. This 
will allow fasoresl shareholders or the  fit in itself to  reap the profits 
w hen the com pany's stock price uses. O ther senior m anagem ents 
have used th e  m erger provisions to  prevent take-over bids— which 
can benefit all shareholders—by requiring super m ajorities, such as 
7 j or yo percen t, to consent to  any consolidation or sale of the com ­
panies assets.

Whither/ Wither the Board of Directors f
But does not the  tioard o f directors w ith its sweeping statutory 

m andate “to  manage the  business and affairs uf every corporation"
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J ^ . r s j f  an internal check on the pow er of corporate executives? 
No l.*-ng a g o  the  grandiloquent w ords of the  statutes ceased to 
have a n y  operative meaning. "D irec to rs,"  William O . Douglas 
c o m p la in e d  in 1934, "do not d irec t.” ‘ [TJhcrc is one th ing  all 
hoards have in com m on, regardless o f their legal position ." Peter 
Druckcr lias w ritten. “7bey do not function. ' In Robert T ow nsend 's 
tart analysis, “(MJost big com panies have turned  their boards of 
d irectors into nonhoards. . . .  In the years that I've spent on 
various boards I've never head a single su g g c tio n  from  a director 
(n u d e  as a d irector ar a board meeting) that p ioduccd any result at 
all."

Recently these views were corroborated by  Professor Myles 
M ace of the H arvard  Business School, the nation's leading au thor­
ity on the perform ance of Imards of d irectors. In Directors—Myth 
and Reality, M ice sum m arized the results of hundreds of interview s 
w ith  corporate officers and directors.

D irectors d o  not establish the basic objectives, corporate stra­
tegics or broad policies of large and m edium -sized corporations, 
Mace found. M anagem ent creates the policies. T h e  board has a 
right of veto but rarely exercises it. \ s  one executive said, “N ine 
hundred  and ninety-nine tim es out of a thousand , the board goes 
along with m anagem ent. . . .** O r another, “ I can't th ink of a 
single tim e when the board has failed to  support a proposed policy 
of m anagem ent or failed to  endorse the recom m endation of m an­
agem ent "

I he lx*ard does not select the  president or o ther chief execu­
tive officers. “W hat is perhaps the most com m on definition of a 
function o f the lx»ard of d im  to rs—nam ely, to  select the  presi­
d en t— was found to  lie the greatest m y th ,"  reported Mace, “Id le  
Ixiard of directors in most < om  panics, except in a crisis, docs not 
select the president. T h e  president usually chooses the m an who 
succeeds him  to  that position, and the board com plies w ith the 
lcg.il am enities in endorsing and voting his election." A corporate 
president agreed: “'I he form er com pany president tapped me to  be 
president, and I assure you that I will select m y successor w hen the 
tim* com es." Ksen seeming exceptions such as K C V s 1975 ouster 
of Rolicrt Sat no li frequently  tu rn  out to  be at the instigation o f se­
nior operating  executives ra ther than  an aroused board.



I he t*«ard's m !i j \  docip linan  m «>f ihe i* -  »•
apparent than real. \x  the buM ncss-supported (a.ntcrcr R « f: 
conceded. "O ne o f ihe most glaring deficiencies attribu ted  iKt 
corporate Ixurd  . . .  is irs failure to m onitor and c\ aluatc tlu  p tr 
form ance o f  the- chief executive in a concrete wav.*’ T o  cite .1 spc. 
cific example, decisions on executive com pensation .ire n u d e  bv the 
president— with perfunctory  board approval in most situations. In 
the vast m ajority o f  corporations. Professor M ace found, the com ­
pensation com m ittee, and the Ixurd  w hich approves the recom ­
m endations o f the com pensation com m ittee, "are not decision-m ak­
ing bodies."

D irectors do  not even ask discerning questions. It is consid­
ered "discourteous,’ a breach o f “corporate m anners" for directors 
to  “challenge” the president or o ther corporate officers. T h is  can lie 
a very expensive form  o f decorum , as the Penn C en tra l’s share­
holders painfully discovered. A t the tim e o f its collapse in June 
1970. Penn C entral was the largest railroad in the country  and the 
sixth largest industrial corporation overall. W /h in  a tw o-year 
period, shareholders witnessed th* decline oi their shares from 
$86.50 to  S i .75.

W hy? “ Ih e  Ixurd  was definitely responsible for the trouble,*’ 
recounted outside director E. C layton G cngras. “T hey  took their 
fees and they didn 't do anything. O ver a period o f  years, people 
just sat there. Ih .it poor man from the I  nivcr itv o f Pennsylvania 
|!  niversity President G aylord P lla rnw cll), he never opened his 
m outh . I hey d idn 't know the factual picture and they didn 't try  to  
find out. \ s  the Penn C entral rushed tow ards its m onum ental 
crack-up, the  hoard routinely approved every pro|tos.i| forw arded 
by m anagem ent, \h h o u g h  Penn C entral was d isp c ia tr  for capital, 
the d irectors paid out nearly $ to o  million in dividends. T h e  Ixurd  
never saw a capital expenditures budget. It never understood die 
inaccuracies published in Penn C entral's nnual reports Just six 
hours U to rc  the corporation filed its bankruptcy petition, the 
Ixurd  routinely approved new contracts for eight corporate cxe u- 
lives, apparently unaw are even then  of the dim ensions o f the Penn 
C en tra ls  cri is. "All o f this raises the serious question as to  
w hether giant corporations affecting the every day lives o f our pop 

lion . . . should continue to  l*c goserncd in the traditional tasi -
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, as or w hether a new system of corporate directorships should Ire 
Jeviscd ." concluded the H ouse Hanking and C urrency C om m ittee.

Vet Ixurd* will continue to be dysfunctional as long as they 
remain the creature of the corporate chief executive. For it is the 
chief executive w ho, like the family ow ncr-m anagcr in a small cor­
p o ra t io n , selects new m em bers of the board. A nd it is the chief ex­
ecutive who de-selects existing board m em bers when nom inations 
for the Ixu rd  arc necessary for annual shareholders' meetings.

O u r ow n survey of the Ixiards of the too  largest industrial cor­
porations found that the average Ixurd  had a total of 14.49 direc­
tors, including 7.93 “outsiders” (that is, directors w ho were not 
em ployees of the  corporation) and 6.56 insiders (or employ ee d irec­
tors). Sonic 69 percent of the outside directors were fellow cor­
porate executives; 6 percent were investm ent hankers; 7 percent 
were law yers. O n ly  2 percent were women; a lesser percentage 
were black. I Icncc over 90 percent of the  directors of our largest 
corporations c ither worked for the corporate chief executive or 
were fellow corporate executives, corporate hankers, or corporate 
lawyers.

Most "outside" dit tors appear to  l»c chosen liccausc of their 
statu*. ‘‘Presidents and chairm en o f large and respected com pa­
nies," one corporate president observed, “enjoy the prestige of 
serving on sim ilar large and respected com pany boards. I hey arc 
identified w ith their peers. I hcy find the experience socially satis­
fying. O utside  directorships provide a few more lines in their Who's 
Who, and it is a little bit like Iscing knighted to  say ’I'm a director of 
G eneral M otors, or G eneral Electric, or A T & T .’ ” F requently , the 
chief executive chmtscs his friends, or individuals known to  lie 
"sym pathetic" or "congenial," to  lie d irectors. “You certainly don 't 
want anyone on your board who even slightly might lie a challenge 
011 a question of your tenure, so you pick personal friends u i th  
pr Mgr titles and nam es,” a corporate president explained. A n­
other executive agreed. “W hat would you do  if you were president? 
You control the com pany ami you control the Ixurd . You want to  
perpetuate this control. . . You sure as hell arc not going to  ask 
Ralph N ader. . . .**

At its w orst, the outside d irector system  degenerates into a 
private c lub , as the president of a west coast com pany explained:
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V « j 'c  •» to  rrn  t n l i r  b u t  the outMili ttirivrors nt l i te r  n » v  • , , .  
rcjT'onjI com panies jr c  rt i i l i r ,  of j  »,>n of club. I o  |. t co r:» u lin ,| f.< 
nu»*ioi> y mi iiiih i h j» e  th i title p rc iiilin t or chairm an of j  ft-spcnta!'« 
and respected organization. i his ■% what some voung people call th r  11- 
tahlishm cm . Hu: these are the people you do  business ssiih, tra s il  around 
u i th .  scrsc  on com m unity  projects w ith— and it has to  be a c roup  the 
m cm ticrs o f w hich gx* alone together Regionally c .vh  area has its elite. 
Som etim es m any will in fact l»e m em bers of the same golf or social club. 
I let - i"  iais \ngcles you will find a great num ber of d irectors w ith mem- 
l>crship in the l.os Angeles C o un try  C lub ; in C leveland the sam e is tru e  of 
the I  nion Clul>—each city  has its hard core m em bers of the dub  group.

hxccptinns to this pattern  become news events. In reporting 
on (iencru l M otors' t o ' t  annual shareholders' m eeting, the Wall 
Street Jonnut noted tha t, “ Ih e  meeting's dram atic highlight was an 
im passioned and unprecedented speech by the Rev. Leon Sullivan, 
C«M s recently appointed N egro director, supporting  the Kpiscopal 
C hurch 's efforts to  get the com pany out of South Africa. It was the 
first tim e that a Ci.M director had ever spoken against m anagem ent 
at an annual m eeting." Now Rev, Sullivan is an unusual outside 
d irector, being (ieneral M otors’ first black director and only "ptil>- 
lic interest" director. Hut w hat makes I-con Sullivan m ost extraor­
dinary  is that he was th r  first d irector in any major Am erican cor­
poration to come out publicly against his ow n corporation w h ir  i . ,  
operations tended to  support apartheid.

Net as lethargic as nu r.iiu  directors usually are, em ploy*, 
directors tend to |»c ^vcn less effective. I he typical vice prcsi- 
dcnt/inside-director iv in a very precarious position at a board m eet­
ing. U nw illing to  say anything in disagreem ent w ith his Ixtss, he 
usually sits quietly  and waits until lie is railed upon to  speak Dis­
agreem ents w ith o ther corporate executives arc invariably resolved 
out of th r  Ixurd  room. I he effect is to present outsiders w ith a 
“united  fron t”: to  make the corporate chief executive's elccisions 
seem inevitable.

So stalfcel, b w u l m eetings in most large industrial corpora­
tions have becom e formalized in to  a m onthly or bim onthly ritual, 
usually lasting aUntt one to th ree hours. M uch of this tim e is con­
sum ed by pcrh  ipx a jo -m inute  to  an hour review o f operations for 
the last pcuod  (m onth or quarter) by the president o r vice president
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.4 fir. a ne'e. I his is followed by board approvals of capital appropri­
ations ami of the actions of the executive com m ittee taken since the 
last meeting. I he m eeting often concludes after senior executives 
have described a new rcscar< ■ developm ent or a m ajor operations 
program . Usually the entire m eeting— which is closed to  share­
holders— is choreographed by the corporate chief executive. H e 
chixises w hich officers shall speak. H e w rites the agend*. W hen he 
wants to he asked about a particular issue, he plants the relevant 
question.

T h e  im possibility of so infrequent or so circum scribed m eet­
ings of the board enabling directors to  effectively "m anage” their 
corporation was sardonically illu o .a tcd  by the congressional testi­
m ony o f II. O . I lavcm cycr, a corporate chieftain of an  earlier day:

Q. As a mcnilicr of that Ixurd, vvhn else have you done?
A. Ob, I have convened and talked.
Q. You have convened and talked?
A. And adjourned.
Q. Well, you have convened and talked?
A. And adjuunreJ
Q. Well, what have you talked about?
A Statu net.

Ib is  testim ony was given in 1HH7 when outside directors were 
typically the "tools" or "dum m ies" o f  the controlling corporate 
president or hank. A popular gag on Wall S eet was that the  role 
of an outside director was to receive his five-dollar gold piece at the  
start o f  each meeting and then obediently fall asleep. Directorial 
lassitude is not so obvious today. Yet considering that the size and 
com plexity o f  corporate enterprise has significantly increased sin ic  
iKh? while the  frequency and length of d irectors’ m eetings has not, 
it is a lair assum ption that the outsiders w ho olicdicntly nod 
through ceremonial Ixurd  m eetings today arc little better inform ed 
than their brethren  w bo slept before them .

Certainly directors' sources o f inform ation rem ain as m uch 
subject to  m anagem ent control Onlay as they  did  90 y e a n  ago. 
After resignin'* from  TW’.Vs board, form er U nited S tates Suprem e 
Court Justice A rthur (io ldberg  had this com plaint: “ W hat the ty p i­
cal Ixurd  of directors gets is a recom m endation w hich seems mono-



lithic. . . . It's not like a court, where .1 judge can order 4 hurt 
from both sides." Recently the quantity of preparatory information 
available to outside directors has significantly increased. Yet the 
thickened reports and whirlwind plant tours are still only what the 
corporate chief executive wants outsiders to sec. "In manv corpora­
tions," found Professor Mch in Eiscnbcrg, “the executives go so 
far as to wholly deny the Ixurd—supposedly entrusted with su­
preme power over the corporation—access to certain categories of 
information." For instance, a 1971 survey '  * 17 per­
cent of 474 industrial firms sent manufacturing data to directors 
prior to board meetings, only 21 percent sent marketing data, and 
11 percent sent no data at all.

And outside directors have little personal incentive to doubt 
management. A 1973 survey of 378 manufacturing corporations 
with assets of $jo million or more showed that outside directors 
received median annual fees of approximately $3,900, while inside 
directors generally are not paid at all. On top of the $100,000+ in­
comes typically earned by outside directors, who arc corporate 
chief executives or vice presidents, leading investment bankers, or 
law firm partners, such annual retainers or meeting fees scent like 
peanuts. The result is counterproductive. Outside directors ratio­
nalize mu doing very much by the fact they arc not paid very 
much.

How, then, can one reconcile the grand imperative, " I he 
business and atfairs of every corporation . . . shall Ik  managed by 
or under the direction of . , .a  ixurd of directors" with the reality 
of this “non decision-making body"? I he fashionable response is 
that the Ixurd is 3 legal fiction. Management control has over­
whelmed the rule of law

I his widely held view i\ only halt right. Management has 
deposed the Ixurd of directors— hut it has done so under color of 
law. No rule within the modern corporation statutes prohibits 
management from nominating and serving as directors. Corpora­
tion law has abrogated direct ion j| independence bv omission. 
Moreover, even il the statutes provided x , utur.il • ifeguards to 
maintain the independence of the Ixurd. these could not undo the 
cltcct of two provisions found in most state corporation law*.
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Ihe first provision is exemplified by a Delaware Corporation 
I jw  section which provides that a director shall “be fully protected 
in reiving in gixxJ faith upon . . . reports made to the corporation 
by anv of its officers." The meaning of this provision is very sim­
ple. Directors have no duty to know. "Unless something occurs to 
put them on suspicion that something is wrong, directors arc en­
titled to rely on the honesty and integrity of [management]." held 
the leading ease of Graham v. Allis-Chalmm Manufacturing Company. 
Directors are not required to "put into effect a system of watchful­
ness.” They need not anticipate problems nor verify the accuracy 
of reports upon w hich they rely.

A second provision of the Delaware General Corporation I-aw 
accomplishes the same result by allowing the Ixurd to formally de­
legate responsibility for most corporate business to a committee 
dominated by inside directors. Our survey of the 200 largest indus­
trial corporations indicates that approximately two-thirds of the 
corporations had withdrawn directorial powers from the full 
Ixurd— typically a majority of whose members were outsiders— tc 
an executive committee at least haK of whose members were in­
siders.

A much smaller number of corporations accomplish a compar­
able result by delegating authority to an insider-slominatcd finance 
committee. In our survey of the 21x1 largest industrial corporations, 
we found that 16 corporations had delegatee! authority to a finance 
committee, half or more of whose members were insiders.

Examples of the delegation of the Iwurd's authority to either 
an insider-dominated executive or finance committee have Ix-en well 
elcscribed by attorney John A. McMullen:

At IB M — four d irec to rs, .ill top  level officer* of the corporation , control 
the all-im portant executive and finance com m ittees; in add ition , th ree  o f 
them  arc m endier* of th e  pow erful C orporate  Office. At CJ.M, four o r five 
m en, all inside director* of th e  com pany, dom inate the executive am i fi­
nance com m ittees of the Ixu rd  a* well a* th e  .m inistration  com m ittee 
com prised of key officers and director* . . . D u i’on t's executive com m it­
tee consist* o f th e  company's chairm an of the Ix u rd , p residen t, and six se­
nior vice p residen ts . Each o f these m en is en tirely  relieved of day-to-day 
functional responsib ilities; each operates yxntly with hit fellow committee
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mcml>er» ic» w t overall corporate  p* l ie s . and acts nnly as in  advisor t>> the 
operating  departm en t from  w hich he originally derived his skills, train ing, 
and experience.

Vet. whether or not the board formally resolves to delegate op­
erational authority to an executive committee between board meet­
ings, the actuality is that employee directors or other senior execu­
tives invariably exercise the powers of initiation. It does not matter 
whether key corporate decisions are initiated by a single corporate 
autiacrat or a Itoard committee or a committee operating out «»f the 
office of the president. Senior executives call the shots. T his is 
what Bcrlc and Means meant by their insightful descriptions of 
"management control.” This is why state corporation law is mori­
bund. Not only is it written by corporate management’s represen­
tatives, it is also hopelessly inaccurate. In appreciating the law of 
corporate governance, one rule above all others must be followed: 
Concentrate on the omissions. Where state law does not require direc­
tors to be, corporate executives inevitably arc.

The Limitations of Shareholder Litigation
S T .U F  L A W . T 1IF  N O N -D L 'T V  OK CARF.

Th* erosion of shareholder authority within the corporation 
would jc  less serious if shareholders were able to oppose the abuses 
of corporate management in court. In theory, civil litigation re­
mains the shareholder's ultimate check. Ih e  problem is that, ex­
cept f  - certain limited claims under the federal securities laws, it 
rarely w o t's  Long ago judicial doctrines red iced  the state share­
holder au ..m  to a trivial value.

Karlicst was the judicial rejection of the principle of ultra vires 
action In its classical form, the doctrine of ultra vires envisioned 
the corporate charter as a contract lietwectt the state, corporate 
management, and the shareholders. Corporations were prohibited 
from performing certain acts, not because they were illegal but 
because neither the state nor the shareholders had agreed to thctn. 
Shareholders could enjoin corporate officers and directors from en­
gaging in actions "beyond their powers." Accordingly, in a leading 
1867 case, a single shareholder blocked a railroad from extending

I « ..  _ . 1
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its railway to a more distant point than that specified in the 
charter because that was not the enterprise he had bargained for.

With the rise of the corporate enabling acts, the principle of 
ultra vires declined. Shareholder limitations were overridden 
through court discoveries of "implied” or “auxiliary” powers. In 
the 1896 case of Jacksonville M. P. Ry. &  S'av. Co. v. Hopper, for ex­
ample, the United S ates Supreme Court held that the Florida 
railway company might engage in leasing and running a resort 
hotel, on the curious logic that “to maintain cheap hotels or earing 
houses , . . would not be so plainly an act outside the powers of a 
railway company as to compel a court to sustain the defense of 
ultra vires. . . By 19JI, Fletcher’s Cyclopedia of Corporations 
could proclaim, “the theory that a corporation can do no acts 
beyond its authority [has been) d:scardcd by a majority of the 
courts in the country."

Paralleling the decline of ultra vires has been the universal re­
fusal of state courts to hold corporate directors or officers liable for 
negligence. Because they arc vested with great power over other 
people’s property, the law has always nominally required, in the 
language of the present New iork statute, that "Directors and 
officers shall discharge the duties of their respective positions in 
good faith and w ith that degree of diligence, carr and skill w hich 
ordinarily prudent men would exercise under similar circumstances 
in like positions."

In practice, the typical judicial or statutory formulation of the 
duty of care is too vague to require much of anything. As Yale 1 au  
School's Professor Joseph Bishop concluded after an extensive re­
view of the case law :

T h e  s u r d i  for cases in w hich d irectors of industrial corporations have 
been held  liable . . .  for negligence uncom plicated by sclf-dcaling is a 
search for a very small num ber of needles in  a very large haystack. Few are 
the eases in w hich ihe stockholders d o  not allege conflict o f in terest, still 
few er those  am ong them  u  h ich achieve even such partial success as denial 
o f the defendant's m otion to  dism iss the com plain t.

In all, Professor Bishop was able to find only four recent cases in 
which a state court held that a shareholder had alleged a good cause 
of action for negligence uncomp icatcd by sclf-dcalir.g. In only one



of these cases did a state court rule on the merits that a corporate 
officer wjs liable for negligence. And in that ease, the worn "neg­
ligence" had been used as a euphemism for dishonesty.

This result is pri turily the fault of statutory draftsmen. They 
have refused to identify bin: a corporate officer meets his duty of 
care. 1 hey have never identified what specific actions he must per­
form; what specific responsibilities arc his. In the absence of a clear 
standard from the legislature, state courts have refused to guess.

At most, state courts will hold corporate directors or execu­
tives liable for conduct involving obvious self-enrichment such as 
fraud, misapplication of funds, diversion of corporate business op­
portunities, or causing the corporation to make excessive payment 
for the purchase of their property. Yet even in these types of cjscs, 
w here the actions of corporate officers amount to simple and obvi­
ous theft, the procedural rules of state corporation law tie been 
skewed to discourage shareholder suits.

I he most onerous bars to shareholder litigation arc the so- 
called "security for expenses" provisions enacted by New York, 
New Jersey. Pennsylvania, Michigan. California, and 13 other 
states. 'I hcsc provisions require a complaining shareholder owning 
less thj.t a stated at .mint of stock—typically j  percent of the stock 
or shares worth less than $50,000—to "give security for the reason­
able expenses, including attorney's fees, which may be in­
curred" by both the corporation and the parties defendant in a 
shareholder action. Since the cost of defendants' legal fees may 
.’mount to hundreds of thousands of dollars, the security for ex­
pense provision, when enforced. presents a formidable barrier to 
shareholder action.

1 he rules respecting attorneys' fees pose a second procedural 
pitfall for shatcholdcr actions. Nearly every jurisdiction provides 
thar only shareholders whose suits arc successful may !>c reim­
bursed by the corporation for attorneys' Ices. This rule seeks to dis­
courage attorneys front bringing nonmeritonous suits. Several 
states, however, further provide that attorneys' fees may l>e 
awarded only it a substantial monetary benefit is conferred upon 
the corporation. As a practical matter, this standard precludes 
shareholder litigation in all cases except those of overreaching 
whet :  a monetary benefit—the amount taken—is readily apparent.
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In all other eases it is normally cheaper to sell the stock than to
co m p e l th e  c o rp o ra tio n  to  o b e y  th e  law .

F E D E R A L  S E C U R IT IE S  L A W : “ T A K IN G  O V E R  

T 1 I E  U N IV E R S E  G R A D U A L L Y "?

To some extent, federal securities law— and federal court deci­
sions—have compensated for the atrophy of state shareholder pro­
tection.

In 1968, the influential Second Circuit Court of Appeals 
handed dow n its celebrated S.E.C. V. Texas Gulf Sulphur decision 
which revolutionized the case law interpreting Rule tob-j under 
the 1934 Securities and Kx>.hangc Act. Rule iob-5 provides that it 
is unlawful for any person to employ a fraudulent scheme, to make 
any untrue statement, or to fail to state a tK-rtincnt fact when 
purchasing or selling a security. Texas Gulf substantially broadened 
this antifraud rule by holding that corporate directors, officers, and 
employees violated iob-5 when they pu hascd company stock 
knowing of a huge mineral strike before this fact was generally 
known or communicated to the public.

A federal district court, also in 1968, ruled in Escott v. Ear 
Chris—a decision some commentators initially believed would have 
even greater effect on directorial behavior than Texas Gulf. In Bar 
Chris security holders asserted that a Itovvling alley construction 
company that had sold them convertible debentures had filed a reg­
istration statement prior to the sale of the lionds which contained 
false statements and omissions. After concluding that the registra­
tion statement did. indeed, contain numerous inaccuracies, the dis­
trict court stunned Wall Street by holding all nine dSectors who 
signed the prospectus— including two new to tne board— 
liable. In summing up their liability, the court seemed to move h r  
toward creating a federal dutv of care, at least with respect to regis­
tration statements;

Section 11 im poses liability tn the first instance upon a d irector, no m atter 
how new lie is. l i e  is presum ed to  know his responsibility  w hen he l>e- 
come* a d irector. I Ic can escape liability only by  using th a t reasonable care 
to  investigate the facts w hich a p rudent m an w ould em ploy in the m anage­
m ent ot his ow n p roperly . In m y opinion, a pruden t m an w ould not *ct in 
an im portan t m atter w ithout any know ledge of the relevant facts, in  sole



reliance upon representations of persons who are comparative strangers 
and upon central information which d<ies nor purport to cover the particu­
lar case. To say that such minimal conduct measures up to the statutory 
standard would, to all intents and purposes, absolve new directors from re­
sponsibility merely because they arc new. This is nt t a sensible construc­
tion of section 11. w hen one bears in mind its fundamental purpose of 
requiring full and truthful disclosure for the protection of investors.

The cumulative result of these and other federal securities law 
decisions led the Wall Street Journal to exclaim in early 1973, 
"(DJircctors of corporations now face more perils than Pauline ever 
did!" In a similar vein. Harvard Law School’s securities expert, 
Professor I-ouis latss, observed in 1969 that "'he ;»rcat Rule iob-5,” 
which had emerged as the princinal basis of liability under the fed­
eral securities laws, “seems to >c taking over the universe gradu­
ally.”

In retrospect, both views seem overstated. The basic reason 
the securities laws will neither “take over the universe" nor 
seriously “imperil outside directors" is that they arc restricted to a 
discrete set of securities transactions. Although present securities 
laws do require corporate officers to file with the SF.C accurate pe­
riodic financial reports and securities registration statements, not 
make false and misleading statements in proxies, nor defraud out­
siders in connection with their own securities purchases or sales, 
the securities laws do not, emphasized the Supreme (.‘otirt in 1971, 
reach transactions which uthctwise involve "internal corporate mis­
management."

And in late 1973, the Second Circuit Court of Appeals held in 
lanta Dreicl that only corporate officers who recklessly or delib­
erately defrauded shareholders could be held liable (or money dam­
ages under Rule tob-e. In refusing to follow the reasoning of the 
district court in the Etcotl v. Bar Cbris case, the appeal* court made 
plain that an outside director who was "merely negligent" in Itts 
participation in a fraudulent securities transaction had little to fear.

The Consequence of I Mina and similar recent decisions has 
Inert to lease federal securities law in a crazy quilt pattern. The 
federal securities laws, for example, will not reach a deliberate 
though not sclf-enriehing decision of corporate executives to engage 
in an unprofitable line of business unless there has been an accom­
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panying failure of disclosure. Nor will they reach decisions which 
do enrich corporate officers unless they involve security transac­
tions. Liability seems so haphazard and fortuitous that former S E C  
Chairman William Cary was moved to complain:

There is no justification for a federal law disciplining or holding a tippce lia­
ble for misusing inside information concerning management decisions but 
not monitoring the misconduct of management itself. , , . It is absurd that 
a corporate transaction, clearly unfair though perhaps not fraudulent, 
should be subject to attack in the federal courts only upon the ground that 
it has not been disclosed to shareholders rather than because of its inherent 
inequity.

N U L L IF Y  I H E  JU D G M E N T : ,N  D E M N V A C A T IO N  

IN S U R A N C E

Not only is it difficult for shareholders to successfully sue 
their companies, hut even successful judgments often can be nulli­
fied. Seventeen states today permit corporations to purchase in- 
dcmnificaiion insuran for their directors and officers against, in 
the words of a typical policy, any “wror Tul act (committed) . . . 
in their capacities as directors or officers." A 1974 survey of the 
Fortune 500 list found that 80 percent of these companies carried 
indemnification insurance. A similar sample of corporations listed 
on the New York Stock Exchange found that 76.1 percent carried 
such insurance. Since indemnification insurance was virtually un­
known as recently as a dozen years ago, and most insurance poli­
cies were purchased within the past five to seven years, it is a fair 
assumption tha nearly every large industrial corporation permitted 
by state lasv wi'l carry indemnification insurance within a short 
time.*

• O n e  reason for the en orm ous I t i p  in th r n u m b er o f corporations carry in g  in- 

dciiim ueation  insurance has lieen the scare tactics em p lo yed  b y  the insurance c o m ­

panies. I h e  gen eral tenor <4 their approach it illustrated b y  an advertisem en t tm 

page six o f  the Wall S i m t  Jim nut,  M arch a t ,  1968,  featuring 1  com posite photo­

graph tit a board o f  d irectors presided riser b y  a stuffed  duck and the explanatory 

text, " A s  a corp orate o f  ft- or d irecto r, yo u  m ay lie a sitting duck toe a shaichn id cr 

or third p arty liab ility t u t . "  A  sim ilar ad appears on  page nine o f the tam e itsue 

u h e re in  a sullen looking stockholder announces that he "m ig h t  jusi sue ev e ry  c o m ­

pany director readin g th it n ew sp a p er." and rem in d s the (rttu m a M y  panicking 

d irectors that he it ju t ! o ne at “14  m illion  potential e n e m ie s ."
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There is. to be sure, a persuasive case for indemnifying cor­
porate directors against the costs of nonntcritorious legal claims. If 
innocent directors had to settle such suits Itecause they lacked the 
resources to hire competent attorneys, responsible men and women 
would be discouraged from becoming directors. But current in­
demnity statutes are not limited to the purpose of protecting in­
nocent officers from the costs of nonmcritorious suits. They also 
protect guilty officers from accountability for their wrongs and 
reduce incentives for lawful conduct.

Delaware's statute exemplifies this ovcrhrcadth. It allows a 
corporation

to purchase ami maintain insurance on b naif of any person who is or was 
a director, officer, employee o r  agent of the corporation . . against any 
liability asserted against him and incurred by him in any such capacity, or 
arising out of his status as such, whether or not the corporation would 
hasc the power to indemnify him against any such liability under the 
prov isions of this section.

As written, this provision permits the corporation to insulate its 
officers from all potential liabilities. Officers may Ik- insured 
against any negligence, self-dealing, looting the corporation or em­
bezzlement, all conflicts of interest, and deliberate statutory viola­
tions They may be reimbursed fur violations of federal safety, civil 
rights, environmental, tax. or antitrust laws. They may even be in­
sured against the same judgments in derivative actions that an ear­
lier provis m of the same statute provided a corporation could not 
indemnify directly.

Delaware defends such insurance as a form of compensation, 
arguing that the corporation could make a larger compensation ar­
rangement with the executive and let him pay for the insurance 
himself. But the question is not how much officers' compensation 
should lie. hut rather whether wrongful acts ihould l>c indemnified 
at all. Why should an executive of a drug company lie indemnified 
for the costs of a criminal fine if he is convicted of allowing a harm­
ful drug to injure several thousand people when the same act as a 
private individual would send him to jail? An untenable double 
standard has been created. The more powerful jn  executive be­
comes, the less like, he is to pay for an abuse of power.
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Conflicts of Interests

In almost every primary economic relation of the ndustrial 
corporation—to competing corporations, to banks, to suppliers, to 
distributors, to investors—the law now permits (in many instances, 
encourages) the most blatant divisi >n of loyalties.

Most threatening is the anticompetitive practice of interlocking 
directorates. A philosophic cornerstone of American business is that 
vigorous competition w ill enable firms to have comparable access to 
capital, supplies, distributors, an I markets, and thus an equal 
chance to succeed or fail on the merit . But if competing corpora­
tions place directors on each other's boards, there is opportunity to 
conspire on price or territory. If corporate officers sit on the boards 
of their banks or suppliers or distributors, there arises the obvious 
temptation to obtain preferential treatment based on favor and 
friendship. Then the race is not to the swift, hut to the well-con­
nected. Louis Hrandcis saw the problem early in this century:

The practice of interlocking directorates i» the root of many evils. It of- 
fends laws human and div ine. Applied to rival corporations, it tends to the 
suppression ot’ competition and to violation of thi Sherman law. Applied 
to corporations which deal with each other, it tend’ o disloyalty anil to 
violation of the fundamental law that no man can sirsc two masters. In ei­
ther event it lead' to inefficiency; for it removes incentive and destroys 
soundness of judgment. It is undemocratic, for it rejects the platlorm: “A 
fair field and no favors"—substituting the pull of privilege for the push cf 
manhood.

With Brands!* as . major proponent, Congress in 1914 enacted the 
Clayton Act, section 8 of which expressly forbids any person from 
serving 011 the boards of two or nvrc competing corporations. 
Until recently, however, section 8 had not been enforced, f hrough 
19Ja, some 38 years after the enactment of the Clayton Act, the 
Department of Justice had not lit! tied a single case to a decision 
by a court. Through December 197;, the Department had insti­
tuted a total of 13 cases. The Fcdcnl Trade Commission, which 
has concurrent enforcement responsibilities, had filed only 13 com­
plaints under section 8 of the Clayton Act through January 1965. 
Only one of these complaints resulted in a ccavc and desist order; 
the remainder were dismissed when the directors involved discon-
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tinned the prohibited relationship. As Chairman Emanuel Ccllcr's 
House Antitrust Subcommittee concluded in 1965 after a lengthy 
study of interlocks among competitors: enforcement had been nei­
ther "prompt nor vigorous."*

Shortly after Ccllcr’s study was released, economist Peter 
Doolcv calculated that there were a total of 4,007 directorships 
held b' te directors of the 200 largest nonfinancial cor­
poration1 and the 50 largest financial corporations. “While most 
of these directors sat on a single board, 562 sat on two or more 
boards: Five men held six directorships each. In all, 1,404 direc­
torships were held by multiple directors." Two hundred and 
thirty-three of the 250 corporations had at least one director who 
sat on the hoard of at least one other of the largest corporations. 
Most significantly, fully 29̂  interlocks involved companies which 
were competitors. "W hile illegal under the Clayton Act," observed
Professor Doolcv, "the law has not been effectively enforced, so • #
that the institution of interlocking directorates continues to provide 
a vehicle for restricting competition. . . ."

Our ov. n more recent survey of the boards of directors of the 
jo  largest industrial corporations identified eight apparent instances 
of illegal interlocks. John T . Connor, for example, is both a direc­
tor of General Motors and Chairman of Allied Chemical, though 
Allied Chemical produces seat belts, shoulder harnesses, and air­
bags, all of which GM either presently mnnufactu'cs or potentially 
could. Dean McGee is a ircctor of General Fleetric ami Chairman 
of Kcrr-McGcc, tiiougo .10th sell nuclear fuels. Henry S. Wingate 
is a director of both U .S. Steel and International Nickel Company 
of Canada, both of which mine nickel, ir »n ore. and other compet­
ing metals.

Even beyond inadequate enforcement of its provisions, section 
8 only forbids interlocks among competitive corporations. In­
terlocks among corporations which provide services, supplies,

• In the past three year* the Keeler 11 t rade C om m ission  h o  Ircgun to en fo rce 

the A c t , b rin gin g  three m ajo r action*, tlu  nn>»i ini|>ortant o f  which required  ecvrn 
d irectors com m o n  10 the tm aide o f 13 com p etin g oil aiul gae corporatione to rreign  

M ore recently the Ju stice  D epartm ent aw oke fro m  lie long e lu m U r and brought an 

ae’ tion in  i g - j  against the Hank o f  A m erica hold in g com p any and certain  insurance 

com p anies w hich a lleged ly  cnm p rtcd  in p ru sid in g designated services
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funding, or distribution for each other equally violate the fun­
damental law that no man can serve two masters. They are also far 
more numerous. In 1974, the Center for Science in the Public In­
terest analyzed interlocking directorates and advisory committee 
connections of the eighteen largest United States oil corporations. 
They found 460 interlocking connections in all, including 132 in­
terlocks with banks, 31 interlocks with insurance companies, 12 in­
terlocks with utilities, 15 interlocks with transportation corpora­
tions, and 224 interlocks with manufacturing and distribution 
corporations. Oil company tics with banks (which supply capital), 
insurance companies (which provide an underwriting s ’Ticc), dis­
tribution companies (which distribute oil company products), and 
utilities, transportation, and manufacturing corporations (which 
purchase oil products) inevitably diminish the arm's length atmo­
sphere in which effective competition thrives.

Such clubbishncss, however, is typical of this nation’s largest 
corporations. Our survey of the jo largest industrial corporations 
and to largest commercial banks found that the 50 largest indus­
trialists had 54 interlocks with the to leading commercial banks and 
24 interlocks among themselves. Our survey also established that it 
has become a common practice for the leading commercial hanks to 
bring together competitors on their hoards of directors. For ex­
ample, on its board Chase Manhattan unites directors from com­
peting companies in four industries: industrial chemicals (Allied 
Chemical, Cclancsc, and Commercial Solvents Corporation): drugs 
(Pfizer and Squihh); paper goods (Cclancsc and International 
Paper); and oil (Exxon, Royal Dutch Petroleum, and Standard Oil 
of Indiana). Continental Illinois brings together leading agricultural 
equipment producers Caterpillar Tractor and international Har­
vester, food producers Exmark and Kraftco; and railroads Chicago- 
Milwaukce and Illinois Central.

When interlocks are viewed on a city-by-city basis, it becomes 
clear that there arc substantia) social costs as well—as in the 
ease of Minncapolis-St. Paul. In January 1971, Richard Gibson, a 
methodical staff reporter for the Minneapolis Si* described the 
social structure of a major industrial city by examining the boards 
of the :o or so leading Twin City industrial corp itions and eight 
leading banks. What he found was a tight little net or what he



calico swapping: Burlington Northern placed its executive on the 
board of General Mills, and General Mills reciprocated by placing 
an executive on the hoard of Burlington Northern. Honeywell, 
Pillsbury, jM , jnd Dayton Hudson just placed executives every­
where, as did the leading hanks.

Put Gibson went bcvond the statistics and examined the per­
sonalities involved. He found that the boards of the 30 leading cor­
porations in a major metropolitan area of some two million people 
were dominated by 19 men. Eight served on three or more boards: 
five men served on four boards; six served on five hoards or mor 
Crucially, these were the men that served as chairman or led th>. 
key committees. All hut one of these men. Professor Walter I Idler, 
w as a corporate executive. Fourteen of the 19 w ere corporate chief 
executives. Examined in social terms, the economy of Minneapolis 
looks like an oligarchy.

Certainly no one would argue that all interlocks, whether 
among competitors, in financing, supply, or distribution relations, 
direct or indirect, lead to collusive behavior. But it is unnecessary 
that any interlock occur. There are sufficient directors available so 
that each board may he staffed by disinterested persons. The costs 
of interlocks— favoritism, joint price or output actions, discour­
agement of entrepreneurs— must be weighed against what arc at 
best negligible advantages.

Conflict of interests can also occur when large industrial cor­
porations invite their investment hanker or outside counsel to serve 
on their boards. For the investment hanker, especially, this creates 
a stark division of loyalty. In addition to underwriting security of­
ferings and rela* I corporate financial services, he typically docs in­
vestment counseling, employs brokers, and administers mutual 
funds. He is ju>i as likely to perceive his primary obligation to rut. 
to his investment clients as to the shareholders of the corporation 
he directs. As one top executive explained, "As soon as you have 
an investment hanker (on the l>oard|, you put yourself in a position 
where one group of shareholders might l*c favored he expense of 
other shareholders."

A worse situation occurs when the investment banker is fa- 
voted at the expense of all shareholders. J. M. Juran and J. Ia>u-
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den. authors of the American Management Association’s study. The 
Corporate Director, cited instances where investment bankers have 
lK.cn guilty of guiding the company into a poor acquisition to 
create a need for selling securities. Investment bankcr-dircctors 
have insisted on being involved—for a fee— when the corporation 
seeks to borrow money from an insurance company or other 
lender. And when a corporation has an investment banker on its 
board, it becomes very difficult to transact business with other in­
vestment bankers. "Having a senior partner of an investment bank­
ing firm on our board is notice to the world that we arc his captive 
client," said one corporate president. "Of course this is the main 
reason investment bankers want to be on so many boards. They 
think of board membership as a very good wav of assuring that the 
business of the company goes only to them. It’s a sort of Operation 
Stakeout. It tags the company as belonging to one particular firm."

A similar division of loyalties occurs when corporate counsel 
serves on the board. Attorneys have a financial interest to in­
crease the corporation’s law bills, rather than economize for its 
shareholders. This inability of lawycr-dircctors to give disinter­
ested counsel has led some law firms to discourage partners from 
serving on clients’ hoards. For example, New York City’s Dcbc- 
voisc, Plimpton, Lyons and Gates will not permit a partner to go 
on a board without the approval of the firm as a whole. Skaddcn, 
Arps, Slate, Meagher ami Flom, also of New York, flatly prohibits 
partners from becoming directors "except in extenuating cases." 
Nonetheless, an exhaustive 1971-72 study of some 12,000 compa­
nies, which filed information statements with the S E C , found that 
approximately one in six employs an attorney f. >m the company’s 
outside counsel as a director.

Aggravating the costs to shareholders of the": structural con­
flicts of interest is the tolerance by modern corporate law of sclf- 
cnriching executive conduct. As early as an 1846 Supreme Court 
opinion, the rule was well established that any contract between an 
interested director and his corporation was voidable at the mere in­
sistence of the corporation or any of its shar holders regardless of 
the fairness or unfairness of the transaction. Professor Harold 
Marsh explained why:



U nder th is rule it m attered  not th e  slightest that there was a m ajority of 
so-called d is in terested  d irectors w ho approved the contract. Ih e  courts 
stated  that the corporation  was entitled  to  the unprejudiced judgm ent and 
adv ice o f all o f its d irectors and therefore  it d id  no good to  say that the in­
terested  d irec to r did not partic ipate  in the m aking of th e  contract on behalf 
o f the corporation . . . .

Bv 1880, this principle “appeared to 1 „■ impregnable. . . .  It 
was stated in ringing terms by virtually every decided case, with 
arguments which scented irrefutable, anil it was sat ctioncd by 
age." One scholar termed this the "fundamental law of morals and 
of human nature" and identified its Biblical origin: “No man can 
serve tw o mastct “Fraud is too cunning and evasive,” reasoned a 
New Jersey court, "for courts to establish a rule that invites its 
presence."

Today this principle is dead. The Delaware General Corpora­
tion I jw  not only tolerates interested conduct by corporate officers 
and directors; it has made self-dealing the norm.

U nder current Delaw are law, the chief executive of a corpora­
tion and other senior corporate executives may serve on the Itoard 
of directors or compensation cot. mittcc which: (t) sets executive 
saljncs; (2) sells or purchases propertv front corporate executives; 
(3) loans money—-on a secured or unsecured basis; with or without 
interest— to corporate executives; and (4) establishes pension plans, 
profit shar: tg plan., stock bonuses, retirement, benefit, incentive, 
and compensation plans (including "phantom stock"—a risk-free, 
cost-free stock option pi in), trusts; health insurance; or deferred in­
come plans lor such corporate officers or their dependents.

Not onlv may corporal .ffuvrs engage in such self-dealing 
but shareholders under Delaware law are nearly powerless to mini­
mize the amount of corporate largess top executives pay them­
selves. Any contract or transaction between the corporation and an 
interested executive is permissible as long as it is “fair " But, in 
Delaware, fairness is presumed. Professor Ernest folk, the leading 
commentator of Delaware’s General Corporation I.aw, explains 
that “Given Delaware's presumption sound business judgment 
with respect to board decisions, the courts will try to determine 
whether the decision can be attributed to any rational business pur-
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p.nc, and if so, there will be no judicial preemption of the deci­
sion."

There seem to be few practical limits to this doctrine. For ex­
ample, if a corporate thief executive were so graceless as to embez­
zle $500,000, there is little question vhat even in Delaware he 
would be required to return the money and would he subject to 
criminal prosecution. Yet if that same corporate executive raised 
his salary $500,000 and received the approval of a board if direc­
tors he selected, there is equally little question that a Delaware 
court would term this "fair"— so long as the chief executive could 
point to sitni! salary increases in his industry or received the 
$500,000 through an "incentive Itonus" or profit participation plan.

In the absence of judicial limitations, excessive remuneration 
has become the norm. In 1974 the executive compensation (salary, 
bonus, deferred income, and dircctO'S* fees) of the highest paid ex­
ecutive at the 50 largest i Mistrial corporations was approximately 
$400,000—or about as much in oic year as many of their em­
ployees earn in a lifetime and tw< and one-half times the average 
executive compensation of $145,000 ivn cd  by the highest paid ex­
ecutive at the 50 largest industrial corporations in 1963.

Contrary to the conventional wisdom, top executive salaries do 
not gen*rally decrease in response to 3 decline in corporate sales or 
profits. In the recessionary years 1970-1973, Professor Wilbur Le­
vi cl len, .1 leading authority on executive compensation, found that 
the “mean" salary for the top .-xecutive at jo large manufacturing 
corporations increased steadily from $251,867 in 1970, to$287,7<,9 
in 1971, $323,802 in 1972. and $389,277 in 1973.

Hut salary, bonus, and deferred income arc only the most ob­
vious benefits appropriated by corporate chieftains. F.qually impor­
tant is ownership income. Nearly every large industrial corporation 
offers its top executives stock options. These options allow execu­
tives to buy shares of stock in their corporation at ? fixed prtct it 
any time or at specified times—often with the help of company- 
secured low intei st loans or interest-free loans— and subsequently 
sell them.

From the hareholdcr’s point of view, the result is a classic 
case of “heads wc lose, tails you win.” Over time, executives arc



able to build up a substantial fortune in corporate stock without 
person-! risk. The more they do so, the more they dilute the value

of other stockholders' shares.
We examined the stock holdings of the highest paid executives 

at the 50 largest industrial corporations to get sotr.c indication of 
the extent of executive stock holdings. From the start, we elimi­
nated front consideration the seven highest paid chief executives 
whose stock holdings were zither largely inherited or largely 
"founder’s shares”: Henry Ford II (Ford Motors). Robert Sarnnff 
(RCA), Brooks McCormick (International Harvester), Willard 
Rockwell (Rockwell International). Armand Hammer (Occidental 
Petroicum), Salford McDonnell (M Donnell Douglas) and J. P. 
Grace (W. P. Grace). The 43 remaim g chief executives were “em­
ployee" executives. Yet each ow ned an average of $1,566,009 of his 
corpoiation’s stock, according to the most recent proxy statements 
filed with the S EC  and the closing stock prices of October 1,

*975 *
This crude figure illustrates three points. First, primarily at 

shareholder expense, the top executives of our largest corporations 
cat ami often do, build up million-dollar fortunes in corpot ate stock 
on t i , of their substantial cash md deferred compensation. Sec­
ond. tin ncomc of top executives is significantly increased eacl. 
year by d vi lends from their corporate stock. Using our 43 tc»p ex­
ecutives a <11 example again, each received at average of $60,383 
in dividend inc« me 111 19*4 above and l»cyo'd a $4ih>,uoo salary. 
Third, each t. p executive will further be enriched by increases in 
the price ol the stock I’rofessw I.ewel!en has detenu tied that a 
similar list o! chief executives at the fifty largest industrial corpora­
tions (after deleting "extreme values" such as inherited or founder's 
stockholdings) averaged $130,087 per year in capital gains income 
fur the four years 19*0-63.

"  I hi* h p ir r  o  adllwrtei'lv a very cru d e approxim ation ot o w nership  in com e, 

O n  the one tu n ,I , it dor* not J i  im pi.tli the > h r r n  the c x is u t n is  p u r*h i*c u it n  

their ow n m im es front th in e thr u s iq u n y  gave them  through tttck  oj.ttorv Uock 

Umttkcs, or loan arrangem ent* O n  the other h an d , it understates the an . ant o f 

ow nrrriitp  in eo m r of these es 1111x1-1 liv  m ak in g n o  allow ance I**r the fact that cor* 

|* if a le e h n f r v c v u m n  fir*)uetillv sell stuck they o w n  in their ow n  cu rp u n O o n  and 

put ttu ir m o re y  in  other investm ent*
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Additionally, pension or retirement benefit’s have swollen. 

Mi Kinsey and Company's 1975 Executive Compensation Survey 
found that all but one of 577 major U .S. corporations studied had a 
pension or profit-sharing retirement plan to pay former executives a 
fixed income each year after they retire. Almost half of the compa­
nies provide either a thrift or sav ings plan or a profit-sharing plan 
in addition to the pension plan. Our own survey found that the :t  
chief executives of the jo  largest corporations who disclosed their 
estimated annual retirement benefits anticipated an income of 
$133,9'o per year after they retire. And corporate executives also 
enjoy other benefits such as life and medical insurance; free medical 
service; educational grants for their children; indemnification insur­
ance; company apartments; country club membership; luncheon or 
dinner club membership; chauffeur-driven cars; free legal and tax 
counseling; persona! financial counseling; expense accounts; and 
other amenities. This myriad of stock bonus, insurance, and bene­
fit programs increases the income of corporate chiefs by approxi­
mately 50-75 percent above their $400,000 direct remuneration to 
an actual income of approximately $600,000 to $700,000 per year.

Yet if excessive remuneration were a conflict of interest con­
fined to the corporate chief executive, it would seem small once it 
was divided In the total number of shares in most large industrial 
corporations. What makes the executive compensation conflict 
truly expensive is that the corporate chief executive not only sets 
his own salary but also determines the remuneration of other exec­
utives .ill the wav down the line It is clearly in the corporate chief 
executive’s personal interest to seek the greatest possible rewards 
for h is  subordinates as well as himself. For a corporate chief who 
can "deliver" high salaries increases the personal loyalty of his sub­
ordinates A n d  the higher his subordinates' income, the higher the 
chief executive's income must he.

A gottd illustration of this is General Electric, where in 1974 
Reginald Jones, the chairman, received a compensation of 
$$ni,]Do. Walter Dance, Jack Parker, and Herman Weiss, the next 
three highest paid executives, received $400,750; $400,500; and 
$400,000, respectively. The next 107 highest paid officers averaged 
direct compensation of $131,240. Aggregate figures for "cxecttt ve 
g ro u p s "  at the other jo largest industrial corporations were approx­
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imately the same. In the average corporation, the 31 or so officers 
ranked immediately below the five highest paid executives received 
an average of $99,256 in direct remuneration, which would equal 
approximately St50,000 imputing the present value of stock bonus 
programs, retirement benefits, insurance, and other perquisites.

A compensation system is obviously askew when j private 
business corporation must pay a chief executive compensation and 
benefits of over $600,000 when this is 15 times the $40,000 or so 
the United States government must pay its highest ranking general, 
regulator, or Senator. O r when it must pay its next 20-100 senior 
executives an average of $t$o,noo each when the federal govern­
ment expends a maximum of $38,000 per year to hire its highest 
ranking civil sonants, and California, this nation's largest state,
pays its governor $49,000.

'I his is not to deny that the entrepreneur or corporate founder 
who, at substantial risk, introduces a new or oetter good or service 
should not be given a substantial incentive to make an unusual per­
sonal contribution to society. But we are concerned hctc with the 
administrators of large industrial corporations who, at minimal per­
sonal risk, serve as the bureaucrats of private industry I hcsc indi­
viduals receive their staggeringly large salaries and stock options by 
rising through executive ranks—in exactly the same way that gov­
ernment’ civil servants rise through civil service ranks—and by 
then exploiting the laxity of state corporate laws that their prede­

cessors helped write.

Remedies
RFVAMMNU till BOMtl)

The m odern  corporation is akin to a political state in which si* 
po vers are held by a single clique. I he senior executives ol a large 
firm arc essentially not accountable to any other officials within the 
firm. These are precisely the circumstances ihat, in a democratic 
political state, require a separation of (sowers into different 
branches ol authority. Vs James Madison explained in the Federalist 

So. 47:

The accumulation ot all powers, legislator, csecuiivc, and judiciary, in 
the same hands, whether of one, a few or many, and whether hereditary,
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wit appointed, <*r elective, may justly be pronounced the very definition of 
isnnny. Were the federal constitution, therefore, really chargeable with 
this accumulation of power, o r with a mixture of powers, having a danger­
o u s  tendency to such an accumulation, no further arguments would be 
necessary to inspire a universal reprobation of the system.

A similar concern over the unaccountability of business 
executiv es historically led to the elevation of a Ixurd of directors to 
review and check the actions of operating management. As a prac­
tical matter, if corporate governance is to fte reformed, it must 
begin by returning the board tn this historical role. The board 
should sc-vc as an internal auditor of the corporation, responsible 
for constraining executive management from violations of law and 
breach ot' trust, lake a rival branch of government, the board's 
function must lie defined as separate from operating management. 
Ratltcr than pretending directors can ’’manage" the corporation, the 
board's role as disciplinarian should Ik  clearly described. Specifi­
cally, the Ixurd of directors should:

•  establish and monitor procedures that assure that operating ex­
ecutives are informed of and oltcy applicable federal, state, 
and local laws;

• approve or veto all important executive management business 
proposals such as corporate by-laws, mergers, or dtv idend deci­
sions;

•  hire and dismiss the chief executive officer and Ik  able to 
disapprove the hiring and firing of the principal executives of
the corporation; and

•  report to the public and the shareholders how well the cor­
poration has olx.*yrd the law and protected the shareholders'
investment.

It is not enough, however, to specify what the Ixurd should 
do. State corporations statutes have long provide ! that "the Ixjsi- 
ness jnd affairs of a corporation shall be managed by a board of 
d ir e c t ! . .y e t  it has been over a century since the hoards of the 
largest corporations I ave actually performed this role. To  reform 
the corporation, a federal chartering law must alto specify the man­
ner in which the Ixurd performs it* primary duties.



First, to insure that the r irporation obeys federal and state 
laws, the board should designate executives responsible for compli­
ance with these law s and require periodic signed reports describing 
the effectiveness of compliance procedures. Mechanisms to admini­
ster spot checks on compliance with the principal statutes should 
Ik- created. Similar mechanisms can insure that corporate "whistle 
blowers” and nonemplovcc sources may communicate to the 
board— in private and without fear of retaliation— knowledge of 
violations of law.

Second, the board should actively review important executive 
business proposals to determine their full compliance with law, to 
preclude conflicts of interest, and to assure that executive decisions 
arc rational and informed of all foreseeable risks and costs. But 
ev en though the board's responsibility here is limited to approval ot 
veto of executive initiatives, it should proceed in as well-informed a 
manner as practicable. To demonstrate rational business judgment, 
the directorate should require management "to prove its ease “ It 
should review the studies upon which management relied to make a 
decision, require management to justify its decision tn terms of 
costs or rebutting dissenting views, and, when necessary, request 
that outside experts provide an independent business analysis.

Only with respect to tuo types of business decisions should 
the board exceed this limited review role. I lie determination ot sal­
ary, expense, and benefit schedules inherently possesses such obvi­
ous conflicts of interest for executives that only the Ixurd should 
nuke these decisions. And since the relocation of principal manu­
facturing facilities tends to have a greater effect on local communi­
ties than any other type of business division, the board should 
require management to prepare a “community impact statement.” 
I his public report would Ik- similar to the environmental impact 
statements presently required by the National Environmental pol­
icy Act It would require the corporation to state the purpose of a 
relocation decision; to compare feasible alternative means; to quan­
tify tltc costs to the local community; and to consider methods to 
mitigate tin se costs. Although it would no t prevent a corporation 
from makt g a profit-maximizing decision, it would require (In­
corporation to uiinimuc the covtv of rclm'Jtion decisions to local 

communities.
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lu  accomplish this restructuring of the Ixurd requires the in- 

stituitonali/ation of a new profession: the full-time "professional” 
director. Corporate scholar frequently identify William O. Doug­
las’ 1940 proposal for "salaried, pi tfcssional experts (who) would 
bring a new responsibility and authority to directorates and a new 
safety to stockholders" as the origin of the professional director 
tdej. More recently, corporations including Wcstinghouse and 
Texas Instruments have established slots on their Ixurds to be 
filled bv full-time directors. Indiv iduals such as Harvard Business 
School's Myles Mace and former Federal Reserve Board chairman 
W illiam McChcsncy Martin consider their own thoroughgoing ap­
proach to lxurdr«x>m responsibilities to be that of a "professional” 
director.

To succeed, professional directors must put in the substantial 
i.mc necessary to get the job done. One cannot monitor the perfor­
mance of Chryslcr’s or Gulfs management at a oncc-a-month meet­
ing; those firms' activities are too sweeping and complicated for 
such ritual oversight. I he obvious minimum here is an adequate 
salary to attract competent persons to work as full-time directors 
and to maintain the independence of the Ixurd from executive 
management.

I . Ixurd must also Ik- sufficiently staffed. A few txurd 
memla-rs alone cannot oversee the activities of th o u s a n d s  of execu­
tives. In  be able to appraise operating management, the Ixurd 
needs a trim group of attorneys, economists, and labor and con­
sumer advisors who can analyze complex hu :ncss proposals, inves­
tigate complaints, spot-check accountability, and frame pertinent 
inquiries.

I he Ixurd also needs timely access to relevant corporate data. 
T o  insure this, the Ixurd should Ik- empowered to nominate the 
corporate financial auditor, select the corporation's counsel, compel 
the forwarding ami preservation of corporate records, require all 
corporate executives or representatives to answer fully all Ixurd 
questions respecting corporate operations, and dismiss any execu­
tive or representative w ho fails to do so.

I his proposed redesign for corporate democracy attempts to 
make executive management accountable to the law and share­
holders without diminishing its operating efficiency. Like a judi­
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ciary within the corporation, the board has ultimate powers to 
judge and sanction. I.ike a legislature, it oversees executive activity. 
Yet executive management substantially retains its powers to initi­
ate and administer business operations. 'I he chief executive officer 
retains control over the organization of the executive hierarchy and 
the allocation of the corporate budget. The directors are given ul­
timate control over a narrow jurisdiction: Docs the corporation 
obey the law, avoid exploiting consumers or communities, and pro­
tect he shareholders’ investment? The executive contingent retains 
general authority for all corporate operations.

No doubt there will lie objections that this structure is text ex­
pensive or that it w ill disturb the "harmony” of executive manage­
ment. But it i' unclear that there would Ik.* any increased co.it in 
adopting an effective board. The true cost to the corporation could 
only be determined by comparing the expense of a fully paid and 
staffed board with the savings resulting from the elimination of 
conflicts of interest and corporate waste. In addition, if this should 
result in a slightly increased corporate expense, the appropriateness 
must be assessed within a broader social context: should federal 
and state governments or the corporations themselves bear the pri­
mary expense of keeping corporations honest? In our view, this 
cost should be placed on the corporations as far as reasonably pos­

sible.
It is true that an effective Ixtanl will reduce the "harmony” of 

executive management in the sense that the power ol tl.e chief ex­
ecutive or senior executives will be subject to know led'cable re­
view. But a board which monitors rather than rulibcr-x'jmps man­
agement is exactly what is necessary to diminish the unfettered 
authority of the corporate chief executive or ruling clique. The au­
tocratic power these iinli* idnals presently possess has proven unac­
ceptable dangerous: it has led to recurring violations of law , con­
flicts of interest, productive inefficiency, and pervasive harm to 
consumers, workers, and the community environment Linder nor­
mal circumstances there should lie a healthy friction lictwccn 
operating executives jikI the Ixurd to assure that the wisest possi­
ble uw is made of corporate resources. W hen corporate executives 
arv breaking the law, there should be no "harmony” whatsoever.
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i t  it  n o s  OF 'fit. HOARD

Rcxtructun g the Ixurd is hardly likely to succeed if boards 
remain as homogeneously w hite, male, and narrowly oriented as 
they are ttxlay. Dissatisfaction with current selection of directors is 
so intense that analysts of corporate governance, including Harvard 
Law Schtxil’s Abram Chaves, Yale political scientist Robert Dahl, 
and University of Southern California Ij w  School Professor Ch is- 
topltcr Stone, have each separately urged that the starting point of 
corporate reform shoe ' l>c to change the way in which the board 
is elected.

Professor Chaycs, echoing John Locke’s principle that no au­
thority is legitimate except that granted "the consent of the gov­
erned," argues that employees and other groups substantially af­
fected by corporate operations should have a say in its governance:

Shareholder democracy, so-called, is misconceived b e c a u s e  the share­
holders arc not the governed of the corporations whose consent must be 
sought. . . . Their interests are protected if financial information is made 
available, fraud and ovcrre. hing arc prevented, ami a market iv main­
tained in which their shares n ay be sold. \ priori, there is no reason for 
them to hase any voice, direct or representational, in (corporate decision 
making) I hey are no more at ccted than nonsharcMding n e ig h b o r s  b y  

these decisions.
A more spacious conception of ‘membership,’ and one closer to the 

facts of corporate life, would include all those having a relation of suf­
ficient intimacy ssitri the corporation or subject to its powci in a suf­
ficient!) specialized way. Their rightful share in decisions and the exercise 
of corporate power would be exercised through an institutional arrange­
ment appropriately designed to represent the interests of a constituency of 
mcmticrs having a significant common relation to the corporation and its 
power.

Professor Dahl holds a similar view: "(WJhy should people 
who ow n shares be given the privileges of citizenship in the govern­
ment of the firm when citizenship is denied to other people who 
also make vital contributions to the firm?" he asks rhetorically.
" I he (teople I have in mind arc. of course, employees and cus­
tomers, without whom the firm could not exist, and the general
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public, without whose support for (or acquiescence in) the myriad 
protections and services of the state the firm would instantly dis­
appear. . . Yet Dahl finds proposals for interest group repre­
sentation less desirable thar. those for worker self-management, lie  
also sueucsts consideration of codetermination statutes such as

to w.

those enacted by West Germany and ten other European and 
South American countries under which shareholders and em­
ployees separately elect designated portions of the hoard.

From a different perspective. Professor Stone has recom­
mended that j federal agency appoint “general public directors’ to 
serve on the boards of all the largest industrial and financial firms, 
in certain extreme eases such as w.icrc a corporation repeatedly vi­
olates he law. Stone recommends that the federal courts appoint 
“special public directors” to prevent further delinquency.

There arc substantial problems with each of these proposals. It 
seems impossible to design a general “interest group formula 
which will assure that ah affected constituencies of large industrial 
corporations will he represented ar.d that all constituencies will Ik: 
given appropriate weight. Even it such a formula could he de­
signed, however, there i' the danger that consumer or community 
or mim ritv or franchisee representatives would become only spe­
cial pleaders for their constituents anil otherwise lack the loyalty or 
interest to direct generally. I his defect has emerged in West Ger­
mans under codetermination. Labor representatives apparently arc 
indifferent to most problems of corporate management that do not 
directly affect labor. They seem as deferential to operating execu­
tive management as present American directors are. Alternatively, 
fcdiTjIlv appointed public directors might lie frozen out of critical 
decision-making by a majority of “privately" elected directors, or 
the appointing agency ilselt might lie biased.

Nonetheless, the essence of ihe Cluvcs-Dahl-Stone argument 
is well taken. The hoards of directors of most major corporations 
arc, as ( US’s Dan Kather criticized the original N*xon cabinet, too 
much like "twelve grey-haired guys named George." Ihe quies­
cence of the Intard his resulted in important public and, for that 
matter, shareholder concerns lioing ignored.

A n  im p o r ta n t an -vver is s t ru c tu r a l .  I h e  h o m o g e n e ity  o f  tin  
b o a rd  c a n  o n ly  Ik* e n d e d  b y  g iv in g  to  e a c h  d ir e c to r ,  in  a d d it io n  to t
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general duty to see that the corporation is profitably administered, 
j separate oversight responsibility, a separate expertise, and a sepa­
rate constituency so that each important public concern would be 
guaranteed at least one informed representative on the board. 
There might be nine corporate directors, each of whom is elected 
to a board positi >n with one of the following oversight responsi­
bilities:

t. Employee welfare
2. Consumer protection
3. Environmental protection and community relat >ns
4. Shareholder rights
5. Compltat cc with law
6. Finances
7. Purchasing and marketing
8. S' nagement efficiency
9. Planning and research

By requiring each director to balance responsibility for repre­
senting a particular social concern against rcsponsibili’ v for th 
overall health of the enterprise, the problem of isolated "public" 
directors would Ik* avoided. No individoj! director is likclv to be 
"frozen out" of collegial decision making because all directors 
would be of the same character. Each director would spend the 
greater part of his or her time developing expertise in a different 
area; each director would have a motivation to insist that a different 
aspect of a business decision be considered. Yet each would simul­
taneously be res( onsible for participating in all Itoard decisions, as 
directors now arc. S«> the specialized area of each director would 
supplement hut not supplant the director's general duties.

Although not a symmetrical analogy, the most successful pre­
cedent for div iding the representative responsibilities and constitu­
encies is, of course, the Constitution of the United States. There, 
too, a basic question was one of motivation; I low to design a politi­
cal administration which would retain an equal respect for the 
rights of all of its citizens. Only by arranging “ambition . . .  to 
counteract ambition” did the Federalists believe such respect would 
endure. By granting the President, the two houses of Congress, 
and the judiciary different geographic constituencies, different
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terms, and different duties, the various factions of the nation’s citi­
zens were most likely to he insured some representation within the 
government. "Hence a double security arises to the rights of t. e 
people. The different governments will control each other, at the 
same time that each will be controlled by itself,” explained Mad­

ison in Federalist So. f /.
In recent years, some business corporations have also per­

ceived the advantages o f  creating constitutent voices within the 
structure of the firm Reverend Leon Sullivan, the only black 
director oil General Mnt*»«V board, has made plain that he con­
siders it his special resp ability to advance the interests o f GM ’s 
black employees and dealers. His representation, among other 
things, has led to an increase in the number of blacks living trained 
to be GM  executives. Gillette's Vice President for Product Integ­
rity, Rot rt Giovacchini, is said to perform a similar role. Al­
though not a member of the board, Mr. Giovacchini has been given 
the authority to recall any Gillette product, quash any advertising 
claim, or order any packaging change he feels is necessary to pro­

tect the company’s consumers.
Only by institutionalizing the duties and power that individ­

uals like Reverend Sullivan and Robert Giovacchini hold can re­
sponsible corporate government be brought to each large firm.

For in most giant corporations, no specific executive official or 
board member is responsible for protecting the interests of em­
ployees, consumers, the environment, or local communities. No 
one outside of senior management review s the most important busi­
ness decisions t > assure their compliance with law, financial integ­
rity. efficiency or long-term corporate goals. Because these con­
cerns U'conie tscrybodv's general interest, they become nobody's 

particular interest—and often go unattended.

To maint tin the independence of the board from the operating 
management it reviews also requires that each federally chartered 
corporation si all be directed by a purely “outside” board. No exec­
utive, attorney, rep resen ta tiv e , or agent of a corporation should be 
allowed to se vc simultaneously as a director of th«« same corpora­
tion. Directorial and executive loyalty should be furthered by an
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absolute prohibition of interlocks. No director, executive, general 
counsel, or company agent should be allowed to serve more than 
one corporation subject to the Federal Corporate Chartering Act.

Several objections may be raised. First, how can we be sure 
that completely outside boards will be competent? As elaborated 
subsequently, corporate campaign rules will be redesigned to em­
phasize qualifications. This will allow shareholder voters to make 
rational decisions based on information clearly presented to them. 
It is also a fair assumption that shareholders, given an actual choice 
and role in corporate governance, will want to elect the men and 
women most likely to safeguard their investments.

A second objection is that once all interlocks arc proscribed 
and a full-time outside board required, there will not be enough 
qualified directors to staff all major firms. This complaint springs 
from that corporate mentality which, accustomed to 6o-ycar-<>Id 
white male bankers and businessmen as directors, makes the norm 
a virtue. In fact, if we loosen the reins on our imagination, America 
has a large, rich, and diverse pool of possible directorial talent from 
academics and public administrators a”'! community leaders to cor­
porate and public interest lawyers.

But directors should l>c limited to four two-year terms so that 
boards do not become stale. And no director should lie allowed to 
serve uii more than one Ixurd at any one time. Although simulta­
neous service on two or three boards might allow key directors to 
“poMinizc" directorates by comparing their different experiences, 
this would reduce their loyalty to any one Ixurd, jeopardize their 
ability to fully perform their new directorial responsibilities, and 
undermine the goal of opening up major boardrooms to as varied a 
new membership as is reasonable.

The shareholder electoral process should be made more demo­
cratic as v* II. Any shareholder or allied shareholder group which 
owns . i percent of the common voting stock in the corporation or 
comprises 100 or more individuals and docs not include a present 
executive of the corporation, nor act for a present executive, may 
nominate up to three persons to serve as directors. This will 
exclude executive management from the nomination process. It also 
increases the likelihood of a diverse board by presenting any one or



T

two sources from proposing all nominees. To prevent frivolous use 
of the nominating, power this proposal establishes a minimum

iharcow ncrship condition.
Sis weeks prior to the shareholders' meeting to elect directors, 

each shareholder should receive i ballot and a written statement on 
which each candidate for the board sets forth his or her qualifica­
tions to hold office and purposes for seeking office. All campaign 
costs would be borne by the corporation. These strict campaign 
and funding rules will assure that all nominees will have an equal 
opportunity to be judged bv the shareholders. By prev enting direc­
torates from being bought, these provisions will require board elec­
tions to be conducted solely on the merit of the candidates.

Only the actual or “beneficial" ow ners of stock should be eligi­
ble to vote. Financial intermediaries shall he required to “pass 
through" voting rights in approximately the same manner that 
present New York and American Stock I vchangc rules require 
broker-dealers to “pass through" proxies and corporate reports to 
shareholders owning stock in street name accounts. Already a 
number of major firms, including Sears, Roebuck, General Motors, 
McDonnell Douglas, and United States Steel, "pass through" vest­
ing: rights to hundreds of thousands of ettipl wees holding stock in

jomt pension funds.
Finally, additional provisions will require cumulative voting

and forbid “staggered” Ixurd elections. Thus any shareholder fac­
tion capable of jointly voting approximately to percent t f the total 

nutnk-r of share. cast may elect a director.

A MW ItOI.I H it  MivKt lio i.m  kt*

The difficulty with this proposal is th • one that troubled Ju­
venal two millennia ago: Quit (HtloJict ipms cui lodes, or, Who shall 
watch the watchmen? Without a full-line fxxly to discipline the 
board, it would be so  easy for the board of directors and executive 
management to become friends. Active vigilance could become rou- 
tinned into an uncritical partnership. The same board theoretically 
elected to protect shareholder equity and internalize law might in
stead become management's lobbyist.

Reiving tui shareholders to discipline director* may strd 
many as a dubious approach. Historically, the record of share
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holder participation in corporate governance has been an abysmal 
une. The monumental indifference of most shareholders is worse 
than that of sheep; sheep at least have some sense of what manner 
of ram they follow. But taken together, the earlier proposals— an 
outside, full-time board, nominated by rival shareholder groups
a d voted on bv beneficial owners— will increase involvement bv • * 
shareholders. And cumulative voting insures that an aroused mi­
nority of shareholders—even one as small as 9 or 10 percent of all 
shareholders—shall have the opportunity to elect at least one 
member of the board.

But tha’ alone is hardly sufficient. At a corporation the size of 
General Motors an aggregation of to percent of all voting st»<ck 
might require 'he allied action of over 200,000 invididuals— which 
probably could occur no more than once in a generation. To keep 
directors responsive to law and legitimate public concerns requires 
surer and more immediate mechanisms. In a word, it requires arm­
ing the victims of corporate abuses with the powers to swiftly 
respond to them. For only .hose employees, consumers, racial or 
sex minorities, and local communities harmed by corporate depre­
dations can be depended upon to speedily complain By allowing 
any victim to become a shareholder and by permitting any share­
holder to have an effective voice, there will be the greatest likeli­
hood of continuing scrutiny of the corporation's directorate. Share­
holder involvement can lie further enhanced by t'w disclosures 
discussed in the next chapter, by the opportunity to attend pcriodi- 
cally scheduled directors’ meetings to ask questions or present 
grievances, and by reform of the shareholder derivative action so 
that any investor who identifies a corporate violation of law may 
bring lawsuit without n.n of financial !<*xx.

l or the purpose of motivating 1. c Ixurd to perform its in­
tended role, however, it is appropriate to inject shareholders fur­
ther into corporate governance wherever they have a financial or 
other incentive to perform effectively.

Six weeks before a vote on any fundamental transac­
tion— which can be defined as executive proposals involving the 
purchase, sale, lease, merger, consolidation, financing, refinancing, 
d isso lu tion , or liquidation of assets equal to, say, to percent of the 
expiration's total assets or over $100 million, or thr authorization
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of corporate securities in ny am Hint—the hoard should forward a 
written statement to the shareholders explaining the transaction, 
the vote by which the transaction was approved by the board, the 
reasons why members of the board approved the transaction, the 
reasons why other members opposed it, and the foreseeable costs 
and risks  of implementing the proposal. This provision would pr<»- 
vide for shareholder votes on uil business decisions above a certain 
minimum size, however named. By requiring directors to publicly 
elaborate their reasoning—reasoning which may be pn'gcd not only 
during this vote but also during subsequent board elections or niis- 
manaj ment suits—there would be a powerful incentive for direc­
tors to police themselves.

A complementary provision should allow .my shareholder or 
allied shareholder group holding sr «.k equal to a minimum of one 
percent of all outstanding sroel to simultaneously publish a dissent­
ing view or. at anv time, to propose amendments to the corporate 
charter or bylaws.

A m c n o  n i M M i M i t t s
Shareholders are not the only ones with an incentive to 

review decisions of corporate management; nor, as Professors 
Chaves and Dahl argue, a-e shareholders the only persons who 
should be accorded corporate voting rights. The increasing use by 
American corporations of technologies and materials that pose 
direct and serious threats to the health of communities surrounding 
their plants requires the creation of a new form of corporate voting 
rigiit. When i federally chartered eorj. iration engages, for ex­
ample, ol produ lion or distribution of nuclear fuels or the emis­
sion of toxic .ur, wan . or -olid waste pollutants, citizens whose 
hcalih is endangered sli mid not lie h it ,  at I h ' s i ,  with receiving 
money damages alter a ime-eoiisiimmg trial to compensate them 
for damaged property, unpaired health, or even death.

Instead, upon find ng of a public health lu /a rd  by threv 
members of the Ixurd ot director or t percent of the shareholders, 
a corporate referendum should be held in the political jurisdiction 
affected by the health hazard. The referendum would be »' tftcii 
by the unit triggering it—either the three board members or a d o  
ignatc of the shareholder. The affected citizens by majority sou
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si .1! then decide whether the hazardous practice shall be allowed to 
continue. This form of direct dcm ocncy has obvious parallels to 
the initiative and referendum proccdi res familiar to many states— 
except that the election will be paid for by a business corporation 
and will not necessarily occur at a regular election.

W'hat would happen to the local community if it voted to close 
a dangerous plant? Three answers seem reasonable. First, the 
board of directors should have the opportunity to modify the local 
plant to riducc the health hazard. If the Ixurd chooses to do so, it 
should be allowed to submit its modification plan as a subsequent 
referendum for community approval. Second, if the corporation 
chooses to leave after the vote, it should be required to immediately 
repay the local community for all damages to its hc-'*h and prop­
erty by the outlawed activity. This valuation proceeding should 
occur in federal district court. If the corporation chooses to leave 
before the referendum vote, it should additionally be required to 
pay its local employees salaries for a reasonable interim period. 
T hird, the referendum voting procedure should l>e flexible. Local 
communities should lie given the opportunity to vote upon an ini­
tiative calling for the corporation to remedy a specific health hazard 
by a designated date as an alternative to one calling for immediate 
closing of a plant. Similarly, the board should be given the oppor­
tunity to submit a plan of modification simultaneously with the ini­
tial referendum vote.

I his type of election procedure is necessary to give enduring 
meaning to the democratic concept of "consent of the governed."
I o lie sure, this proposal goes beyond the traditional assumption 

that the onlv affected or relevant constituents of the corporation arc 
the shareholders. But no longer can u c  accept the Faustian bargain 
that the continued toleration of corporate destruction of local health 
and property is the cost to the public of doing business. In an equi­
table system of governance, the perpetrators should answer to their 
victim*.
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WORDING PAPER ON 

DIVIDEND DISPERSAL PROGRAMS

By Governor Jay S. Hammond

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

I am encouraged by thirj for I believe it appropriate that 
all Alaskans receive some direct benefits from their resource 
wealth rather than simply receiving whatever more government 
we politicians think they should have.

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

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

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



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

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

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

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

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

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

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



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

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

The conclusion that an Alaska, Inc. type program should be 
established before an AGSOC proposal was reached primarily 
because of the potentials of an AGSOC to place the share­
holders' interests precisely at odds with State interests.
For example, one AGSOC proposal involves partial purchase of 
the trans-Alaska oil pipeline. Should all shareholders then 
get dividends based on the profitability of that purchase, 
it is to the shareholders' benefit to get the highest possible 
price - i.e. tariff - for transporting oil. However, the 
State treasury, including the Permanent Fund, gets more 
money the lower the tariff. Thus, the AGSOC's interest 
would be precisely opposite those of the State in regard to 
the level of tariff. On the other hand, in the case o * an 
Alaska, Inc. type distribution of Permanent Fund earnings, 
the interests of the State and tne shareholders would be 
precisely the same.

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

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

In its present form, proposed AGSOC legislation has other 
problems:

1. Since only one 3hare of stock goes to each person here 
in Alaska at the time each AGSOC is formed, ultimately 
there would be two types of Alaskans: those who were
shareholders, and those who were not.



Remedyi
One way to ramedy thiB is to amend the bill to provide one 
share of stock for each year the shareholder has resided in 
a locale where the government recognizes cost of living 
impact sufficient to warrant their payment of a 25 percent 
cost of living differential to government workers. Than all 
Alaskans would be shareholders.

2. AGSOC shares would be transferable, permittting money 
to leave Alaska. This should be amended since the 
prime objective and rationale is to insure that Alaskans 
get a "piece of the action" to compensate them, in 
part, for the exceptionally high cost of living impact 
here in Alaska. Accordingly, persons who have moved to 
Hawaii or California have no justification for receiving 
such cost of living offset.

Remedy:
A remedy would be to require that persons make application 
for their annual dividends on an Alaskan income tax filing 
form attesting to their having resided during most of the 
previous year in an area of qualifying high cost of living 
differential.

3. Another problem is, what if the AGSOC loses money? Who 
then pays off the bonds or other debt obligations? I 
am opposed to State guarantees. Would the AGSOC share­
holders then become liable?

Remedy:
To offset this concern, were the Alaska, Inc. concept in 
place first, guarantees or collateral could be an AGSOC 
shareholder1s prospective Alaska, Inc. dividends. Far 
better to use the AGSOC shareholder's prospective Alaska,
Inc. dividends as such than use, as guarantees, Permanent 
Fund principle or general fund monies which belong to all 
Alaskans, not just AGSOC shareholders.

4. Under ar> AGSOC prcposal some shareholders may be unwill­
ing participants in programs to which Uiey are philo­
sophically or otherwise ill disposed.

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



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

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

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

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

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

Thus, while I favor both the Alaska, Inc. and AGSOC concepts 
for insuring all citizens a "piece of the action," I believe 
it imperative that the Alaska, Inc. program be placed on 
line before an AGSOC be established. Meanwhile, I would 
like the enabling AGSOC legislation amended to deal with 
♦•hose problems I've previously outlined.
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By LAURA ZAHN 
Empire Staff Reporter

An investment banker hired by the 
Legislature says a proposed resident owned 
general stock ownership corporation, AGSOC, 
should only invest in projects within the state, 
not operate them.

John A. Miskimen, senior vice president of 
Kelso and Co. of San Francisco, Calif, con­
cluded a 10-day visit to Fairbanks, Anchorage 
and Juneau today, after talking with business, 
governmental and Native leaders in those 
cities. Miskimen has been hired to study the 
economy of the state and investment 'pos­
sibilities for the Alaska General Stock 
Ownership Corp., (AGSOC), proposed by U.S. 
Sen. Mike Gravel and Kelso and Co

Under the proposed plan, residents would 
receive one share of stock and control the cor­
poration's investment decisions. The state 
would back the corporation with a $5 million 
loan guarantee, but it would make no invest­
ment in the corporation, according to Dale 
Staley, legislative aide to Juneau Rep. J n 
Duncan.

Staley and another Duncan aide, Commis­
sioner of Coiiunercc and Economic Develop­
ment diaries Webber, Juneau Mayor Bill 
Overstreet and other local business and 
government leaders heard Miskimen say this 
morning that "public opinion on this issue has 
not jelled one way or another."

M.’ckimen recommended that AGSOC Vgct 
involved in a situation where the supplier 
needs capital to get off the ground," but stay 
away (run being an operating company.

"There’s no reason to get Involved where 
there's already plenty of investment capital," 
he said The corporation could remain small, 
with about 25 employees, for instance, and 
manage to return 90 percent of its profits to 
shareholders. Under federal laws it would 
have to make that size return to be within IRS 
codes.

Good investment possibilities Include 
becoming involved in leasing equipment to 
companies >.perating in Alaska.

Also AGSOC should consider building a 
large generating facility at the mouth of a

Fairbanks coal mine, and selling the 
electricity to Fairbanks. “The mining com­
pany does not seem to be able to make the in­
vestment to put together a generator of that 
size." Miskimen said.

Another good investment would be to buy 
British Petroleum's Inc., 15 percent share of 
the Trans-Alaska oil pipeline for about $1.3 
billion. That investment alone would bring 
about $200 a year in dividends to Alaskans 
owning one share of AGSOC, he said.

Possible drawbacks of the BP investment 
would be the large expenditure required, and 
the fact that the already established pipeline 
would not add jobs to the economy.

If the organizers are careful about the in­
itial loan guarantee and its terms with the 
state,'“ lO years from now, you won't 
recognize AGSOC from XYZ corporation...ex­
cept that it’s owned by Alaskans," he said.

An amendment may be necessary to insure 
that the Board of Directors, at first appointed 
but then elected by stockholders, are not 
from one area of the state, Miskimen said.

AGSOC will have to "diversify the invest­
ments across the state,” so that in 10 years 
there will lie Investment' in each part of 
Alaska, he said.

The original hoard under the proposal 
would lie appointed by the house speaker, 
senate president and governor, who are 
presently from Southeast and Southcentral.

"The management is all-important— 
whoever selects the board Ls going to be under 
public scrutiny, which (should) tend to create 
a higher quality hoard," Miskimen said.

Large blocks of stock ownership would not 
be possible because no corporations can buy § 
It, it can only be transferred when someone 
dun. or leaves the state, and no Individual can 
own more than 10 shares, he said.

Although "you can't regulate peop'e 
against cheating," Miskimen said he thinks 
penalties for cheating are "fairly substantial' 
to deter residents from doing so.

He recommended subsequent Issue* of 
slock or provisions for new residents or new 
births so that "two rlasscs of residents" don't 
result.
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Labor Department Move
Bv Empire Sufi 

Attorney General Avrum Gr tin* week 
issued an opinion discounting the objection* 
of some Southcentral Alaska lawmakers with 
plans for the Department of Labor to wave 
into a new building in Juneau 

Ten Anchorage area lawmake.s, plus 
Matanuska-Susitna Borough Mayor Ron 
Larson, last week wrote Gov. Jay Hammond 
charging that state plans to lease a new 
facility for the laibor Department violates the 
w ot dime uf Die FRANK Initiative passed bv

capital site to another capital site, and that it 
h.is no relevance on moving from one building 
lo another within the same capita* site," he 
said i ,

The federal government, which picks up 
the bulk o| Department ol Labor's cost for 
rental of office space, late this summer said it 
would stop paying rent for the department's 
main oftices, currently at Fourth and Harris 
streets in the downtown area. The govern 
ment said the two-story building violates its 
rules for access for the handicapped

mg sought for the project
Anchorage lawmakers I. 
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