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Is with respect to the i jntent of the statute. If you adopt the current 

content of House Bill 240, you will hand these appointed individuals (only a 

majority of whom need be Alaskans) a blank check to narrow their accountability 

to all of the citizens of this state in their capacities as shareholders in the 

GSOC. The express terms of SSHB 240 already give to this Boaid the strong 

power position of "classification" meaning thet the directors will serve three 

year terms with the nine members segregated into three classes so that only one 

third of the membership is up for election by the shareholders at each annual 

meeting. (See, 10.50.03 0 ( a ) ( b ) , pp. 2-3 SSHB 240). There is a pragmatic 

advantage in this proposed classification in that insures to the incumbent 

board the continuity inherent in the fact that a working majority of the Board 

will not be facing election. There is also a grave danger. Such a Board 

could ignore the wishes of a majority of the shareholders and yet maintain 

effective control and management over the corporation for two years. The 

I '.►oplc in their role as shareholders would be powerless. This body in its 

role as representative of the people would be equally powerless. True, it 

could deny the GSOC cooperation to the extent that it was requesting the 

legislature to call for an election to an horlze a state guarantee of GSOC debt 

instruments (although sec the Memorandum of Attorney General Gross under date 

of March 20, 1979, raising a question as to whether recourse to the peoplo 

would actually be required). Yet this is a very indirect way of attempting to 

discipline the Board or correct the excesses of that body as viewed from the 

perspective of the legislature. I do not wish to belabor the point: if the

members of this House feel that a different distribution of power as between 

the shareholders and the board, and as between the GSOC and the government of 

Alaska is desired . . . now is the time to act and the content of the enabling 

legislation is the proper forum for that action.

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

THE BOARD AS AN ENTITY:

PROPOSAL NUMBER O N E : THAT DIRECTORS BE SUBJECT TO REMOVAL BY ORDER OF A

SUPERIOR COURT UPON SUIT BY 100 OR MORE SHAREHOLDERS OF THE GENERAL STOCK 

OWNERSHIP CORPORATION.

I p r o p o s e  th-t the e na b l i n g  l e g i s l a t i o n  b e  a m e n d e d  to 

p ro v i d e  that a s u p e r i o r  cou rt may, at the s uit of  100 s h a r e­

hol de rs  o r  m o r e  o r  upon  p e t i t i o n  of  the a t t o r n e y  gen e r a l , 

r e mo ve  f ro m  o f f i c e  any d i r e c t o r  in c j s c  of  f r a u d u l e n t  or  

d i s h o n e s t  acts o r  gr oss  a b u s e  of a u t h o r i t y  or d i s c r e t i o n  

w i t h  r e f e r e n c e  to the  c o r p o r a t i o n  an d may  b ar from  r e e l e c t i o n  

any d i r e c t o r  so r e m o v e d  for a p e r i o d  p r e s c r i b e d  by the court.

In a n y  suc h p r o c e e d i n g  the c o r p o r a t i o n  s h ou ld  be m a d e  a 

p ar ty  to th e action.

E x p lanat i o n : This proposal is based upon Section 304 of the 1977

California Act with two important modifications: first, I propose that

you alter the ’’standing requirement" from California's [". . . share­

holders holding at least 10 percent of the number of outstanding 

shares. . . ."J to one hundred shareholders. To follow the California 

percentage would be most unreal given the total diffusion of share­

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

pctitlo'. of 40,000 Alaskans or more! In any other private corporation it 

is perfectly possible for a single shareholder to own 10* or more of the 

o utstanding shares and thus have standing under the California Act. 

Requiring one hundred Alaskans to join in this suit should ensure that a 

single angry shareholder could not inaugurate a vexatious complaint. The 

second modification is to specially g^ant to the Attorney Ccncral standing
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to initiate this removal litigation. I do this because while the attorney 

general may well have personal standing as a resident of Alaska to Join in 

such a suit we must recognize that litigation may be costly and that 

frequently only the office of the attorney general may have the human and 

financial resources to prosecute a removal suit upon which may depend the 

welfare of the corporation (and with that, welfare and interests of 

Alaskans).

Now it must be immediately evident that this type of removal can only 

be for the most gross violations of the fiduciary responsibilities assumed 

by a director and that the statute only grants standing to potential 

litigants and subject matter jurisdiction to the superior courts. 

Naturally, the plaintiffs would have to prove the allegations of their 

complaint by a preponderance of the evidence before the supe*. ’or court 

would be warranted in exercising the power vested in it by this statute.

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

act to provide for removal of directors in circumstances such as are 

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

a theory that such a grave matter is within the court's inherent Juris­

diction. There is precedent. See, California Fruit Growers' A s s n . v. 

Superior C o u r t , 8 Cnl.App. 711, 97 Par 769 (1908). In ray opinion, this 

is not a desirable alternative because the legislature would be without 

control over the vital questions of who had standing to Initiate the 

litigation and what would be deemed s u f M c i c n t  grounds for this grave 

remedy.

DIRECTIONS TO YOUR DRAFTINC AIDES: Does the Committee favor

in principle the concept of having directors subject to

removal by order of a supetlor court? YES    NO ____ . Ii

"yes," ia the Committee in favor of the proposed formula
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granting standing only to one hundred or more shareholders?

YES ____ NO _____. Does the Committee favor granting standing

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

YES _____ NO _____ .

PROPOSAL NUMBER T W O : THAT ANY DIRECTOR OR THE ENTIRE BOARD MAY BE

REMOVED BY THE SHAREHOLDERS WITHOUT CAUSE.

I p r o p o s e  tha t at any  annual m e e t i n g  or  a special 

m e e t i n g  p r o p e r l y  n o t i c e d  for the p u r p o s e  at w h i c h  a 

q u o r u m  is pr es en t ,  a m a j o r i t y  of  the sh are s vo t i n g in 

p e rs on  or by p ro xy  m a y  r em ov e  the e n t i r e  b o ar d  and elect 

r e p l a c e m e n t  d ir ec to r s .  I f u r t h e r  p r o p o s e  that the s h a r e­

hol d e r s hav e p o w e r  to r e m o v e  less than the e nt i r e  board 

p r o v i d e d  t her e a re  a p p r o p r i a t e  s a f e g u a r d s  to m i n i m i z e  

the c h a n c e  that an a n g r y  f a c t i o n  of s h a r e h o l d e r s  c o u l d  

o u s t  a s i n g l e  dire cto r.

Explanation; Both California and Delaware have found it expedient to 

pass recent legislation enabling shareholde-s who have lost confidence in 

the Board of Directors to remove either the ei ire Board or individual 

members at a meeting especially called and noticed to entertain such a 

motion, nd that such removal may be for any cause deemed sufficient by a 

majority 01 rhe shares. In both California and Delaware, the statutes 

grant the right of removal to an absolute m. lority of the shares (50X plus 

1 share). Again, we must recognize th; t ere may be individuals or 

institutional shareholders who, though a handful in number, would command 

an absolute majority of the outstanding shares. Such a potential 

coalition of large shareholders is a strong check upon the Board of 

irectors. Unfortunately, there will be no such potential shareholder
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coalition in the GSOC. We must deal with the fundamental characteristic 

of a corporate entity, the shares of which are held in lots of one . . . 

and by more than 400,000 individuals.

The Kelso Repcit reco^iizes the problem of human inertia inherent 'n 

such diffuse shareholdings when it proposes to set a quorum for share­

holder attendance at annual and special meetings at one-third of the 

shares voting either in person 01 by proxy (an absentee ballot). At any 

meeting at which such a quorum is ascertained to be present, a vote of a 

majority of that quorum i3 sufficient to elect directors. Simple arith­

metic will reveal that a simple majority of one-third is one-sixth of the 

shares plus one. Such a scheme is permitted by Sec. 10.05.153 of the 

Alasxa Business Corporation Act i^ the articles of incorporation are so 

drafted. I favor this aspect of the proposed articles contained in Lhe 

Kelso Report because 1 fear that setting a higher quorum requirement might 

preclude the shareholders from effectively meeting. How then does this 

guide us as to the machinery for removal of directors by shareholder vote?

I propose that the entire board might be removed for any reason either at 

an annual or special meeting of shareholders for which notice of such a 

proposal had been given (as provided in Sec. 10.05.141) upon the vote of a 

majority of a q  urn of the shares present in p e m o n  or by proxy.

If the shareholders desire to remove less than the entire board, we 

have a different problem. Here is a danger that a special interest group 

or other faction might attempt to gang up on a i *«lc director for his or 

her policies and seek to accomplish this at a special meeting which may 

well be attended by fewer 3hares than were present at the annual meeting 

which elected the targeted director. We can guard against this possibility 

by drafting the statute to provide that in the event that there is an 

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

-7 -



unless the number of shares cast for removal exceeds the number of shares 

which originally elected the director. Thus if he was elected by a 

majority of ^61,000 shares at an annual meeting, a special meeting noticed 

to entertain a removal resolution would not accomplish that objective 

unless 261,001 shares voted "yes" (in person or by proxy) on that question. 

If the director was appointed (as in the case of the initial Board), or 

elected by the Board to fill a vacancy arising by death, incapacity, or 

resignation mid-term, I would propose that a simple majority of a quorum 

would be sufficient to remove that director.

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor

in principle the concept of having directors susceptible o r

removal by vote of the shareholders? YES ____  NO _____. If

so, is the Committee content with the suggested formula for 

that removal? YES ____  N O  .

PROPOSAL NUMBER THR E E : THAT THE ENABLING ACT REGULATE THE STANDING OF

SHAREHOLDERS TO INAUGURATE ACTIONS AGAINST DIRECTORS OR OFFICERS BROUGHT 

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

I p r c o o s e  that the e n a b l i n g  act be a m e n d e d  to r e gu l a t e  

the s t a n d i n g  of s h a r e h o l d e r s  to i n a u g u r a t e  a c t i o n s  s ee k i n g  

d e c l a r a t o r y  reli ef or  m o n e y  d am ag e s  as a g a i n s t  o f f . ^ e r s  and 

d i r e c t o r s  of  the GSOC for the b en e f i t  o f  the c o r p o r a t i o n  

( s h a r e h o l d e r’s d e r i v a t i v e  a c t i o n s ) ;  lodge d i s c r e t i o n  in the 

s u p e r i o r  c ourt r e s p e c t i n g  w h e t h e r  and  in what amount a s e c u r i t y  

bon d for e x p e n s e s  of l it ig a ti o n  s h o u l d be r e q u i r e d  of such a 

p l ai n t i f f ;  p r e c l u d e  n o n - j u d i c i a l l y  a p p r o v e d  o u t - o f - c o u r t  

s e t t l e m e n t s  of s u c h  a c t i o n s ;  and, p r o v i d e  for an a c c o u n t i n g  

to the c o r p o r a t i o n  of a ny p ro c e e d s  r e c e i v e d  by the l i t i g a t i n g
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s h a r e h o l d e r ( s )  w h e t h e r  by j u d gmen t, s e t tl e m e n t ,  or  c om p rom ise . 

Explanation: One of the most important developments in the past half

century in seeking to hold directors and officer^ accountable for harm 

thpy bring upon the corporation is the concept of the shareholders' action 

or derivative suit. If you adopt the hypothesis that the Board or certain 

of its members is guilty of action or inaction which has brought great 

harm to the GSOC and which violates the duties of care or loyalty to the 

corporation, It is unrealistic to assume that those very directors will 

authorize or encourage corporate counsel to bring an action naming them as 

defendants! For this reason it is necessary to give individual share­

holders the right to bring the litigation in the name of the corporation. 

Any recovery of mone> damages goes to the corporate treasury, not to the 

litigating shar<holder (save for reimbursing him/her for the co?*s of the 

1itigat ion).

Nearly ever/ jurisdiction permit; such actions and most regulate the 

conduct of such litigation by statute. Alaska is one of the few juris­

dictions which permits hut docs not regulate by statute. Fortunately, the 

Supreme Court has acted to fill this void by providing in Rule 23.1 of the 

Civil Rules certain regulations for derivative actions by shareholders. 

(Added by Supreme Court Order 258, November 16, 1976.) The Alaska rule is 

predicated upon and nearly identical to Rule 23.1 of the Federal Rules of 

Civil Froeedu. •. In my opinion, it does not go far enough in policing 

derivative actions by shareholders in the context of the General Stock 

Ownership Corporation.

The matters which should be covered by statute Include:

* Who among the shareholders may bring such an action?

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

her share at the time of the transaction of which complaint is made

-9-
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else an unscrupulous shareholder might merely "buy a lawsuit." And 

standing should be limited to a shareholder or shareholders with 

sufficient resources to be able to vigorously prosecute the action 

since a judgment will bind all of the other shareholders by its 

result.

* Should the shareholder be required to exhaust intra-corporate 

remedies (e.g., make a demand upon the Board that it bring the 

action) as a precondition to commencing the action?

Modern statutes do not require the shareholder to make demands upon 

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

named as the defendants it is unlikely that they would respond to the 

demand by directing suit against themselves). Thu*. I would propose 

that the shareholder be required to make demand upon the Board for 

corrective acction or to allege in his complaint before the superior 

court the reasons why he deems such a demand to be a futile gesture.

* Should the shareholder be required tr post a bond as a 

precondition to maintaining any derivative action?

Defending a derivative action is time consuming and expensive and 

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

founded or vexatious action simply to harass management or in the 

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

To minimize the Instance of such "strike suits," many Rtatcs in the 

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

post a bond as a precondition to maintaining the action, a bond which 

would hold the defendants harmless against their costs of litigation 

(including attorney's fees) in the event the shareholder should fail 

to prevail. There is no current Alaska law on this point. Rule 23.1 

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

-10-



features of modern California and N^w York statutes on striking a 

balance on this vital question. Section 800 of the California Act 

leaves the trial court with substantial discretion to entertain a 

timely motion from defendants for the posting of such security. Thus 

the court could consider the nature of the plaintiff's allegations 

and project the likelihood of success. It would then exercise sound 

discretion in requiring that a bond be posted or in denying the 

request of the defendants. If a bond is required the court has 

further discretion to determine the amount of the bond. California 

presently 1'.mi ts the bond to a sum not more than $50,000. This 

ceiling is viewed as posing some protection against a judge who would 

simply price the plaintiff out of court with a bond requirement 

substantially beyond reasonable means. Again, the California Act 

provides that the amount of the bond may be raised or lowered (subject 

to the $50,000 ceiling) at any time during the course of the litiga­

tion upon the motii.i of either party or upon the court's own 

initiative as it seems the interests of fairness to require.

* Should the shareholder who has commenccd a derivative action be 

allowed to compromise or "settle out of court"?

No, not in my opinion. This is very dangerous and tolerates "strike 

suits"--actions commenced with no solid ground but with the hope that 

management will tire of the time and expense of defending the litiga­

tion and "buy plaintiff off." New York is far ahead of other juris­

dictions in warding off this danger. No action in the nature of a 

derivative suit may be settled or compromised without the approval of 

the court in which it was commenced and without notice to the other 

shareholders. This last feature is essential to protect the Interests 

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

-11-
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for a judicially approved settlement precludes any shareholder from 

attempting to relitigate the same questions. The notice requirement 

permits other shareholders to come forward and object either to the 

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

carry it forward in the event of an afterarising unwillingness of the 

original litigant.

* Should the litigating shareholder in all circumstances be forced 

to account to the corporation for anj proceeds realized from such 

an action?

Yes. In all jurisdictions -his is mandatory if the court returns a 

judgment against the defendant officers .r directors. All proceeds 

of the judgment are paid into the corporate treasury on the theory 

that the action has vindicated harm done to the corporation and not 

the litigating shareholder. The shareholder receives an allowance 

from these funds suffirient to cover the costs of the litigation.

But what if the resolution is by way of an informal settlement? This 

is the dark sid? of this type of litigation. Frequently shareholders 

are offered a tidy sum (e.g., $20,000) if they will dismiss their 

suit. They keep the money and none of the other shareholders are thf 

wiser. New York simply prevents this. There c m  be no informal 

settlement. Any dismissal predicated upon a compromise must be pre­

sented to the court, its terms noticed to the other shareholders, and 

any proceeds paid into the corporate treasury.

If all of these features are incorporated into the enabling act, I am 

of the view that Alaska will have the be - of all possible positions with 

the virtue of derivative actions and none of the vices inherent in strike 

1 it igation.

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

principle the concept of permitting derivative actions by share­

holders in the General Stock Ownership Corporation? YES _____  NO______

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

by special provisions in the enabling act? YES_______ NO _____. If

"ves," does the Committee favor:

* The suggested standing rules? YES _____ NO _____ .

* The suggested provision on exhaustion of intra corporate 

remedies? YES _____ NO  .

* The suggested provision on the posting of a security bond 

for the defendants' costs of litigation? YES _____ NO ____ .

* The suggestion that there be no compromise or dismissal of

such an action without court approval? YES______ NO _____.

* The suggested provision that the litigating shareholder in

all circumstances b- forced to account to the corporation 

for any proceeds realized from such a derivative action?

YES ____  NO  .

II. PROPOSALS DESIGNED TO INCREASE THE INFORMATION AVAILABLE TO AND THE

POTEN" AL RO: E OF SHAREHOLDERS IN THE GENERAL STOCK OWNERSHIP CORPORATION.

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

LIABILITY FOR AN OFFICER OR AGENT WHO WRONGFULLY REFUSES TO ALLOW A SHARE­

HOLDER, OR A SHAREHOLDER'S AGENT OR ATTORNEY, TO EXAMINE AND MAKE 

EXTRACTS FROM CORPORATE BOOKS AND RECORDS.

I p r o p o s e  that an o f f i c e r  o r a gen t w h o  refuses to a l l o w  

a s h a r e h o l d e r  o r  th e a ge nt  or  a t t o r n e y  of a s h a r e h o l d e r  to 

e x a m i n e  a n d  m a k e  e x t r a c t s  from  c o r p o r a t e  books a nd records
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o f a ccount, m i nu t e s ,  and r e c o r d o f  s h a r e h ol de rs ,  for a 

p r o p e r  p u rp o s e  be m a d e  l ia bl e  to the a g g r i e v e d  s h a r e h o l d e r  

for the penal s um of $ 1 , 0 0 0  in a d d i t i o n  to o t he r  d a mag es or 

re m e d y g i ven  such s h a r e h o l d e r  by law.

Explanation: Currently Sec. 10.05.240 of the Alaska Business

Corporations Act confers upon shareholders a right to examine books and 

records. Section 10.05.243 provides a penalty for any officer or agent 

of the corporation who refuses to permit this inspection. Unfortunately, 

the penalty there provided (10% of the value of the shares owned by the 

aggrieved shareholder), is not much of a sanction in the context of the 

GSO . In other contexts it may be very effective tor it is obvious that 

the larger the number of shares owned by the aggrieved shareholder the 

more .substantial are the consequences of denying the right of inspection. 

But 3 sharehclder in the GSOC can never own more than 10 shares. Thus I 

propose to follow the current content of Alaska law in all particulars 

save for suggesting that a flat penal sum of $1,000 be established as the 

sanct ion.

The effective use of any of the shareholder checks upon management 

which are set forth In Suggestions One, Two and Three depend upon an 

effective ability to gain information as to the conduct of corporate 

affairs by the officers and the Board. Thus an effective rig' t of 

inspection is essen*ial. Indeed, the Committee might desire to see the 

penal sum imposed for each day there is a wrongful denial of the statutory 

right of inspection conferred by Sec. 10.05. 240.

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor the

concept of a statutory right of shareholders in the General Stock 

Ownership Corporation to inspect corporate books and records?

YES ____  NO  . Should this sum be levied: (a) per

- 14 -
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PROPOSAL NUMBER FIVE: THAT THE SHAREHOLDERS BE GIVEN THE POWER TO

INITIATE AMENDMENTS TO THE BYLAWS.

T he  c u rr en t s ta tu te s  in Al ask a p r o v i d e  that the a rt ic le s 

m a y  r e s t r i c t  the p ow e r  to adopt, amend, and repeal byl aws  to 

the B o a r d  of Directors. T h e  Kelso R e po rt  r ec om me n d s  a r t i c l e s  

w h i c h  do so r es tr i c t  th e p o w e r  to the B o a r d  and it is li kel y 

that this is what a B o a r d  w ou ld  do. I p r o p o se  that the 

e na bl in g  act be a m e n d e d  to r e s e r ve  a p o w e r  of ado pti on,  

a m en d m e n t  or  repeal of the by law s to the v ote or w r i t t e n  

a s se n t  of  s h a r e h o l d e r s  e n t i t l e d  to e x e r c i s e  a m a j o r i t y  of the 

vot in g  p o w e r  of the GSOC. I w o u l d  al s o  p r o p o s e  that the act 

pe r m i t the Bo ard  to e n j o y  this po wer  save for the fact that 

the B o a rd  co uld  not, on its own m o t ion , repeal or a m en d  ' 

b y l a w  w h i c h  had bee n a d o p t e d  by vote of the sha reh old ers .

ExplanatIon: As was dramatically illustrated by tho content of the

Kelso Report, the document which is most likely to contain the crucial 

provisions which govern the structure and operation of the General Stock 

Ownership Corporation is *'*e bylaws. A significant feature in what is, in 

my opinion, the excessive grant of power to the Board in SSHB 240 is the 

potential for vesting this power exclusively in the Board. The balance 

can be redresred by simply amending the enabling act to provide for a 

sharing of this power in the case of a General Stock Ownership Corporation. 

DIRECTIONS TO YOUR DRAFTING AIDES: Does the Committee favor

the concept of permitting the shareholders to adopt, amend or 

repeal bylaws in the General Stock Ownership Corporation?

YES _  N O  . If "y<?s.M does the Committee favor the

-15-
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suggestion that this power be vested by statute in both the 

shareholders and the Board? YES NO

III. PROPOSALS DESIGNED TO IMPROVE THE QUALITY OF BOARD DECISION MAKING.

PROPOSAL S I X : THAT THE BOARD BE ENABLED TO TRANSACT BUSINESS BY USE OF

A CONFERENCE TELEPHONE OR SIMILAR COMMUNICATIONS EQUIPMENT.

Gi ve n the s i g n i f i c a n t  d i s t a n c e s  as b a r r i e r s  to travel w i t h i n  the 

S t a te  of Alaska plus the s t r o n g l i ke l i h o o d  that a m i n o r i t y  o f  the 

di r e c to rs  will be n o n- A l a s k a n s ,  I p r o p o . e  that the e n a b l i n g  act be 

a m e n d e d  to a u t h o r i z e  the b o a r d  to t r an s a c t  b u s i ne ss  by use of a 

c o n f e r e n c e  t e le p h o n e  o r  s i m i l a r  c o m m u n i c a t i o n s  e q u i p m e n t  so long as 

all m e m b e r s  p a r t i c i p a t i n g  in such  a m e e t i n g  can h e a r  one another. 

Explanation: One of the difficulties inherent in a body of nine members

is to physically gather them in the same place at the same time for the trans­

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

difficult. The result has been a tendency to permit the Board to divide 

itself into smaller working committees or an "executive committee" to which is 

delegated most of the Board's function and authority. There is a price paid 

for such a solution. Decisions are nade without the participation of the full 

membership. Yet a r classical solution is at hand, and from my personal 

observation, a very familiar aspect of life in Alaska— the use of modern 

communications equipment to hold board meetings notwithstanding the fact that 

the members are not in the same place at the same time. Both California and 

Delaware now permit this and the reported experience is very satisfactory. I

would suggest that such a provision be made a permanent amendment to Sec. 

10.05.198 for all corporations formed in Alaska. It certainly merits adoption 

in the special case of the GSOC.
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DIRECTIONS TO TOUR DRAFTING AIDES: Does the Committee favor the

concept of permitting the directors to hold meetings via the use 

of conference telephones or similar communications equipment with 

participation in such a meeting constituting presence in person?

YES ____ NO  .

PROPOSAL NUMBER SEVEN: THAT REGARDLESS OF COMMITTEE ASSIGNMENTS EVERY DIRECTOR

HAVE A RIGHT TO ATTEND THE MEETINGS OF ANY COMMITTEE AND BE PRIVY TO ALL BOOKS 

AND RECORDS.

Current A l a s k a  law p e r mi ts  the B o a r d  to di vi d e  itself into 

c o m m i t t e e s  i n c ludi ng an e x e c u t i v e  c o m m i t t e e  and to d e l e g a t e  b oa r d  

func tio ns and authority. I ha v e  no q uar rel  w i t h  this c o n c e p t  but 

do s u gges t that the e n a b l i n g  act be a m e n d e d  to m a k e  it c l e a r  that 

r e g a r d le ss  of c o m m i t t e e  a s s i g n m e n t s  any  d i r e c t o r  shall ha v e  the 

right to a tt e n d  (but not p a r t i c i p a t e  in) a ny  m e e t i n g  of any 

c o m m i t t e e  an d to ha v e  a c ce s s  to books a n d  records p e r t a i n i n g  to 

the a c t i v i t i e s  o r  r e s p o n s i b i l i t i e s  o f  suc h c o m m i t t e e s  as may, 

from time to time, be created.

Explanation: Again wo illustrate what one Jurist has termed the

"law of laws" . . . that every advantage is purchased at a price. The desire 

to st-eamlire and specialize the functions of directors is understandable but 

the price is the exclusion of those directors who are not appointed to key 

committees. Sometimes this problem assumes serious dimension as those 

directors whu are perceived by the majority as raising vexing questions and 

airing dissenting views are simply shunted aside by exclusion from committee 

assignments. The legislature can go some distance toward minimizing this harm 

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

committee and to have access to books and records.
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DIRECTIONS TO '/OUR DRAFTING AIDES: Does the Committee favor

the concept of granting directors a statutory right to attend 

tne meetings of any Board committee and to have access to minutes 

and records? YES _____ NO  .

END OF THIS TRANSMISSION —  SEPARATE LETTER BEING TRANSMITTED NEXT.
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SUMMARY OF TESTIMONY 

Robert D. Hamrin

In 1976, the Joint Economir Committee recommended to Congress 
that it "be made national policy to pursue the goal of broadened capital 
ownership" and e follcw-up staff study concluded that "serious consideration 
should be given to plans that are open to all individuals."

I wish to congratulate the state of Alaska for taking the first bold 
steps toward implementing such a plan. I also wish to emphasize that a 
primary virtue of the proposed AGSOC is its simplicity in dealing with one 
class of stock distributed equally to all citizens. It is most likely 
that refinements will be made over time but for now, it is important that 
a track record begins to be established and people's reactions gauged.
I finmly believe t^at tbo AGSCC, if established, will long be heralded 
a3 the first move toward "economic democracy."

As an economist who has examined all the major ideas for broadening 
capital ownership, I feel the AGSCC is the right step at the right time.
The current r.atioml policy for broadening capital ownership, ESOPs and 
TRASOPciic good so far as it goes, but that is not far enough since the 
majority of individuals wculd not significantly benefit from such 
employee-centered plans.

The ACGOC would benefit every citizen; it would allow all Alaskans 
to share directly in their highly productive eccncry; it should establish 
a stronger foundation for future economic growth due to the increased 
consumption demand flow!rig from the augmented incomes of consumers; it is 
the boat plan for providing a more equitable distribution of income and 
wealth without disturbing present holdings; and by enabling all citizens 
to "parti cl pate" in production through capital ownership, they should 
gain a letter understanding rf the workings of the private enterprise 
system.

The full text of ny prepared at iterant presents a critique of the 
Kelso study which focuses on a nurl ir of inaccurate statements .made in the 
"economic reasoning" soction. My statement also contains some specific 
consents regarding the AGGOC bill: I quo-♦ion whether an emigrating
shareholder, particularly in the first few years, si 'mid be allowed to 
toko stock with him; there should 1c provisions for how the stock shares 
from future major investments would bo distributed a:* well aa for

repayment of the lean; the question of who the beneficiaries should to 
in the future and whether shares should bo equally distributed noons to 
be examined.



Testimony for Division of Legislative F. .lance 
regarding

Alaska General Stock Ownership Corporation (AGSOC)

Robert D. Hamrin

The Rir.ht Step at the Rirht Tirio 

In its 1976 Annual Report, the Joint Economic Committee made the 

following recommendation to Congress:

To provide a realistic opportunity for more U.S. citizens 

to become owners of capital, and to provide an expanded source 
of equity financing for corporations, it should be made national 

policy to pursue the goal of broadened capital ownership.

Four months later, the Committee published a staff 3tudy which after 

ixaminir.g numerous means by which to achieve broadened capital twncrship 

concluded:

Since this is a goal for all Americans and not Just employees of 
corporations, serious consideration should be given to plans that 
are open to all individuals...

Throe years later, tho state of Alaska is to be congratualnted for 

taking the first bold steps toward implementing such a plan. Talk, es­

pecially in Washington, D.C., comes cheap and there is much talk regarding 

the ills of our society and even a fair amount regarding possible remedies. 

But 95# of talk onds there. Of the 5JC that does result in new policies 

or actions, 90-95/S is simply a replay of old ideas, perhaps slightly modi­

fied. Rare, extremely rare, is the example of a bold, creativo new solu­

tion actually being implemented. This is tho primal^' point that should be 

remembered in the midst of the specific details which follow.

In the sane vein, although a few "complicsting" suggestions are offered 

below, n primary virtue of the proposed plan is its simplicity. It deals 

with one class of stock distribute. 1 equally to all citizens. Thie is a s  

it should bo for the initial general plan for broadened capital cwnorahip.



If, for example, a choice of stocks from a diversified portfolio were offer­

ed to households, wise or simply early recipients could quickly deplete 

the supply of "choice stock" and individuals who are not knowledgeable and 

perhaps have never owned stock would be handicapped in making wise choices 

on a diversified portfolio.

The AGSOC, if established, will be long remembered as the f^rst con-
y*

crete step towards "economic democracy." The intent of this phrase has

been incisivoly portrayed by Winnott Boyd:
«

If a country in which only a few m e n  and women are citizens 

is politically unjust, the remedy is not to abolish citizenship 
but to make all men and women citizens. If an industrialized 
country in which only a few own all the capital is economically 
unjust, the remedy is not to abolish private capital but to make Jt 

possible for all to become owners of sotne of it.

An Economic Perspective 

Statistics show that in tho early 1970s, nearly ono out of every 

eight American families had essentially no financial net worth and the 

majority had a financial net worth of loss than $10,000. This illustrates 

the fragile, debt-underwritten affluence of American households and the 

fact that the economic democracy spoken of nVove i3 far from a reality.

If economic democracy is to be the coal, then EbOPs. c »d TPAGOPs 

which constitute tho current national policy for broadening capital ownership 

cannot be the final answer. Because tho majority of individuals would not 

significantly benefit from such employce-centored plans, there is a lack 

of intoreat and support for than. This again points to tho nood for a 

plan that rcachos everyone. There is much to bo said for tho excitement 

flteirfldng from a commonly uhared experience among all Alaskan citizens 

that ouch a plan in likely to generate.

Tho ACJCC has many attractive features. It can benefit ovcryone or 

be targeted to whatever groups may be deal rod. It does not favor corporate



officers or executives, or persons employed by the most successful or 

most capital-intensive corporations. It does no force a rift between 

a worker and his or her union nor does it create a clinate in which union 

leaders might take control of corporations. It does not depend, as 

EGOPs and TiiAoOPs do, upon tax subsidies, tax benefits, or the loss of 

tax revenues. ^
i

What the AGSOC does do is most important. It allows all Alaskans
S

to share directly in their highly productive economy, thus increasing 

purchasing power as more dollars flow as dividends to lower and middle income 

households. Rclatedly, it should establish a stronger foundation for 

future economic growth which would be stimulated by the increased census.p- 

tion riemar flowing from the augmented incomes of consumers. It also 

does more in tcims of providing a more equitable distribution of income 

and wealth without disturb: ng present holdings than nny other plan that 

has boon suggested to date. A "inal important non-cconomic benefit is 

that by enabling all citizens to "participate" in pronuctior. not only 

through their labor but also through capital ownership, tie ACSCC will 

3eat! to a bettor understanding by Ala3kaii3 cf the workings >f the private 

enterprise r.ystom.

Basically, tho AGSOC is recognizing that some portion of tho state's 

immense "public wealth" should bo distributed directly to tho people. The 

stato govcrizne.it can facilitate this by providing a mechanism whereby nil 

individuals hnve equal access to credit in order to obtain stock on the 

basis of its anticipated future earnings.

Cri t ique cf the Kcj so Study

My general reaction to the Kelso study was ono of disappointment. In 

specifying the legal and financial design of the KL .CC , it did not go much



4 .

beyond the provisions specified in the Revenue Act of 1978. The other major 

part - the economic reasoning supporting the bill - was riddled with incor­

rect statements, some of a serious nature which should be divorced frcr.i 

the considerations on establishing an AC30C. What was needed was not 

simply tl.i, "design" of fin AGSOC but an analysis of it which would specify 

first why this type of corporation should be established over other means
T

of broadening capital ownership and second its numerous effects. J

Before highlighting the incorrect statements in the "economic reas­

oning" section, I have two questions regarding the design of this project 

as proposed by Kelso. Tho first regards his statement on page $ that the 

proposed design permits an "emigrating shareholder to take his stock with 

him in order to continuo to enjoy its income in tho future." This seems 

to violate the spirit of the AG30C proposal. It dooo not seem right that 

someone who recently moved t-' Alaska with the intent of staying only a 

few years can leave with a share of stock within a couple of years.

Tho more serious matter regards-the question of future financing and 

distribution of newly creatod stock. On page 20, the Kelso study dis­

cusses new residonts purchasing shares from the initial diutrilntion which 

tho corjicration hod bought back. I could find no discussion, however, of 

how the shares from « second major investment a few years henro would be 

distributed. Would just new residents receive such shares? Would all res­

idents receive the shares? If so, would they all receivo equal shares?

This point needs to bo clar5ficd in tho bill.

Regarding the economic reasoning section, tho most serious problem is 

tho insertion of Koloo's two factor theory contention that we have been 

operating under one factor (labor) theory aid policy: "The notion that

labor ie tho only, or chief, factor of production ia tho keystone of the



conventional economic wisdom." (p. 17) This is patently false as capital 

has been at the forefront of econoric analysis for most of this century.

The danger is that linking the AGSOC to two-factor theory would instantly 

discredit the AGSOC. Furthermore, there is no need to bring one factor, 

two factor or e'.en three factor (which is what economics has emphasized 

for 200 years) theory into a discussion of a plan to broaden capital ownership.

It should also be noted that the so-called two factor theory is really 

the clearest example one could hope to see of a one factor thecry: "an

age when wealth is chiefly produced by things" (p. 21) or "affluence 

is r.ot the product of the human factor but the non-human factor." (p. 22)

Such statements have no basis in reality.

Other statements that are incorrect arc: "still pretending to believe 

that labor's productivity is rising" (pp. 16-17) because everyone has 

acknowledged for years the decade long decline in labor productivity;

"there could be no physical shortage of purchasing power..." (p. 23) 
because the concept of a physical shortage cannot relate to purchasing 

power; and "since the corjoratc sector produces b7^ of non-agricultuial, 

non-govcrnnontal goods and services, it also generates e7% of tho economy's' 

purchasing pcwor" (p. 2J>) because purchasing power anil production are not 

equivalent to each other, boing two distinct phenomena. There is uluo a 

factual error on p. 10 for tho maximum corporate inccro tax rate is now

Sncci f l c  Comments £nd Kocow icndst lon s
1 have n number of concerns regarding dividends. First, it is un­

clear to mo when they start being distributed. Also, doc3 the 90jC manda­

tory payout refer to net income n£t°X the loan payment ias been node?

Belatedly, I could find no previsions in the bill related to repayment of 

the loan, jiarticulorly regarding tho time period. This should to clearly 

specified.



hegarding the distribution of dividends, I have noted that a one share 

per citizen distribution is appropriate in the beginning. However, if the 

goal is to provide capital ownership to those who otherwise would likely 

never own capital, the idea of distributing future shares according to 

income level should be explored. It is hard to justify giving free shares 

to that top 5^ Kelso so often refers to who own most of the inccme- 

producing capital today. Perhaps a simple sliding scale would be most 

equitable: 3 shares to those making $0 - 12G00; 2 shares for $12 - 25000,

1 share for $25 - 40000 and no shares for $/*CC00 and above. The ques­

tion of whether all citizens or just adults should be share recipients 

needs to be examined. Also, should long-standing Alaskan citizens receive 

favored treatment over ncwccirors? Such questions would become mere sig­

nificant as future investments a r e  undertaken by AGSOC.

Ky other set of comments relate to project evaluation. Sor.ator 

Craved has suggested the type of c v a l u & M o n  he would U k e  to see in the 

Congressional Record of October 2/*, 1976. -I encourage .he Alaskan State 

Legislature to incorporate these roquirenents into the legislation estab­

lishing the AGSOC: that the annual report of the GSCC filed with the

Treasury Department include studies of the effoct of the GSOC on distri­

b u t e  i of income and wealth, tho level of transfer payments mode or 

required, the social arid demographic profiles of GSOC shareholders, tho 

lovol of economic understanding of GSOC shareholders, and possible beneficial 

revisions to the CSOC legislation. Tho legislature may also want to more 

clos- ly oxamino the refect on state revenues and outlays as well as conduct 

a more in-depth survey of a sample of recipients which could be used os 

input tc an annual "Report from the People1' which cou^d be distributed to 

all Alaskans.
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Jan ies M Ict w ere  ab le  to  c rea te  and  fu n d  the E con om ic  anil I v -w ’ 
o p n v n t  (.'•• p< ir.it io n , a separa te Sw iss c om p a n y , and  pas 
to  O r . H u b e rt  W c is b ro t l, a Sw iss a tto rn e y , to  s t im u la te  West ( 
m an  jet sa les w ith ou t th e  know led ge  o f  the  Ix ia rd  o r ,  a p p a re n t ly  
o th e r s en io r execu tives .

A t 3-M. cha irm an  B e rt  C ro ss  and  finances v ice  p res iden t Irw ir,
H an sen  o rd e re d  th e  c om p an y  in su ran ce  d ep a rtm en t t o  pay  out 
$ 5 0 9 ,0 0 0  f o r  im ag in a ry  in su rance  and the  b o o k k e e p e r to  fra u d u ­
le n t ly  re c o rd  the p aym en ts  as a “ necessary  and  p ro p e r ”  ’  isiness 
expense  fo r  tax pu rp o se s . A lth o u g h  the  tran sac tion s  lacked 
req u ire d  d ocum en ta tion , th ey  w e re  app roved  b y  b o th  depa rtm en ts 
and la te r “ v e rifie d "  b y  1 ia sk in s and  S e lls , th e  o u ts id e  a u d ito r .

A sh la n d  O i l C o rp o ra t io n 's  c h ie f execu tive  o ff ic e r , O rw in  E .
A tk in s , in vo lv ed  at least e ight execu tives in  i l le g a lly  gene ra ting  and 
d is tr ib u tin g  $ 8 0 1 ,1 6 5  in d om estic  p o lit ic a l c o n tr ib u t io n s , a lso  w ith ­
ou t qu es tion . N o t  o n ly  w as th e  b o a rd  n o t in fo rm e d  u n ti l th e  Spec ­
ia l P ro s e c u to r ’s O ff ic e  and  In te rn a l R c sc n u e  S e rv ice  c om pe lled  
A tk in s  to  d r ib b le  ou t d e ta ils  o f  the  m isa p p rop r ia tio n  o f  fu n d s , but 
E rn s t  and E rn s t , A sh land 's accou n tan ts , d id  n o t e ffe c t iv e ly  inves­
tig ate  any  o f  h a lf  a d ozen  separa te  accounts it d iscove red  that sug ­
gested A sh land 's  ille g a l c ou rse  o f  action .

The Lcqal Basis o f Management Power
T h e  lega l basis fo r  such a c on so lid a tio n  o f  p ow e r in the  hands o f  
the c o rp o ra t io n ’s c h ie f execu tive  is the  p ro x y  e le c tion . A n n u a lly  the 
sh a reh o ld e rs  o f  each p u b lic ly  h e ld  c o rp o ra t io n  a re  g iven  the  o p p o r ­
tu n ity  o f  c ith e r a ttend ing  a m ee ting  10 n om ina te  and  e lect d ire c to rs  
o r  re tu rn in g  p ro x y  cards to  m anagem en t o r  its c h a llen g e rs  signing 
o v e r th e ir rig h t to  vo te . E cu  sh a reh o ld e rs  p e rson a lly  a ttend  m eet­
ings. S y lv a n  h i iv i r ,  a R eu te rs  c o rre sp on d en t w h o  cove rs  o v e r 100 
W ilm in g to n  a n n u a l, m eetings each y e a r , e lcsc ribetl rcp» cscntative 
1974 m eetings in an in te rv iew : A t C itie s  S e rv ic e  C om p a n y , the 
77 th  la rgest in d u s tr ia l c o rp o ra t io n  w ith  som e 1 3 5 ,0 0 0  sh a reh o ld e r* .
15 sh a rch o id e .s  a c tu a lly  a ttc iu lcd  th e  m ee ting ; E l P aso  N a tu ra l G a* 
w ith  1 :5 ,0 0 0  sh a reh o ld e rs  had j o  sh a reh o ld e rs ; at G oca C o la , the 
6 9 th  la rgest c o rp o ra t io n  w ith  7 0 ,0 0 0  sh a re h o ld e rs , : j  sha reho lde r* ,ljr L

S c u t e s  :  ~7 a m > * ) c J * e _

f t / N X *  t n U S M  * » o

80 f  Tamr.g the Ctu’ it  Corfxjratir,n
,rrnded the annua l m ee ting ; at B r is to l M eye rs  w ith  6 0 ,0 0 0  sha re - 
b H c r s  a lik e  25 sh a reh o ld e rs  appeared . E scn  “ C am pa ig n  C M , "  
the m ost p u b lic iz e d  sh a re h o ld e r cha lleng e  o f  the past tw o  decad es, 
attracted n o  m o re  th an  3 ,tx x i o f  G en e ra l M o to rs ’ 1 ,4 0 0 ,0 0 0  sha re ­
ho ld e rs , o r  ro u g h ly  tw o -te n th s  o f  o n e  p e rcen t.

I b u s , c o rp o ra te  d ire c to rs  a rc  a lm ost in v a r ia b ly  chosen  b y  
w ritten  p ro x ie s . V e t m anagem ent so  to ta lly  d om in a te s  the p ro x y  
m ach in e ry  th a t c o rp o ra te  e lec tion s  have  com e to  re sem b le  th e  S o ­
viet U n io n 's  euphem is tic  “ C om m u n is t b a llo t ” — that is , a b a llo t 
which lists  o n ly  on e  s la te  o f  c and id a tes . A lth o u g h  fe d e ra l a nd  state 
law s re q u ire  th e  annua l p e r fo rm an c e  o f  an e lab o ra te  scries <d r itu a ls  
p re te n d in g  th e re  is “ c o rp o ia tc  d em o c ra c y ,"  in  1973 , 9 9 .7  p e rcen t o f  
the d ire c to r ia l e lec tion s  in  o u r  la rgest c o rp o ra t io n s  w ere  un con - 
tcstcd .

O f  the  6 ,7 4 4  c o rp o ra t io n s  req u ire d  to  fi le  data w if h the S e cu ri­
ties and  Exchange  C om m is s io n , in cum ben t m anagem ent re ta in ed  
c o n tro l in at least 6 ,7 3 4  c om pan ie s , o r  9 0 .9  p e rcen t. In  th e  5 0 0  
la rgest in d u s tr ia l c o rp o ra t io n s— co rp o ra t io n s  w h ich  account fo r  
som e  6 6  p e rcen t o f  th e  sales o f  a ll in d u s tr ia l c o rp o ra t io n s  in  the  
U n ite d  S ta tes— no  in cum ben t m anagem en t was even cha lleng ed  in 
1973 . O n e -s id e d  as these  re su lts  a rc , th ey  a rc  e n t ire ly  typ ic a l fo r  
the la rgest business c o rp o ra t io n s . D u r i ig  the  18 ' ca rs fo r  w h ich  
da ta  a rc  a v a ila b le , 1 9 5 6 -7 3 , m anagem ent has w on  9 9 .9  pe rcen t o f  
a ll p ro x y  so lic ita tio n s  in  10 ou t o f  18 y e a rs .

T1IE REST DEMOCRACY MONEY CAN IIUY
T h e  key  to  m anagem en t’ s h egem ony  is m on e y . E ffe c t iv e ly ,

| o n ly  in cum ben t m anagem ent can nom ina te  d ire c to rs— because  it 
has a n e a r ly  u n lim ite d  p ow e r to  use c o rp o ra te  fu nd s  to  w in  Ix ia rd  
e lec tion s w h ile  o p p on en ts  m ust p rep a re  separa te  p ro x ie s  and cam ­
paign li te ra tu re  e n t ire ly  at th e ir ow n  expense .

T h e re  is firs t m anagem en t’s p ow e r to  p rin t and post w ritte n  
com m un ic a tion s  to  sh a reh o ld e rs . In  a typ ic a l p ro x y  con te s t , m an - 
igcm ent w ill “ fo l lo w  u p "  its in it ia l p ro x y  so lic ita tion  w ith  a b om ­
bardm ent o f  fiv e  to  ten  subsequen t m a ilin g s . A s a tto rn e ys  E dw a rd  
Aranow and H e rb  E in h o rn  e xp la in  in th e ir trea tise , Proxy Content 
for Corporate Control:

The Con ten t r f  federal Chartering / 81



Perhaps the most important aspect o f the fo llow -up letter is its role in 
the a ll-im portant efforts o f a soliciting group to secure the latest-dauJ proxy 
from  a stockholder. It is characteristic o f  every p roxy contest that a lat^e 
number o f  stockholders will sign and return proxies to one faction ar.J 
then change their minds and want to have their stock used fo r the opposing 
faction.

T h e  techn iques o f  th e  N o r th e rn  S ta tes P ow e r C om p a n y  :n 
1973 a re i l lu s tra t iv e . A t that t im e , N o r th e rn  S ta tes P ow e r C o m ­
p an y  v o lu n ta r i ly  em p lo y ed  cum u la tiv e  v o tin g , w h ich  m eant that 
o n ly  7 .2  pe rcen t o f  ou ts tand ing  shares was necessary  t o  e lect on e  
d ire c to r  to  N o r th e rn ’ s 14 -pe rson  b o a rd . T ro u b le d  b y  N o r th e rn 's  
re c o rd  on  e n v ironm en ta l and  c on sum e r issues, a b ro a d ly  based c o ­
a lit io n  o f  p u b lic  in te re st g rou p s  ca lled  the  C it ize n s ' A dvoca te  fo r  
P u b lic  Utility R esp on s ib ility  (C A P U R )  nom ina ted  M s . A lp h a  
S n a b y , a fo rm e r  M inneso ta  state le g is la to r to  ru n  fo r  d ire c to r . 
T h e se  g ro u p s  then success fu lly  so lic ited  the  vo te s o f  o v e r  14 p e r­
cent o f  a l l sh a re h o ld e rs , o r  m o re  th an  tw ic e  the  vo te s necessa ry  to  
e lec t h e r to  the b oa rd .

Northern S ta tes then bough t back the  e le c tio n . B y  so lic it in g  
p ro x ie s  a second , and then  a th ird  tim e , the P ow e r C om p a n y  was 
ab le  to  p e rsu ad e  (o r  c on fu se ) the sh a reh o ld e rs  o f  7 t  pe rcen t o f  the 
2 .8  m illio n  shares cast fo r  M s . S n a b y  to  change th e ir votes .

L a rg e r , m o re  expe rienced  c o rp o ra t io n s  a re  u su a lly  less h eavy - 
h anded . T y p ic a l ly ,  th ey  w i ll beg in  a p ro x y  cam pa ign  w ith  a series 
o f  “ b u ild -u p '' le tte rs  p re lim in a ry  to  the first p ro x y  so lic ita tio n . In  
C am pa ig n  C M , G en e ra l M o to rs  e levated  th is  stra tegy  to  a new p la ­
teau b v  encasing the P ro je c t on  C o rp o ra te  R esp on s ib ility 's  s ing le 
1 0 0 -w o rd  p ro x y  so lic ita tio n  w ith in  a 2 1 -page b ook le t spec ifica lly  
reb u tt in g  each o f  the P ro je c t ’ s charges. T h e  P ro je c t , o f  cou rse , 
c ou ld  n eve r a ffo rd  to  re sp ond  to  G M ’s cam pa ign . T h e  postage 
c osts o f  so lic it in g  G M 's  1 ,4 1x 10 00  sh a reh o ld e rs  a lon e  w o u ld  have 
exceeded S 1 0 0  0 0 0 . The cost o f  p r in t in g  a d ocum en t c om pa rab le  to 
G M ’s 21 -page b o o k le t , m a ilin g  it o u t , accom pan ied  b y  a p roxy  
s ta tem en t, a p ro x y  c a rd , and  a stam ped re tu rn  e n ve lop e  to  each 
sh a re h o ld e r m igh t have ru n  as h igh  as $500,01x1.

N o r  is it lik e ly  that the  P ro je c t o r  an y  o th e r o u ts id e  shi^e- 
h o ld e r c ou ld  m atch  G M ’s a b ility  t o  h ire  “ p ro fe s s io n a l"  p 'oxx
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to rs such as G co rg e son  & C o m p a n y , w h ich  can d e p lo y  u p  to  to o  
so lic ito rs  th ro u g h o u t the c o u n try  to  p e rs o n a lly  con tact sh a re ­
h o ld e rs . g ive  them  a cam paign speech , and  u rge  them  to  re tu rn  
th e ir p ro x ie s . B y  d a ily  tab u la tion  o f  re tu rn ed  p ro x ie s , p ro fe ss io n a l 
so lic ito rs  a re  ab le  to  id e n t i fy  on  a d a y -b y -d a y  basis the  la rgest 
b locks o f  s tock  ou ts tand ing  w h ich  have ye t to  re tu rn  a fa v o ra b le  
vote .

M anagem en t’s “ a rm y "  in  a p ro x y  contest w ill a lso  in c lu de  a t­
to rn e y s  to  p rep a re  necessary  d ocum en ts  fo r  the SEC  and d is trac t 
the o p p o s it io n  w ith  c o s t ly  lit ig a t io n ; accoun tan ts and statistic ians 
to  p rep a re  the  m ost se lf-se rv in g  fin anc ia l an a ly s is  a llow ab le ; and  
p u b lic  re la t io n s  ad v iso rs  to  p re p a re  adve rtisem en ts fo r  tra d e  jo u r ­
na ls and the  fin anc ia l sec tion  o f  m a jo r  n ew spape rs . In  the past 25 
y ea rs  the re  have  been no  m o re  than  a d o zen  instances in w h ich  in ­
su rgen ts have  been ab le  to  m atch  m anagem ent expenses in  a m a jo r 
p ro x y  figh t. O v e r  the past decade , o n ly  th e  M G M  p ro x y  contest o f  
1967 has seen in su rg en ts  m atch  m anagem en t expenses in  a la rge  
c o rp o ra tion 's  p ro x y  con test fo r  c o n tro l.

A  second advan tage— and one  that n o  ou ts id e r can m atch— is 
m anagem en t’s a b ili ty  to  use c o rp o ra te  p e rsonn e l o n  its ow n  beh a lf. 
C le r ic a l h e lp  and c le rica l fa c ilit ie s  in c lu d in g  p r in t in g  presses, p h o ­
to c op y in g  m ach ines , and add ress ing  m ach ines a rc  in v a r ia b ly  em ­
p lo y e d . S a lesp e rson s sk i lle d  in ta lk in g  to  cu stom ers arc fre q u e n t ly  
assigned to  the te leph ones to  an sw e r in qu irie s  and to  supp lem en t 
the p ro fe ss ion a l p ro x y  so lic ito rs  b y  m ak in g  d irec t ca lls  to  sha re ­
h o ld e rs . M o re o v e r , sen io r execu tives can be assigned to  te leph one  
p a rt ic u la r ly  im p o rta n t sh a reh o ld e rs  w h o  m ay  be im p ressed  b y  the 
p e rsona l c a ll o f  a to p  execu tive .

S ta te  c o rp o ra t io n s  law  has d on e  n o th in g  to  co rrec t th is in ­
equa lity  o f  c o rp o ra te  resou rces . A lth ou g h  lead ing  cases in  D e la ­
ware and N ew  Y o rk  have engaged in  m uch  gnash ing o f  teeth abou t 
lim iting  m anagem ent e xp end itu re s  to : (a ) p ro x y  con tests in v o lv in g  a 
"p o lic y "  issue , (b ) e xp end itu re s  necessary  to  in fo rm  sh a reh o ld e rs  
about the “ p o lic y "  issue , and /o r (c ) “ re a son ab le "  expenses— n o  dec i-

since n /07  in c ith e r ju r is d ic t io n  has den ied  m anagem ent the 
7»--wer 10 expend  c o rp o ra te  fu n d s  o r  use c o rp o ra te  p e rsonn e l ex - 
*•*1) iv  m anagem ent chooses . F.vcn such  seem ing ly  “ u n re a son ab le "
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e xp end itu re s  as p u b lic  re la tio n s  c ou n se l, “ e n te rta inm en ts ,”  char* 
te red  a ir lin e s , lim ou s in e s , and  the in d ire c t cost to  th e  c o rp o ra tion  
o f  u s ing  o ffic e rs  and em p loy ee s  on beha lf o f  an in cum ben t d ire c to r 
s late have su rv iv ed  ju d ic ia l sc ru tin y . B y  c on tra s t, state c ou rts  have 
fit m ly  e s tab lished  the ru le  that in su rg en ts , u t like  m anagem en t, arc 
n o t en tit le d  to  re im bu rsem en t o f  an y  cam pnign expenses as a m at­
te r  o f  r ig h t. C h a lle n g e rs  m ust d e fra y  a ll th e ir ow n  expenses , w ith  
the  sing le  s lim  hope o f  la te r be ing re im bu rsed  i f  th ey  a re  success fu l 
and  the  s toc kh o ld e rs  ap p rove .

MANAGEMENT CONTROL OF INFORMATION
M anagem en t's g r ip  on  c o rp o ra te  p ow e r is tig h tened  by  its au - 

th o r ' ty  to  p rin t and d is tr ib u te  a n nu a l, q u a r te r ly , and o th e r re p o r ts  
to  sh a reh o ld e rs . B esides the fo rm a l p ro x y  s ta tem en t, these rep o rts  
u su a lly  em b o d y  the o n ly  d e ta iled  in fo rm a tio n  sh a reh o ld e rs  rece ive 
abou t th e ir  c o rp o ra t io n .

N e ith e r  state n o r fe d e ra l law  p laces a n y  m ean in g fu l re s tr ic ­
t io n s  o n  the am oun t o f  m oney  m anagem ent m ay  spend re p o rt in g  to  
sh a reh o ld e rs . SM C P ro x y  R u le s  Jo re q u ire  c e rtific a tion  o f  financ ia l 
sta tem en ts . T h e  re p o r t , h ow eve r , “ m ay  be in  any fo rm  deem ed  
su itab le  b y  th e  m anagem en t" and is n o t sub ject to  th e  same stan - • 
d a rd s  o f  t ru th fu ln e ss  that the  text o f  a p ro x y  so lic ita tion  is sub ­
jec ted  to . C o n s e q u e n t ly , th ough  e ve ry  w o rd  o f  an in su rg en t sh a re ­
h o ld e r's  c om m un ic a tion s  w ith  o th e r  sh a reh o ld e rs  m ay  l>c 
cha lleng ed  i f  it is a rg u ab ly  " fa lse  o r m is le ad in g ,"  m ost m anagem ent 
rep o rts  a re  sub ject to  n o  tex tu a l reg u la tion  w ha teve r.

U n fo r tu n a te ly , m anagem ent rep o rts  arc fre q u e n t ly  " fa ls e  and 
m is le ad in g ."  T h e y  a re  o ften  w ritten  in  .111 upbeat p u b lic  re la tions 
ja rg on  w h ich  em phasizes “ p o s it iv e " aspects o f  the past business 
yea r w h ile  ra t io n a liz in g  o r  ig no ring  m anagem ent m istakes , financia l 
lo sses, c o rp o ra te  o r execu tive  c rim in a l v io la t io n s , o r  c iv il actions 
su ccess fu lly  p ro secu ted  against the c o rp o ra t io n . F re q u e n t ly , a* 
m uch  as h a lf  o f  the tex t o f  an  annua l rep o rt is rep resen tud  by  ove r­
sized c h a rts , c o lo re d  i l lu s t ra t io n s , an I k in d red  pub lic  re la tio n s  pit" 
m ic k ry .

I h e re  is o fte n  litt le  d iffe re n ce  be tw een  the text o f  a f j i l i r v  »', r  
p o ra t io n ’ s annua l rep o rt and a h ea lth y  c o rp o ra tion 's  rep o rt b «  M
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am p le , a lth ou gh  subsequent c ong re ss iona l te s tim on y  m ade c lea r 
that L ockh eed  w ou ld  have g one  b an k ru p t un less it rece ived  an 
em ergency  loan  gua ran tee  f r o m  the  fe d e ra l g o ve rnm en t, L o ck ­
heed ’s 1969  annua l rep o rt m anaged to  ig no re  the p rom in en t debate 
in C ong re ss  o v e r  w he the r the fe d e ra l g o ve rnm en t sh o u ld  "b a il o u t"  
the firm . In s tead  sha reho ld e rs  read  the fo llow in g :

It is disappointing to h jvc  to  record a net loss fo r the year. Yet set­
backs like this are singularly possible in an industry’ so dependent upon 
government policy and the cb l and flow o f  domestic and international de­
velopments.

We have experienced them before and in each case have emerged 
stronger than ever. We arc confident this w ill be so again. W e say this not 
•>ut o f easy optim ism but from  the knowledge that wc have many broadly 
based defense and commerc'd programs with high business potential and 
that wc arc expending n r . technical e ffo rt to meet the nation's future 
needs.
T h e  re p o r t  then  spent six pages suggesting that Lockheed 's fin an ­
c ia l d iff ic u lt ie s  w e re  p r im a r i ly  the re su lt o f  c on tra c tu a l m isund e r­
stand ings w ith  the fe d e ra l g o ve rnm en t. It  s t ro n g ly  suggested that 
the  fe d e ra l g ove rnm en t w ou ld  c om p rom ise  in  these d ispu tes . It was 
o n ly  after the Sena te  vo ted  an E m e rg en cy  L o an  (iu a ra n te c  b y  the 
razor-thin m arg in  o f  49- 4H in A ugust 1971 that back  heed rep o rted  
to  its sh a reh o ld e rs  that w ith ou t th is  cong ress iona l su b s id y  the c o r­
p o ra tion  w ou ld  have co llap sed .

A  s im ila r lack o f  ve rac ity  appea red  in the 1973 A nn u a l R ep o rt 
o f  the f r a n k l in  N ew  Y o rk  C o rp o ra t io n , w hose p rin c ip a l sub s id ia ry  
was the F ra n k lin  N a t io n a l B a n k , the la rgest state bank eve r to  fa il 
in the U n ite d  S ta tes . Ju st a few  m on th s l>cforc the C o m p t ro lle r  
decla red the F ra n k lin  N a tio n a l B an k  in so lv e n t, the co rp o ra tion 's  
m anagement rep o rte d  to  it •» sh a reh o ld e rs  that " In  1973 F ra n k lin  
m n sc d  an im po i ant th re sh o ld  so that it is now  in  a p o . i t ion  to 
move fo rw a rd  in  e stab lish ing  its e lf as a m a jo r w o r ldw id e  financ al 
“ "♦'•ution and a lead ing  m on ey  c en te r b ank ing  o p e ra t io n ."  N o ­
where m  the re p o rt was any  m en tion  m ade o f  the fo re ig n  cu rre n c y  
^ c u l j t i o n  o r  im p ro v id en t re a l estate lo an s w h ich  fo u r  m on th s  
* c io vcd  the b an k ’s dem ise . T h is  was a se riou s om iss io n , (n r  the 

. • • s l o i n n  o f  fin anc ia l loss caused b y  F ra n k lin '*  co lla p se  w i t
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ab so rb ed  b y  the sh a rch o ld e r-rc a d e rs  o f  th is  re p o r t , no t the m anage­
m ent o r  the  p ub lic  re la t io n s  firm  w h ich  w ro te  it . T h e se  share 
h o ld c r-re ad e rs  w ere g iven  a b so lu te ly  n o  w a rn in g  o f  w hat was c om ­
in g , n o  o p p o rtu n ity  to  exe rt th e ir p re rog a tiv e  to  changc 
m anagem ent n r to  v o te  a m o re  t im e ly  d is so lu tion .

N o r  van in su rg en t sh a reh o ld e rs  ob ta in  m uch add ition a l in fo r ­
m ation  fro m  th e ir ow n  c o rp o ra t io n  w hen th ey  p rep a re  fo r  a p ro x y  
cha llenge . T h e y  lack  the lega l to o ls  to  gain access to  live  in te rv iew s 
w ith  c o rp o ra te  execu tives , boai m eeting s, o r  m em o randa  w h ich  
c ou ld  d ocum en t in te rn a l d eba te , m anagem ent e r r o r , d e roga tion s o f  
law , s lo p p y  e xecu tion  o f  p o lic y , o r  eve*- he con ten t o f  m anage­
m ent's p o lic y  fo rm u la t io n s .

A l l o f  w h ich  is a b iz a rre  c om m en ta ry  on  the S ecu ritie s  and  
E xchange C om m iss io n . T h e  fed e ra l secu rity  law s em phasize  d isc lo ­
su re . T h e  C om m is s io n  has c la im ed  that its P ro x y  R u le s  “ rep re sen t 
an e ffec tiv e  c o n tr ib u t io n  to  c o rp o ra te  d em oc racy  ’ because d is c lo ­
su re  enab les in d iv id u a l in ve sto rs  to  exercise som e m easu re  o f  c on ­
t ro l o v e r th e  m anagem en t o f  th e ir c o rp o ra t io n . A lth o u g h  the S e ­
cu ritie s  and Exchange  A c t o f  1934 au th o rizes  the S E C  to  req u ire  
annua l and q u a r te r ly  re p o rts , in c lu d in g  the  a u th o r ity  to  p re sc rib e  
" th e  item s o r  de ta ils  to  be sh ow n  in  the ba lance  sheet and the e a rn ­
ings statem ent . . . sh a reh o ld e rs  can not c om pe l th e ir c o rp o ra ­
tion  to  g ive a p ro d u c t lin e  o r  d iv is io n  accoun ting  so as t o  uncove r 
u n p ro fita b le  op e ra tio n s . Spec ific  m anagem ent m istakes m ay thus 
Ik- subm e rg ed  in c on so lid a ted  financ ia l re p o rts . S h a reh o ld e rs  m ay 
w ish  to  know  w he th e r execu tives are using expense accounts im ­
p ro p e r ly  o r  a re  being in dem n ified  fo r  ce rta in  c iv il o r  c rim in a l lia b i l­
ities. T h e y  cannot fin d  o u t. T h e y  m ay  w ish  to  read m inu tes o f  the 
m eetings o f  c o rp o ra te  d ire c to rs— w h om  th ey  e lec t— o r rep o rts  o f  
decisions b y  execu tives respec ting  c o rp o ra te  p ro p e r ty — which 
sh a reh o ld e rs  ow n . L  tu lc r fe d e ra l securities law s , they  have n o  legal 
rig h ts  to  d o  so.

I  n d e r Sta t e  S ta tu to ry  law , sh a reho ld e rs  th e o re t ic a lly  h i 'c  
b ro ad  righ ts to  exam ine  c o rp o ra te  reco rd s . S ta te  statutes typ ica l!' 
au th o rize  in spec tion  o f  s h a reh o ld e r lists— w ith ou t w h ich  a sha-e 
h o ld e r c ou ld  n»t e sen  In-gin a p ro x y  so lic ita tio n— an il "o th e r ! • • * *  
and re c o rd s ."  Hut th is access is c ircum sc rib ed  b y  legal t«V  *
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m ents o f  “ g o od  fa i th ,"  " p ro p e r  p u rp o se  " and  m in im um  sh a re  o w n ­
e rsh ip . as w e ll as am p le  o p p o rtu n it ie s  fo r  m anagem en t to  d e la y  
com p lian ce  w ith leg itim ate  sh a re h o ld e r d em and s b y  fo rc in g  e xp en ­
sive c ou rt tests.

A lm o s t in v a r ia b ly  sh a rch o lu  -rs p re va il in  c o u rt  b a tt le s  to  se­
cu re  a sh a reh o ld e r lis t , fo r ,  as a lc a d i..t P e n n sy lv a n ia  d t c b io n  p u t 
it, " . . . the righ t to  exam ine  the s to c k h o ld e rs ’ lis t is a basic  p r iv i­
lege o f  e v e ry  s to c kh o ld e r o f  a c o rp o ra t ion  and  sh ou ld  lie  g iven  the  
w idest recogn ition  as fu nd am en ta l to  c o rp o ra te  d e m o c ra c y ."  B u t 
the c ou rts  a re  re lu c tan t to  en fo rce  sh a re h o ld e r d em and s fo r  o th e r  
in fo rm a t io n . D o c t r in a lly , th is  has liccn  ra t io n a iiz rd  as d e te rr in g  e x ­
cessive " s to c k h o ld e r a g ita t io n ."  T h e  S u p rem e  C o u r t  o f  M inn e so ta  
ra th e r m c lod ram atica ! /  e xp la ined  w h y  in th e  le ad in g  case o f  Stale 
Ex rtl. Pillsbury v. Honeywell:

In  terms o f  the corporate norm , inspection is merely the act o f the 
concerned owner checking on what is in pan his p roperty . In  the context 
o f the large firm , inspection can lie more akin to  a weapon in corporate 
warfare. T he  effectiv eness o f the weapon is considerable: “ considering the 
huge size o f many modern corporations and the necessarily complicated 
nature ol their bookkeeping, it is plain that to perm it thousands o f  share­
holders 10 roam  at w ill 'hrough iheir records w ill render impossible not 
on ly  any attempt to keep their records e ffic ien tly , hut the proper carrying 
on o f  their business." . . . Because the power to  inspect may be the power 
to destroy, it is important that on ly  those with a bona fide interest in the 
corporation en joy the power. .

A la rm in g  as the specte r o f  “ th ousands o f  sh a reh o ld e rs  ro am in g  
at w i l l"  th rou gh  on ce  e ffic ien t c o rp o ra tio n s  m ay be , it can o n ly  be 
c on ju red  up  by  c ou rts  so cunn ing  as to  o v e r lo o k  th e ir in h e ren t 
jud ic ia l p ow e r to  restric t an y  sh a reh o ld e r access t o  c o rp o ra te  data 
to  reasonab le  n um be rs  o f  sh a reh o ld e rs  at rea sonab le  tim es and  rea ­
sonable p laces. Vet p h an tom  o r  n o t , this ra t io n a le  has been em ­
p lo yed  in recen t decis ions to  d en y  on e  A & f*  sh a re h o ld e r access to

m inu tes o f  Ix u rd  m eetings and in fo rm a t io n  re le v an t t o  s to re  
'•'ungs; to  d e n y  R a ls ton  I ’ u rin a  sh a reh o ld e rs  access to  m o n th ly  

pro fit ana lyses em p lo y ed  b y  m anagem en t; and to  d e n y  sha re - 
• • 'rx  1.1 ( , u | f  S u lp h u r  C o rp o ra t io n  in fo rm a t io n  c on c e rn in g  a firm  

* '*> which ( . u l f  p rop osed  to  m erge .
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MANAGEMENT CONTROL OF THE LAW
M anagem en t p ow e r is fu r th e r  en tren ch ed  b y  th ree  sign ifican t 

legal advantages.
F irs t , in a p p ro x im a te ly  9 0  pe rcen t o f  a ll la rge  in d u s tr ia l c o r ­

p o ra t ion s , cum u la tiv e  v o tin g  is not re q u ire d . In  these  c o rp o ra tion s , 
a m in o r ity  o f  sh a reh o ld e rs— e v e n  a m in o r ity  as sub s tan tia l as 4 9 .9  
p e rcen t— m ay be p re c lu d ed  fro m  e lec ting  even  on e  d ire c to r  to  the 
b o a rd .

U n d e r  c um u la tiv e  v o t in g , each sh a re h o ld e r is en tit le d  to  
votes equa l to  the n um b e r o f  his o r  h e r shares m u lt ip lie d  b y  the 
n um b e r o f  d irec to rs  t o  be e lec ted . T h e  s h a re h o ld e r m ay  cast a ll 
his o r  h e r votes fo r  a s ing le  cand id a te  o r  d is tr ib u te  them  am ong 
tw o  o r  m ore  cand ida tes as be o r  she sees fit . C u m u la t iv e  vo ting , 
th e re fo re , h e lp s  to  p ro tec t th e  financial in te rest o f  m in o r ity  share­
h o ld e rs  b y  assu ring  them  vo ice  on  th e  b o a rd  o f  d ire c to rs . A nd  it 
p ro te c ts  the p o l i t i c a l  in te re st o f  m in o r ity  sh a re h o ld e rs . F o r w ith ou t 
cum u la tiv e  v o t in g , the  ten d en cy  o f  la rge  in d u s tr ia l c o rp o ra t ion s  
to  pe rp e tu a te  o n e -p a rty  ru le  is p o w e r fu l ly  enhanced . A s  P ro ­
fe sso r C h a r le s  M . W illiam s  d em on s tra te d  a lte r  a n a ly z in g  p ro x y  
con tests fo r  the  yea rs 1 9 4 3 -1 9 4 8 , c o rp o ra t io n s  w ith  cum u la tiv e  
v o tin g  w ere m o re  th an  tw ice  as like v  to  have  p ro x y  con tests as 
those  w ith ou t.

Because o f  these b ene fits , cum u la tiv e  v o tin g  has e n jo y e d  c on ­
s id e rab le  p o p u la r ity . F rom  1870 , w lu n  I l lin o is  becam e the first 
state to  req u ire  cum u la tiv e  v o t in g , u n t i l 1 9 55 , 13 states had es­
tab lish ed  ab so lu te  req u irem en ts  f o r  c um u la tiv e  v o tin g . A d d i­
t io n a lly , fe d e ra l law req u ire s  c um u la t iv e  v o tin g  fo r  o v e r  5 ,0 0 0  
banks sub ject to  the F ede ra l B an k in g  Act o f  1933 (a lth ou gh  the in ­
tent o f  th is law has o fte n  been fru s tra te d  b y  bank  b o ld in g  com pany  
s tru c tu re s ); and  the S ecu ritie s  and F.xchangc C om m iss io n  has con ­
sis ten tly  req u ire d  cum u la tiv e  v o tin g  fo r  c o rp o ra t io n s  sub ject to  the 
P u b lic  U ti lity  H o ld in  Act o f  1935 and  c o rp o ra t io n s  undergo ing  
reo rg an iza tion  u n d e r C h ap te r X  o f  th e  B an k ru p tc y  A ct. As an at­
to rn e y  snap|K-d in 1950  in fru s t ra t io n  at W iscons in 's  refusal »-• 
c ru e t cum u la tive  v o tin g . "C u m u la t iv e  v o tin g  is s o  ob v iou s ly  m  a. 
c o rd  w uh  iK jr lu s ic  p o lit ic a l p h ilo sop h y  o f  g ro u p  r v p r o r t o a * - • 
and ih c  party system  t lu i  it is d iff ic u lt  to  u n d e rs tan d  t l . y  •’ *

tu rc 's rep ea ted  re je c tio n  o f  it , excep t in te rm s o f  a re sp on se  to  the  
p re ssu re  o f  c o rp o ra te  m anagem ent's in te re s t ."

U n fo r t u n a t e ly , ‘ ‘ the p re ssu re  o f  c o rp o ra te  m anagem en t’ s in te r ­
est" o fte n  d oes  p re v a il in state c o rp o ra t ion  law . B e tw een  1955 and  
1972 , five states d ro p p ed  m and a to ry  cum u la tiv e  vo ting . In  1973 , 
M ich ig an  changed  fr o m  m and a to ry  to  pe rm iss ive  c um u la t iv e  vo t­
ing ; in  1974 l ,OIh C a li fo rn ia  and O h io  c on s id e re d— but d id  not 
enact— s im ila r  le g is la t io n . T o d a y , in D e law a re , as w e ll as 32 o th e r 
states , c um u la t iv e  v o tin g  is not req u ire d . T r u e ,  in  m ost o f  these 
states, c um u la t iv e  v o t in g  is p e rm itted . In  p rac tice , h ow e ve r , p e r­
m iss ive  c u m u la t iv e  v o tin g  o f fe r  ' -tie  bu t an i l lu s o ry  r ig h t. S tud ie s  
b y  P ro fe s s o r  W i lliam s  in 1951 the C on fe re n c e  B oa rd  in  1973 
in d ica te  that o n ly  ab ou t 15 pcrcc . t o f  the c o rp o ra t ion s  in  states 
w ith  p e rm iss iv e  c um u la t iv e  vo tin g  have p ro v id ed  fo r  th is r ig h t .

A n d  even in th o se  few  c o rp o ra t io n s  w h ich  v o lu n ta r i ly  in s titu te  
c um u la t iv e  v o t in g , m ost states p ro v id e  am p le  devices to  su b v e rt it . 
A lth o u g h  cum u la tiv  e v o tin g  a im s to  p reven t a s im p le  m a jo r ity  fro m  
m a in ta in in g  ab so lu te  c o rp o ra te  c o n t ro l, D e law a re  p e rm its  a s im p le  
m a jo r i t y  to  am end  th e  c o rp o ra te  c h a rte r to  repea l c u m u la t iv e  v o t­
ing . A m i D e law a re  and  som e 42  o th e r ju r isd ic tio n s  a llow  the  "c la s ­
s ific a tio n "  o f  th e  b o a rd  o f d ire c to rs . T h is  d ev ice  reduces t o  one  
th ird  o r  on e  h a l f  the n u m b e r o f  d ire c to rs  req u ire d  t o  stand fo r  e lec ­
t io n  a n u a lly  and th u s  increases th e  m in im um  vo te  necessary  to  
e lec t a d ire c to r .

M anagem en t's  second lega l edge is its p ow e r to  issue n o n v o t­
in g  stock  o r  c lasses o f  stock w ith unequa l v o tin g  rig h ts . F o r  ex ­
am p le , p r io r  t o  D c c c id Ik t  i ,  1 9 55 , th e re  v rre  th ree  classes o f  s t ic k  
in F o rd  M o to r  C o m p a n y : c om m on , C la ss  A , and  C la ss  B  O n ly  the 
(. la s s  B  shares (4 .9 4  pe rcen t o f  to ta l e q u ity ), a ll o f  w h ich  w ere  
ow ned  b y  F o rd  fa m ily  in te re sts , w ere  en tit led  to  v o te .

O n ly  I l l in o is  and  a few o th e r states fo rb id  th e  issuance o f  
classes o r  series o f  s u c k  w ith ou t v o ting  rig h ts . B u t the  re fu s a l o f 
•**>th th e  N ew  Y o rk  S to ck  E xchange  and the  A m e ric an  S to c k  E x ­
change to  list c o rp o ra t io n s  w ith  n on v o tin g  snack has su b s ta n tia lly  
reduced the n u m b e r o f  c o rp o ra t io n s  w h ich  m ay  t o ta l ly  c v isc rra te  
'h a rc h o ld c r su ffra g e , a lth ou gh  n e ith e r exchange a c tiv e ly  en fo rce s  
equal v<.iing r ig h ts .

I he th ird  s ta tu to ry  device fo r  im p a ir in g  sh a re h o ld e r su ffra g e
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r ig h ts  is a p ro v is io n  c om m on  to th e  lass o f  D e law a re  and ip  
p a re n t ly  e v e r ) ’  o th e r ju r isd ic tio n  req u ir in g  th e  subm iss ion  o f  p row  
m a te ria ls  o n ly  to  shareholders of record. T h is  in nocen t sound ing 
req u irem en t e ffe c t iv e ly  d isen franch ises  a p p ro x im a te ly  50  percent 
o f  th e  bene fic ia l ow ne rs  o f  c o rp o ra te  stock in  the la rgest in du stria l 
c o rp o ra t io n s . F o r  a p p ro x im a te ly  j o  p e rcen t o f  the  s tock  in the 
1 ,8 0 0  com pan ies traded  on  th e  N ew  Y o rk  S to ck  E xchange  is he ld 
b y  m u tu a l fu n d s , li fe  in su rance  o r  p ro p e r ty  and casua lty  in su rance 
com pan ie s , p riva te  pension  fu nd s  (u s u a lly  adm in is te red  th rou gh  
com m e rc ia l b ank  tru s t d ep a rtm en ts ), state and  lo ca l pen s ion  fu n d s , 
fo u n d a t io n s , u n iv e rs ity  e nd ow m en t fu n d s  o r  o th e r in s titu tio n a l in ­
v e s to rs . T h e  resu lt is a m oc ke ry  o f  sh a re h o ld e r d em oc ra c y : Approx­
imately f 0 percent of the votes in our largest industrial corporations are 
cast by financial intermediaries— tint the real owners.

T h e se  in s titu tio n a l sh a reh o ld e rs  p ro v id e  v ir tu a lly  n o  check to  
c o rp o ra te  m anagem en t. M ost financ ia l in s titu tio n s , a cco rd ing  to  the 
S F C ’s 1971 Institutional Investor Study, fo l lo w  w ha t is kn ow n  as 
" T h e  W a ll S tree t R u le " : A n  in vestm en t in  a business c o rp o ra t io n  is 
c on s id e red  an in vestm en t in  that c o rp o ra t io n ’s m anagem en t; i f  the 
fin an c ia l in s titu tio n  ceases to  like  w hat m anagem en t is d o in g , the 
in s titu t io n  se lls  the stock . B y  exam in in g  the vo ting  practices o f  215 
la rg e  in s titu tion s  betw een Jan u a ry  1, 11/17 and S ep tem b e r 30 , 
1 9 6 9 , the S E C  d e te rm in ed  that a f p ro x in ta tc ly  3 0  pe rcen t o f  these 
in s titu tio n s  alvays vo ted  fo r  m anagem ent (in  e lec tion s o th e r than 
vo te s fo r  d ire c to rs ). F o r  the  rem a in ing  in s titu t io n s , Ix tth  vo ting  
against m anagem ent and ab s ten tion  w ere  fo u n d  " t o  h i a re la t iv e ly  
in fre q u e n t p h en om enon  " F o r  e xam p le , in o n ly  if* instances d id  
any o f  the 215 in s titu tion s  vote  against an acqu is ition  fa v o re d  b y  
m anagem en t, “ a m in iscu le  fra c tio n  o f  such tran sa c tio n s ."

T h e  S E C  conducted  its s tu d y  b e fo re  the  p ro li fe ra t io n  o f  sh a re ­
h o ld e r  p ro p o sa ls  d irec ted  at socia l issues and  p rec ip ita ted  b y  C am - 
p a icn  C M . In  the past five y ea rs , som e financ ia l in s titu tion s  have 
cs* l i s h e d  fo rm a l p ro cedu re *  to  c on s id e r sh a re h o ld e r p u b lic  p o lic y  
o r  e th ica l p ro p o sa ls . A cc o rd in g  to  n ew s le tte rs  p u b lish ed  by  the 
C o u n c i l o n  E con om ic  P r io r it ie s  and  the In v e s to r R esp on s ib ility  
R esea rch  C e n te r , a sm a ll n u m b e r o f  c h u rch -re la te d  fu n d s , fo u n d a ­
t io n s , and un ive rs ities  have  suppo rted  sh a reh o ld e r p rop osa ls  re ­
specting  d isc lo su re  o f  p o lit ic a l c o n tr ib u t io n s ; w ith d raw a l from
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V nnh  A fr ic a . R h od e s ia , o r  N am ib ia ; o p p o s it io n  to  m ili ta ry  p ro ­
duc tion : o r  rev iew  o f  c o rp o ra te  sa fe ty , env iro n m en t , occupa tion a l 
d isc rim in a tion , o r  c om m u n ity  p ro g ram s . S ince  m ost in s titu tio n a l 
shares a re  vo ted  b y  b an ks , in su rance  com pan ie s , and m u tu a l fu n d s , 
an il these financ ia l in s titu tion s  have sh ow n  o n ly  a n eg lig ib ly  g rea te r 
w illin gness to  oppose  m anagem en t, the o v e ra ll p a tte rn  o f  in s titu - 
tiona l v o tin g  has changed li t t le  in  the  past fiv e  y ea rs .

m a n a g e m e n t  c o n t r o l  o f  o t h e r  f u n d a m e n t a l
DECISION-MAKING

H is to r ic a l ly , sh a reh o ld e rs  c o n tro lle d  th e  business c o rp o ra t io n  
not o n ly  th ro u g h  the e lec tion  o f  d ire c to rs  b u t a lso  th rou gh  sha re ­
h o ld e rs ' p ow e r to  in itia te  and  vote u p on  a ll fu n d am en ta l changes in 
the ch a ra c te r o f  the c o rp o ra t io n . M anagem en t's a b ili ty  to  in itia te  
change was c a re fu lly  c irc um sc rib ed  b y  re q u ir in g  tw o -th ird s  o r  
th re e - fo u rth s  a ffirm a tiv e  vo te s fo r  c h a rte r am endm en ts , b y law  
chan ces , m e rg e rs , sa les o f  assets, s tock issuance , re c ap ita liz a tio n , o r  
d is so lu tio n  and  was fu r th e r  lim ited  b y  sh a re h o ld e r app ra isa l and 
p reem p tiv e  rig h ts .

U n d e r  D e law a re ’s G en e ra l C o rp o ra t io n  I j w ,  sh a reh o ld e rs  
have lo s t n e a r ly  a ll p ow e r t o  in it ia te  c o rp o ra te  change. O n ly  the 
boa .1 o f  d ire c to rs  m ay  p ro p ose  c h a rte r  am endm en ts , a m e rg e r , o r  a 
sale o f  assets. T h e  S E C  P ro x y  R u le s  c om p lem en t D e law a re 's  c o r ­
p o ra tion  law b y  d e n y in g  sh a reh o ld e rs  o p p o rtu n ity  to  com m un ica te  
op p o s it io n  to  m anagem ent p ro p o sa ls  o r  to  suggest m od ifica tion s in  
m anagem ent's fo rm a l p ro x y  p ro p o sa ls .

T h is  rou t has been su b s ta n t ia lly  rep lic a ted  in a ll o th e r trad ing  
ch a rte rin g  states. In d eed , the  trend  o f  recen t rev is ion s to  state c o r­
p o ra tion  law has been to  a ttem pt to  d en y  th e  sh a reh o ld e r an y  vo te  
at a ll! M o d e rn  c o rp o ra te  d ra ftsm en  in v a r ia b ly  w rite  s h o rt , p u re ly  
fo rm a l ce rtifica tes o f  in c o rp o ra t io n  and th en  p lace m ost o f  a c o r ­
p o ra t io n ’s ac tua l g o ve rn in g  ru le s  in  its b y law s , w h ich  the ce rtific a te  
estab lishes can be rev ised  b y  the c o rp o ra t io n ’s d ire c to rs  w ith ou t 
any sh a re h o ld e r v o te . F o r  e x am p le , w hen  I T T  rc in c o rp o ra tc d  in 
D e law a re  in 1 967 , it d id  so  b y  c rea ting  a D e law a re  c o rp o ra t io n  
called the  " D c I . i t t  C o rp o ra t io n "  and  b y  th en  m erg ing  F I T ,  p re ­
v iou s ly  a M a ry la n d  c o rp o ra t io n , in to  D c L i t t . T h e  ce rtifica te  o f  in ­
c o rp o ra tion  o f  D c L it t  was o n ly  1 Vi pages lo n g . It  reads in to to :



---------------------------------------------------------------------

92 / Taming tbe Giant Corporation

C E R T IF IC A T E  O F  IN C O R P O R A T IO N  
O F

DEL1TT CORPORATION 

Artic!( i
The  name o f  the corporation is Dclitt Corporation (herein­

a fter called the “ Corporation"). T he  name and mailing address o f 
its incorporators arc as fo llow s:

NAME MAILING ADDRESS
John J. N avin 330 Park Avenue, N ew  Y o rk , N .Y . 10023
W illiam  J. Donovan 320 Park Avenue, New  Y o rk , N .Y . 10022
DcF'orcst B illyou  320 Park Avenue, N ew  Y o rk , N .Y . 10023

1  Article:
The address o f  the registered o f fit- o f the Corporation in the 

State o f  Delaware is N o . too West Tenth Street, in the C ity  o f 
W ilm ington , C oun ty  o f New C 'stle . Th» name o f its registered 
agent at such address is T h e  Corpo'ation T ru s t Company.

Article j
The purpose o f  the Corporation is to engage in any law fu l 

act o r activity fo r which corporations may l*e organized under the 
Genera l Corporation Law o f Delaware.

Article 4
The total number o f shares o f stock which the Corporation 

has authority to issue is too shares o f capital stock o f the par 
value o f $100 per share.

Arndt f
Whenever the vote o f stockholders at a meeting thereof is 

required o r perm itted to be taken for or in connection with any 
corporate action by any provision o f the General Corporation 
I .aw o f Delaware , the meeting and vote o f stockholders may l>c 
dispensed with i f  the holders o f stock having not less than the 
m inimum  percentage o f the vote required by statute for the pro- 
poscd corporate action shall consent in writing to such corporate 
action being taken, provided that prompt notice must he given to 
a ll stockholders o f the u k ing  o f such corporate action without a 
meeting and by less than u o ’ nimnu* vriticn consent.

Article ti
In  furtherance and not in lim itation o f  the powers conferred 

lay law , the Hoard o f  Directors is expressly authorized:
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f a I T o  make, a lter, amend or repeal the By-Law s o f  the C o r­

poration.
lb ) T o  direct and determine the use and disposition o f  any 

annual net profits o r net assets in excess o f capital; to set apart out 
o f any o f the funds o f the Corporation available fo r dividends a 
reserve o r reserves fo r any proper purpose; and to  abolish any 
such reserve in the manner in which it was created.

(c) T o  establish Imnus, profit-sharing, stock option , retire­
ment o r other types o f incentive o r compensation p lan ; fo r the 
employees (including officers and directors) o f  the Corporation 
and to fix the amount o f the profits to be distributed o r shared 
and 10 determ ine the persons to participate in any such plans and 
the amounts o f their respective participations.

(d ) F rom  time to time to  determ ine whether and to what cx- 
<tcnt, and at what .time and places and under w hat conditio • and 
regulations, the accounts and books o f the Corporation (other 
than the stock ledger), o r any o f  them, shall lie open to the 
inspection o f the stockholders; and no stockholder shall have any 
right to inspect any account o r  Jjook o r document o f the G *rpora- 
tion , except as conferred by statute o r authorized by the Board o f 
D irectors o r by a resolution o f the stockholders.

(e) T o  authorize, and cause to be executed, mortgages and 
liens upon the real and personal property o f  the Corporation .

Article 7
H ie  corporation reserves the right to amend, a lte r, change or 

repeal any provision contained in this (Certificate o f In co rpo ­
ration , in the manner now o r hereafter prescribed by statute, and 
a ll rights conferred upon stockholders herein arc granted subject 
to this reservation.

I  he key  sen tence is c on ta in ed  in  A r t ic le  6 : “ In  fu rth e ran ce  
and not in lim ita t io n  o f  the pow e rs c o n fe r re d  b y  law  , the B oa rd  o f  
D ire c to rs  is e xp re ss ly  au th o rized : (a ) T o  m ake , a lte r , am end o r  
repea l the B y -1 j u s  o f  the c o rp o ra t io n . . . W h a t I T T  tried  to  
do , as so many o th e r giant D e law a re  c o rp o ra t io n s  have  tried  to  d o , 
was to  t a lly  shu t sh a reh o ld e rs  ou t o f'th c  g o ve rn in g  process except 
in those  ra re  in stances in w h ich  the D e law a re  G en e ra l C o rp o ra t io n  
la ss  e x p lic it ly  req u ire s  a sh a reh o ld e r v o te— w h ich  is n o t v e ry  o fte n .

T ru e , te c h n ic a lly , sec tion 251 (c ) g ran ts sh a reh o ld e rs  a v o te  on  
management m e rg e r p ro p o sa ls . B u t th is , in fa c t , is a m ere  snare

X\
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fu r  the d im -u i t t c J  O r . lv  a sm all m in o r ity  o f  C»»rj»ifi,'c him  . K  
tu a llv  tr ig g e r th is sh a n  h o ld e r so te . I he o v e rw h e lm in g  n- i|-»r.rv t-?. 
p lo y  o n e  o f  th ree  con ven tion a l lo op h o le s  (d iscussed in the  N .u rn

S im i la r ls ,  section : * i  lim its  sh a reh o ld e r su ffrag e  in a s j r 
lease , o r  exchange o f  a sets to  tran sac tion s in v o lv in g  "a ll o r  s u U  
stan tia llv  a ll' o f  » c o rp o ra tion 's  p ro p e rty  and assets. S ince  nu-st 
la rg e  in d u s tr ia l c o rp o ra t io n s  a re  h ig h ly  d iv e rs ifie d , th is p ro v is io n  
e ffe c t iv e ly  in su res th e ir sh a reh o ld e rs  w ill neve r vo te . F o r  exam p le . 
G e n e ra l M o to rs  c ou ld  se ll an a u tom ob ile  d iv is ion  such as Pon tiac  
o r  C ad illa c  and no t re q u ire  a vote . It c ou ld  liq u id a te  h u n d red - 
n t i l l io n - d o ' l j r  p la n ts  w h ich  m anu fa c tu re  re fr ig e ra to rs , d iese l 
eng ines , and tru ck s o r  auc tion  o f f  a ll o f  its D e tro it  rea l estate and 
re lo c a te  in the P e op le s  R ep u b lic  o f  C h in a , and  sh a reh o ld e rs  w ou ld  
have n<» cho ice  in the  m a tte r. O n ly  i f  G .M  sold a ll assets used to  
m anu fa c tu re  "au tom o tiv e  p ro d u c ts ”  (ab ou t 75 p e rcen t of th e  c o r ­
p o ra t io n ) w ou ld  a sa le o f  assets req u ire  a sh a reh o ld e r vn tt.

M o re o v e r , section a7 1 is the  o n ly  D e law a re  statu te con ce rn in g  
c o rp o ra te  d iv is io n s . A D e law a re  c o rp o ra t io n  n u y  c rea te  and fu n d  
new su b s id ia ry  c o rp o ra t io n s , reg ard less o f  size ; liq u id a te  these su b ­
s id ia ries o r  c om pa rab le  d iv is ion s  and d is tr ib u te  assets to  sh a re ­
h o ld e rs ; o r  s p ir .-o f f new c o rp o ra t io n s  a ltog e th e r w ith ou t an y  sha re ­
h o ld e r vote . A s business c o rp o ra t io n s  have  e vo lv ed  these new 
fo rm s , D e law a re  and  o th e r p rin c ip a l ch a rte rin g  states have d e lib e r­
a te ly  not kept pace. C o rp o ra te  execu tives hav e not hesita ted  to  take 
advan tage o f  th is la x ity . In  the past th ree  years m any  D e law a re  
c o rp o ra t io n s  have “ g one  p r iv a te "  and !>otight u p  m in o r ity  sh a re ­
h o ld in g s  at b a rga in  p rice* d u r in g  a dep ressed  stock m arke t. T h is  
w ill a llow  fa v o red  sh a reh o ld e rs  o r th e  firm  its e lf to  reap  the p ro fits  
w hen  the c om pany 's  stock p ric e  rises O th e r  sen io r m anagem ents 
have uved the  m erge r p ro v is io n s  to  p re sen t take -ove r bids— w hich  
can bene fit a ll sh a reh o ld e rs— b y  req u ir in g  su p e r-m a jo rit ie s , such as 
75 o r  9 0  p e rcen t, to  consen t t o  an y  c on so lid  u ton  o r  sa le of th e  c om ­
panies assets.

W hither I  W ither the B o a rd  o f  D ire c to n f
But docs not th e  b oa rd  o f  d ire c to rs  w ith  its sw eep ing s ta tu to ry  

m andate  " t o  m an a ts  the business and a ffa irs  o f  e v e ry  c o rp o ra t io n "
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p r .A iJe  an in te rn a l check o n  the  p ow e r o f  c o rp o ra te  execu tives? 
V i  I o n z  ac<» the g ra n d ilo q u en t w o rd s  o f  th e  statu tes ceased to  
h jv c  aitv o p e ra tiv e  m ean ing . “ D ire c to r s ,"  W i lliam  O . D ou g la s  
com p la ined  in 1 934 , " d o  not d ire c t ."  " (T Jh c rc  is on e  th in g  a ll 
(n u rd s  have in c om m on , rega rd le ss  o f  th e ir lega l p o s it io n ,"  P e te r 
D ru ck c r has w r it te n . "They do not function. "  In  R ob e rt T ow n sen d 's  
tart a n a ly s is , " (M Jost b ig com pan ies have tu rn ed  th e ir b oa rd s  o f  
d irec to rs  in to  n o n b o a rd s . . . .  In  the y ea rs  that I ’ve  spent on  
various b oa rd s  I ’ve n eve r head a s ing le  suggestion  fro m  a d ire c to r 
(m ade  as a d ire c to r  at a boa rd  m ee ting ) that p rodu ced  an y  re su lt  at 
a l l . "

R ec en t ly  these v iew s w e re  c o rro b o ra te d  b y  P ro fe s s o r M y le s  
M ace o f  the H a rv a rd  Business S c h o o l, th e  na tion 's lead ing  a u th o r ­
ity  on  the p e r fo rm an c e  o f  b oa rd s  o f  d ire c to rs . In  Directors—Myth 
and Reality, M ace sum m a rized  the re su lts  o f  h un d red s  o f  in te rv iew  s 
w ith  c o rp o ra te  o ffic e rs  and d ire c to rs .

D ire c to rs  d o  not e stab lish  the basic ob jec tiv e s , c o rp o ra te  s tra ­
tegies o r  b ro ad  po lic ie s  o f  la rge  and  m cdium -siz .cd c o rp o ra t io n s , 
M ace fo u n d . M anagem en t creates the p o lic ie s . T h e  h o a rd  has a 
righ t o f  v e to  hu t ra re ly  exercises it. A s one  execu tive  sa id , “ N in e  
h und red  and  n in e ty -n in e  tim es ou t o f  a th ou san d , the  b oa rd  goes 
a long  w ith  m anagem en t. . . . "  O r  a n o th e r , " I  can't th in k  o f  a 
s ing le  t im e  w hen  th e  b o a rd  has fa i led  to  su pp o rt a p r o p p e d  p o lic y  
o f  m anagem ent o r  fa i led  to  e n d o rse  the re c om m enda tion  o f  m an ­
ag em en t."

T h e  b oa rd  d ocs not select the p re s iden t o r  o th e r c h ie f e xecu ­
tive o ffic e rs . "W h a t is pe rhap s the  m ost c om m on  d e fin it io n  o f  a 
fu n c tion  o f  th e  b o a rd  o f  d ire c to rs— n am e ly , to  select th e  p re s i­
d en t— was fo u n d  to  Ik - the greatest m y th ,"  rep o rte d  M ace . " T h e  
Ix u rd  o f  d ire c to rs  in  m ost c om pan ie s , excep t in a c ris is , docs not 
select the p re s id en t. T h e  p res iden t u su a lly  chooses the m an w ho  
succeeds h im  to  that p o s it io n , and  the l*oard  c om p lie s  w ith  the 
legal am en ities in  en d o rs in g  and v o tin g  his e le c t io n ."  A  c o rp o ra te  
p res iden t ag reed : “ T h e  fo rm e r  c om pan y  p re s id en t tapped  m e to  I k  
p re s id en t, and I assu re y ou  that I w ill select m y  successor w hen  the 
tim e c om e s ."  E ven  seem ing excep tion s such as R C A 's  197$ ou s te r 
o f  R ob e rt S a rn o f f  fre q u e n t ly  tu rn  ou t to  be at the in s tig a tion  o f  se­
n io r op e ra tin g  execu tives ra th e r th an  an  a rou sed  b o a rd .



I he l - u r d ' s  ro le  d isc ip lin a rian  o f  the c o rp o ra t io n  o  r r  «  
appa ren t than  r e j l .  \ \  the l*U ' i iK " -M ip p o r ie d  ( o n f t rm c c  Ik -a -J  
con ced ed . 'O n e  of the m ost g la r in g  defic iencies a ttr ib u ted  to  the 
c o rp o ra te  Im jrd  . . . i> it> fa i lu re  to  m on ito r  and  eva lua te  the  p e r­
fo rm an ce  o f  the c h ie f execu tive  in a conc re te  w a y ."  T o  c ite a spe­
c ific  e xam p le , dec is ions on  execu tive  com pensa tion  a re  m ade b v  the 
p re s id en t— \«ith p e r fu n c to ry  boa rd  a p p ro v a l in  m ost s itua tion s . In 
the vast m a jo r ity  o f  c o rp o ra t io n s . P ro fe s s o r M ace fo u n d , the c om ­
pensation  c om m ittee , and the b oa rd  w h ich  app rove s  the re c om ­
m end a tion s  o f the com pensa tion  com m ittee , "a rc  not d ec is io n -m ak ­
ing  b od ie s ."

D ire c to rs  d o  no i even ask d isce rn in g  question s . It is c on s id ­
e red  "d is c ou rte ou s , a b reach o f  "c o rp o ra te  m ann e rs "  fo r  d ire c to rs  
to  "ch a lle n g e " the p re s id io ’  o r  o th e r c o rp o ra te  o ffic e rs . T h is  can be 
a v c rv  expens ive  fo rm  o f  d e c o rum , as the  P enn  C en tra l's  s h ’ re - 
h o ld c rs  p a in fu lly  d isco ve red . \ t  the tim e  o f  its co lla p se  in  June  
•97°» P e on  C e n tra l S, -s the I -rgest ra i lro a d  in the c o u n try  and  the 
s ix th  la rgest in d u s tr ia l c o rp o ra t io n  o v e ra ll. W ith in  a tw o -y e a r 
p e r io d , sh a reh o ld e rs  w itnessed the d ec lin e  o f  th e ir shares fro m  
$ 6 6 .5 0  to  $ 2 .* 5 .

W hy.* "  I fie b o a rd  u j s  d e fin ite ly  re sp on s ib le  fo r  the  t r o u b le ,"  
recoun ted  ou ts id e  d ire c to r  K . C la y to n  G cn g ra s . “ T h e y  to o k  th e ir 
fees and  they  d idn 't d o  an y th in g . O v e r  a p e riod  o f  y e a rs , p eop le  
ju s t sat the re  T h a t p o o r m an fro m  the I  n i v m i t y  o f  P enn sy lv an ia  
11 n ivc rs itv  P res iden t G a y lo rd  P . I la r n w c l l ] ,  he neve r open ed  his 
n ’ on th  I h ey  d idn 't know  the fa c tu a l p ic tu re  and th ey  d idn 't t r v  to  
find  ou t. \ s  the Penn  ( .c n t r a l ru shed  tow a rd s  its m onum en ta l 
c ra c k -u p . the Iw .jrd  ro u t in e ly  app roved  e v e ry  p ro |> o s j| fo rw a rd ed  
In  m anagem en t. A lth o u g h  Penn  ( .c n t ra l was d espe ra te  fo r  c ap ita l, 
the d ire c to rs  pa id  ou t n ea r ly  $ 1 0 0  m illio n  in d iv id en d s . I he Ix u rd  
neve r saw a cap ita l e xp end itu re s  budget. It n eve r u tid trstiM id the 
inaccu rac ies p ub lish ed  in P enn  C en tra l's  annu .il rep o rts . Just six 
h ou rs  b e fo re  the  c o rp o ra t io n  filed  its b an k ru p tcy  p e t it io n , the 
b oa rd  ro u t in e ly  ap p ro v ed  new c o n t r a r s  fo r  e ight c o rp o ra te  execu ­
tiv e s . app a ren tly  unaw a re  even then  o f  the  d im en s ion s  o f  the Penn  
C e n tra l s c ris is . " A l l  o f  th is ra ises the se riou s question  as to  
w he the r giant c o rp o ra t io n s  a ffec ting  the e v e ry d a y  lives o f  o u r  p o p ­
u la t io n  . . sh ou ld  c on tin u e  to  lie  g o ve rn ed  in  the  trad it io n a l fash -
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o r w he the r a new system  o f  c o rp o ra te  d ire c to rsh ip s  sh o u ld  l>e 

d c s tscd ."  c on c lu d ed  the  1 lo u se  B an k in g  and C u r re n c y  C om m itte e .
^ e t h oa rd s  w i ll c on tin u e  to  he d y s fu n c t io n a l as lo ng  as th e y  

rem a in  the c re a tu re  o f  th e  c o rp o ra te  c h ie f execu tive . F o r  it is the  
c h ie f execu tive  w h o , like  the fa m ily  ow ne r-m an ag e r in a s n u l l  c o r ­
p o ra t io n , selects new m em be rs o f  the  b o a rd . A nd  it is the c h ie f ex ­
ecu tive w h o  de -se lec ts ex is t.n g  b oa rd  m em be rs w hen  n om in a tio n s  
fo r  the lio a rd  a re  necessary  fo r  annua l sh a reh o ld e rs ’ m eeting s.

O u r  ow n su rv e y  o f  the Ix u rd s  o f  th e  2 0 0  la rgest in d u s tr ia l c o r ­
p o ra tion s  fo u n d  that the average b oa rd  had a to ta l o f  1 4 .4 9  d ire c ­
to rs , in c lu d in g  7 .9 3  “ ou ts id e rs "  (th a t is , d ire c to rs  w h o  w e re  not 
em p loyee s  o f  the c o rp o ra t io n ) and 6 .5 6  in s id e rs  (o r  em p lo y e e  d ire c ­
to rs ). S om e  6 9  pe rcen t o f  th e  o u ts id e  d ire c to rs  w e re  fe llow  c o r­
p o ra te  execu tives ; 6  percen t w e re  in vestm en t h an ke rs ; 7 pe rcen t 
w e re  law y e rs . O n ly  2 percen t w e re  w om en ; a le sse r pe rcen tage 
w ere  b la ck . H en ce  o v e r 9 0  pe rcen t o f  the d ire c to rs  o f  o u r  la rgest 
c o rp o ra t io n s  e ith e r w o rked  fo r  the  c o rp o ra te  c h ie f e xecu tive  o r  
w ere  fe llo w  c o rp o ra te  execu tives , c o rp o ra te  h a n k e rs , o r  c o rp o ra te  
law ye rs .

M ost “ o u ts id e "  d ire c to rs  app ea r to  be chosen because o f  th e ir 
status. "P re s id en ts  and ch a irm en  o f  la rg e  and  respec ted  c om p a ­
n ie s ,"  on e  c o rp o ra te  p res iden t o b se rv ed , “ e n jo y  the  p restige  o f  
se rv in g  on  s im i la r  la rg e  and respec ted  c om p an y  Ix ia rd s . T h e y  a rc  
id en tified  w ith  th e ir peers . T h e y  fin d  the expe rien ce  s o c ia lly  satis­
fy in g . O u ts id e  d ire c to rsh ip s  p ro v id e  a few m o re  lin es in th e ir  Who's 
W'ho, and  it is a li t t le  bit like  be ing kn igh ted  to  say  'I 'm  a d ire c to r  o f  
( ie n e r . i l M o to rs , o r  G e n e ra l K lc c tr ic , o r  A T 4 1 .' "  F re q u e n t ly , th e  
c h ie f e xecu tive  chooses h is fr ie n d s , o r  in d iv id u a ls  kn ow n  to  I k  
“ sym pa th e tic "  o r  "c o n g e n ia l,"  to  be d ire c to rs . " Y o u  c e rta in ly  d on 't 
w ant a n y o n e  o n  y o u r  lio a rd  w ho  even  s lig h t ly  m igh t I k  a cha lleng e  
o n  a q u es tion  o f  y o u r  ten u re , so  y o u  p ick  p e rson a l fr ie n d s  w ith  
prestige  t it le s  and  n am es ,"  a c o rp o ra te  p re s id en t e xp la in ed . A n ­
o th e r execu tive  ag reed . "W h a t w ou ld  y ou  d o  i f  y o u  w ere  p re s id en t*  
Y ou  c o n tro l the  c om pan y  and  y o u  c o n tro l th e  Ix a r d . Y o u  w ant to  
p e rpe tua te  th is  c o n t ro l. . . . Y o u  su re  as h e ll a re not g o ing  to  ask 
R a lp h  N a d e r . . .

A t its w o rs t , the  ou ts id e  li rc c to r  system  Jcg cnc ra tc s in to  a 
p riva te  c lu b , as the p res iden t o f  a west coast c om p an y  e xp la in ed :
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98 / Taming the ( ,un t (- tpsalior.
\<«usc C"t t<> rvm c fnU r that the out-n lc directors o f lar^c m o  *■< j-,« 
rcp ona l coitipjrtii-' are m cm U rx o f a o .rt o f club. I ■« U- conn !<red (•< »; 
m i" io n  you rmot hav; the Dtle a» p ftM ilin t o r d u ir t tu n  o f j  r i ' t x i t jM t  
and rc'pcctcd o rcan i/jtin rt. I h o  i» uh.it Mimt young people ta ll the r.v 
tab lidw ntn f. Hut tlu»e jr e  the people you do business u it li , travel around 
w ith , serve on community protects swth— and it has to he a group the 
members o f , Inch get along together. Regionally each area has its elite. 
Sometimes many ssill in fact lie members o f the same g o lf or social club. 
H ere in la is \ngcles you  vs ill lint! a great number o f directors with mem­
bership in the 1 .os Angeles Country  C lub ; in C leveland the same is true o f 
the L nion Ch ili— each city has its hard core members o f  the c lub group.

E xcep tion s  to  th is  p a tte rn  becom e new s even ts . In  rep o rt in g  
o n  G e n e ra l M o to r  ’ 1971 an nu a l sh a reh o ld e rs ' m ee ting , the Wall 
Street Journal no ted  th a t. “ T h e  m eeting 's d ram a tic  h igh ligh t was an 
im pass ioned  and u np re ced en ted  speech b y  the Rev . I.c o n  Su lliv  an , 
G M 's  re c e n t ly  ap p o in te d  N e g ro  d ire c to r , s u p p o rt in g  the  E p iscopa l 
C h u rch 's  e ffo r ts  to  get the  c om p an y  ou t o f  S ou th  A fr ic a . It was the 
firs t t im e  that a G M  d ire c to r  had e ve r spoken  against m anagem ent 
at an annua l m ee tin g ."  N ow  R ev . S u lliv a n  is an unu su a l ou ts ide  
d ire c to r , be ing  G e n e ra l M o to rs ' firs t b lack d ire c to r  and o n ly  “ p u b ­
lic  in te re s t"  d ire c to r . Hut w hat m akes I eon S u lliv a n  m ost e x t ra o r­
d in a ry  is that he was the  first d ire c to r  in  any m a jo r  A m eric an  c o r­
p o ra t io n  to  con ic  1111 pub lic ly  against h is ow n  c o rp o ra t io n  w hen its 
o p e ra tio n s  tended  to  su p p o rt ap a rth e id .

\  et as le th a rg ic  as o u ts id e  d ire c to rs  u su a lly  a re , em p lo y ee  
d ire c to rs  tend  to  be even less e ffe c tiv e . T h e  typ ic a l v ice p re s i­
den t in s id c - i li re c to r is in  a v e ry  p re ca riou s  p o s it ion  at a hoa rd  m eet­
in g . t  nw ili in g  to  say a n y th in g  in d isag reem en t w ith  his l*o \s , he 
u su a lly  sits q u ie t ly  and  vs .tits u n t i l he is ca lled  u p on  to  speak . D is ­
ag reem en ts w ith  o th e r  c o rp o ra te  execu tives a rc  in v a r ia b ly  re so lv ed  
ou t o f  th e  lio a rd  ro om . T h e  e ffe c t is to  p resen t ou ts id e rs  w ith  a 
“ u n ited  fr o n t " : to  m ake the  c o rp o ra te  c h ie f e xecu tive ’s decis ions 
seem  in ev itab le .

S o  s ta f fe d , b o a rd  m eeting s in  m ost la rge  in d u s tr ia l c o rp o ra ­
t io n s  have liecnm c fo rm a liz e d  in to  a m on th ly  o r  b im o n th ly  r itu a l, 
u s u a lly  la s ting  abou t one  to  th ree  h o u rs  M uch o f  th is tim e  is c on ­
sum ed  b y  p e rhap s a j»>-mmuic t o  an h o u r rev iew  o f  op e ra tio n s  fo r  
the l i s t  p e r io d  (m o n th  o r  q u a r te r ) b y  the p res iden t o r  v ice p residen t
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.4  finance I his is fo llo w e d  b y  boa rd  a p p ro v a ls  o f  cap ita l a p p ro p ri-  
jm  >ns and o f  the ac tion s o f  the execu tive  com m ittee  taken  since the 
last m eeting . I he m eeting  o fte n  conc ludes a fte r s en io r execu tives 
h ase  desc rib ed  a new resea rch  deve lopm en t o r  a m a jo r  op e ra tio n s  
p ro g ram . U s u a lly  the en tire  m eeting— w h ich  is c losed  to  sha re ­
h o ld e rs— is ch o re og raph ed  b y  the c o rp o ra te  c h ie f execu tive , l i e  
chooses w h ich  o ffic e rs  sh a ll speak . I Ic  v rites the  agenda. \ \  hen he 
w ants to  he asked abou t a p a rt ic u la r issue , he p lan ts  the re levan t 
q uestion .

T h e  im p o s s ib i lity  o f  so in fre q u en t o r  so  c ircum sc rib ed  m ee t­
ings o f  th e  h o a rd  en ab lin g  d ire c to rs  to  e ffe c t iv e ly  “ m anage" th e ir 
c o rp o ra t io n  was sa rd on ic a lly  i llu s tra te d  b y  the cong ress iona l testi­
m on y  o f  1 1. (J . I U v cm c y e r , a c o rp o ra te  ch ie fta in  o f  an  e a r lie r  d a y ;

Q . As » num ber o f that lioard , what else have you done?
A . Oh, I  have convened and talked.
Q . You have convened and talked?
A . And adjourned.
Q . W e ll, you have convened and talked?
A . And adjnunred.
Q  W e ll, what have you talked about?
A . Statistics.
This te s tim on y  was g iven  in 1887 w hen  ou ts id e  d ire c to rs  w ere 

t y p ic a lly  the "t«»ols" o r  “ d u m m ie s "  o f  th e  c o n tro llin g  c o rp o ra te  
p res iden t ot b ank . A p o p u la r  gag on  W a ll S tree t was t h jt  th e  ro le  
o f  an ou ts id e  d ire c to r was to  rece ive his f iv e -d o lla r  g o ld  piece at the 
start o f  each m eeting  anti then o b ed ie n t ly  fa ll as leep . D ire c to r ia l 
la ss itude  is not so  o b v iou s  tod ay . Y e t consid  .ng  that the size and 
c om p le x ity  o f  c o rp o ra te  en te rp rise  has s ig n ific an tly  in creased  since 
1887 w h ile  the fre q u en c y  and leng th  o f  d ire c to rs ' m eetings has n o t, 
it is a fa ir  a ssum p tion  that the o u ts id e rs  w h o  o b ed ie n t ly  nod 
th rou g h  ce rem on ia l b oa rd  m eetings tod ay  are li t t le  b e tte r in fo rm ed  
th an  th e ir b re th re n  w h o  slept b e fo re  them .

C e r ta in ly  d ire c to rs ’ sou rces o f  in fo rm a tio n  rem a in  as m uch  
sub jec t t o  m anagem ent c o n tro l tod ay  as th e y  d id  9 0  y n r s  ago. 
A fte r  res ign ing  fro m  T W A 's  b o a rd , fo rm e r  U n ite d  S ta tes S u p rem e  
C o u rt Ju stice  A ru .u r  G o ld b e rg  had th is c om p la in t : “ W h a t the  ty p i­
cal boa rd  o f  d ire c to rs  gets is a rec om m enda tion  w h ich  seem s m on o ­



li th ic  . . .  It s not lik e  a c o u rt , w he re  a judge can o rd e r  a I t u i  
f ro m  bo th  s ii lc * ."  K c v e n th  the quantity of' p rcp .ir.ito rv  in fo r in .i t , .n  
a va ila b le  to  o u ts id e  d ire c to rs  has s ig n ific an tly  in creased . V t  t.hc 
th ickened  re p o rts  and  w h ir lw in d  p l jn t  tou rs  a re s t ill o n ly  what the 
c o rp o ra te  c lt ie f e xecu tive  w ants o u ts id e rs  to  see. " In  m an y  c o rp o ra ­
t io n s ,"  fo u n d  P ro fe s so r M e lv in  E isc rtbc rg , " th e  execu tives g o  so 
fa r  as to  w h o lly  d e n y  the  h o a rd— su p p o sed ly  en tru s ted  w ith  su ­
p rem e  p ow e r o x e r the  c o rp o ra t io n — access to  certa in  categories o f  
in fo rm a t io n ."  I'o r  in stance , a 1971 su rv e y  fo u n d  that o n ly  17 p e r­
cent o f  4 - 4  in d u s tr ia l firm s  sent m anu fa c tu rin g  data to  d ire c to rs  
p r io r  to  h o a rd  m ee ting s , o n ly  at p e rcen t sent m a rk e tin g  d a ta , and 
11 p e rcen t sent n o  da ta  at a ll.

A n d  o u ts id e  d ire c to rs  have li t t le  p e rson a l in cen tiv e  to  d oub t 
m anagem en t. A 197$ su rv e y  o f 378 m an u fa c tu r in g  c o rp o ra t ion s  
w ith  assets o f  $ 5 0  m illio n  o r  m o re  show ed that ou ts id e  d ire c to rs  
rece ived  m ed ian  an nu a l fees o f  a p p ro x im a te ly  $ 5 ,9 0 0 , w h ile  in side 
d ire c to rs  g e n e ra lly  a rc  not pa id  at a ll. O n  top  o f  the $ 1 0 0 ,0 0 0 +  in ­
com es ty p ic a lly  ea rn ed  b y  ou ts id e  d ire c to r •. w h o  a re  c o rp o ra te  
ch ie f execu tives o r  v ice p re s id en ts , le ad in g  in vestm en t h an ke rs , o r  
law firm  p a rtn e rs , such an nu a l re ta in e rs  o r  m eeting  fees seem  like  
p eanu ts . T h e  re su lt is c ou n te rp ro d u c tiv e . O u ts id e  d ire c to rs  ra t io ­
n a lise  not d o in g  v e ry  m uch  b y  the fact th ey  a rc  not pa id  v e ry  
m uch .

H ow  , th en , can one  rec on c ile  the  g rand  im pe ra tiv e , “ T h e  
business a n il a ffa irs  o f  e v e ry  c o rp o ra t io n  . . . sha ll he m anaged by  
o r  u n d e r th e  d ire c t io n  o f  . . . a  b o a rd  o f  d ire c to rs ”  w ith  the  rea l i ty  
o f th is "n on  d ec is ion -m ak in g  b o d y "?  T h e  fa sh ion ab le  response  is 
that the b o a rd  is a legal fic tion . M anagem en t c o n tro l has o v e r­
w h e lm ed  the ru le  o f  law .

I his w id e ly  h e ld  view is o n ly  h a lf  rig h t. M anag em en t has 
deposed  the lio a rd  o f  d ire c to rs— but it has d on e  so  u n d e r c o lo r  o f  
law . \ „  ru le  w ith in  the m od e rn  c o rp o ra t io n  statu te* p ro h ib its  
m anagem ent f ro m  n om in a tin g  and  se rv in g  as d ire c to rs . C o rp o ra ­
t io n  law has ab roga ted  d ire c t io n a l in dependence  b y  om iss ion . 
M o re o v e r , even  i f  th e  statutes p ro v id ed  s tru c tu ra l sa fegua rd s to  
m a in ta in  th e  independence  o f  the b o a rd , these c ou ld  not u n d o  the 
e ffec t o f  tw o  p ro v is io n s  fo u n d  in m ost state c o rp o ra t io n  law s.

100 / Turning the Cunt Corfuration
T h e  firs t p ro v is io n  is e x em p lifie d  b y  a D e law a re  C o rp i r a t io n  

I j w  section w h ich  p ro v id e s  'h a t a d ire c to r sh a ll “ be fu l ly  p ro tec ted  
in re iv in g  in g ood  fa ith  u p on  . . . re p o rts  m ade to  the c o rp i r a t io n  
b v  an y  o f  its o f f ic e rs ."  T h e  m ean ing  o f  th is  p ro v is io n  is v e ry  s im - 
p ie. D ire c to rs  have  n o  d u ty  to  k n ow . "U n le s s  som e th ing  occu rs to  
put th em  011 su sp ic ion  that som e th in g  is w ro n g , d ire c to rs  a rc  en ­
t it led  to  re ly  on  the h on e sty  and in teg r ity  o f  [m an ag em en t],"  he ld  
the le ad in g  case o f  Graham v. Allis-Cbalmers Manufacturing Company. 
D ire c to rs  a rc  not req u ire d  to  "p u t in to  e ffec t a system  o f  w a tc h fu l­
n e ss ."  T h e y  need not a .- . iJ p a tc  p ro b lem s  n o r  v e r i fy  the  accu racy  
o f  re p o rts  u p on  wh ich  th ey  re ly .

A  second p ro v is io n  o f  th e  D e law a re  G en e ra l C o rp i ra t io n  l-aw  
accom p lishes the sam e resu lt b y  a llow in g  the  b oa rd  o formally d e ­
legate re sp o n s ib ili ty  fo r  m ost c o rp i r a te  business to  a com m ittee  
d om in a ted  b y  in side d ire c to rs . O u r  su rv ey  o f  the 20 0  la rgest in du s ­
tr ia l c o rp o ra t io n s  ind ica tes that a p p ro x im a te ly  tw o - th ird s  o f  th e  
c o rp o ra t io n s  had  w ith d raw n  d ire c to ria l p ow e rs  f r o m  th e  fu l l 
lio a rd — ty p ic a lly  a m a jo r ity  o f  w hose  m em be rs  w e re  ou ts id e rs— to  
an execu tive  c om m ittee  at least h a lf  o f  w hose m em be rs  w e re  in ­
s iders .

A m uch  sm a lle r n u m b e r o f  c o rp i ra t io n s  accom p lish  a c om p a r­
ab le  re su lt b y  de leg a ting  a u th o r ity  to  au in s id e r-d om in a ted  finance 
com m ittee . In  o u r  su rv e y  o f  the j ix j la rgest in d u s tr ia l c o rp i ra t io n s , 
we fo u n d  that 16 c o rp o ra t io n s  had de legated  a u th o r ity  to  a fi 
c om m ittee , h a l f  o r m o re  o f  w hose  m em be rs  w ere in s id e rs .

E xam p le s  o f  the d e leg a tion  o f  the boa rd 's  a u th o r i ty  to  c it t i . . 
an in s id e r-d om in a ted  execu tive  o r  finance com m ittee  have been w e ll 
d e sc rib ed  by  a tto rn e y  Jo h n  A . M cM u lle n :

A t IIJM — fou r directors, all top level officers o f  the co rp ira tion . control 
the a ll-im portant executive and finance committees; in addition , three o f  
them are members o f the powerfu l C o rp ira te  O ffice. At (i.M , fou r nr five 
men, all inside directors o f the company, dominate the executive and fi­
nance committees o f the lioard as well as the administration committee 
comprised o f key officers and directors. . . . D uPon t’s executive comm it­
tee consists o f  the company's chairman o f the lioard , president, and six se­
nior vice presidents, l  ach o f these men is entire ly relieved o f day-to-day 
functional rcsp insiliilitics; each operates jo in tly  with his fe llow  committee
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mcml>er» to set overa ll corporate cs’licv . arul act* on ly  a* art ads ism ro the 
operating department from  w h ir1. i<c ong i.. !v derived hi* -k ill* , training, 
in d  csp-ricncc.

V e t , w h e th e r o r  not the b o a rd  fo rm a lly  reso lves to  de legate o p  
c ra t io n a l a u th o r i ty  to  an execu tive  com m itte e  betw een boa rd  m eet­
in g s . th e  a c tu a lity  i* th a t em p lo y e e  d ire c to r*  o r  o th e r sen io r execu ­
tive* in v a r ia b ly  exe rc ise  the p ow e rs  o f  in it ia t io n . It docs n o t m a tte r 
w h e th e r k ey  c o rp o ra te  decis ions a rc  in itia ted  b y  a sing le  c o rp o ra te  
au toc ra t o r  a b o a rd  c om m ittee  o r  a com m itte e  o p e ra tin g  ou t o f  the  
o ffic e  o f  th e  p re s id en t. S en io r execu tives ca ll th e  sho ts. T h is  is 
what B c r lc  and M ean s m eant b y  th e ir in s ig h tfu l d e sc rip tion s  o f  
“ m anagem en t c o n t r o l . "  T h is  is w h y  state  c o rp o ra t io n  law  is m o r i­
b u n d . N o t  o n ly  is it w ritte n  b y  c o rp o ra te  m anagem ent's rep re sen ­
ta tives , it is a lso  h op e le s s ly  in accu ra te . In  app rec ia ting  the law  o f  
c o rp i r a te  g ove rn an ce , o n e  ru ie  -b o v e  a ll o th e rs  m ust be fo llow e d : 
Concentrate on the omissions. W here  state law  does not re q u ire  d ire c ­
to rs  to  be , c o rp o ra te  execu tives in ev itab le  ire .

The Limitations o f Shareholder Litigation

S1ATF LAW: T ilt: NON-DUTY OF CARE
T h e  e ro s io n  o f  s h a re h o ld e r a u th o r i ty  w ith in  th e  c o rp o ra t io n  

w ou ld  be  less se riou s  it sh a reh o ld e rs  w ere  ab le  to  o p p is i the abuses 
o f  c o rp o ra te  m anagem ent in c ou rt . In  th e o ry , c iv il lit ig a tio n  re ­
m ains the s h a re h o ld e r ’s u lt im a te  check . T h e  p ro b lem  is t lia t , ex ­
cept fo r  ce rta in  lim ited  c la im s u n d e r the fe d e ra l secu rities law s , it 
ra re ly  w o rk s . I .ong ago ju d ic ia l d o c trin es  reduced  the  state sha re - 
h o 'd c r ac tion  to  a t r iv ia l va lu e .

E a rlie s t wa* the ju d ic ia l re jec tion  o f  the p r in c ip le  of ultra vires 
ac tion . In  its c lassica l fo rm , the d o c tr in e  o f  ultra vires en v is ioned  
the  c o rp o ra te  c h a rte r a* a c on tra c t lietvvcen th e  state , c o rp o ra te  
m anagem en t, and the sh a reh o ld e rs . C o rp o ra t io n s  w ere p roh ib ited  
f ro m  p e r fo rm in g  c e rta in  acts, not because th e y  w ere  illeg a l but 
because n e ith e r th e  state n o r  the  sh a reh o ld e rs  had agreed to  them . 
S h a re h o ld e rs  c o u ld  e n jo in  c o rp i ra te  o ffic e r*  and d ire c to r*  f r o m  en ­
gag ing in  actions " b e y o n d  th e ir p o w e r* .”  \c c o rd tn g ly . in a lead ing 
1867 ca*e , a s ing le  sh a reh o ld e r b lo ck ed  a ra i lro a d  fr o m  extend ing
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its ra i lw a y  to  a m o re  d is tan t p o in t than  th a t specified  in  the  
c h a rte r because that was not the en te rp rise  he had ba rga ined  fo r .

W ith  the rise  o f  the c o rp o ra te  enab ling  acts , th e  p r in c ip le  o f  
ultra vires dec lin ed . S h a re h o ld e r lim ita tion s  w e re  o v e rr id d en  
th rou g h  c o u rt  d iscove rie s  o f  “ im p lie d "  o r  " a u x i lia ry "  p ow e rs . In 
the 1896 ease o f  Jacksonville M. P. Ry. &  Nov. Co. v. Hopper, fo r  ex­
am p le , the  U n ite d  S ta tes S u p rem e  C o u r t  h e ld  th a t the  F lo r id a  
ra i lw a y  c om p an y  m igh t engage in leasing  and ru n n in g  a re so rt 
h o te l, o n  the c u rio u s  lo g ic  tha t " to  m a in ta in  cheap  h o te ls  o r  eating  
houses . . . w ou ld  not be  so  p l.- ’ n ly  an act ou ts id e  th e  p ow e rs  o f  a 
ra i lw a y  c om pan y  as to  c om pe l a cou rt t o  susta in  the  de fen se  o f  
u lt ra  v ire s . . . . "  B y  1931 , Fletchers Cyclopedia o f Corporations 
cou ld  p ro c la im , " th e  th e o ry  (h at a c o rp i r a t io n  can d o  no acts 
beyond  its a u th o r i ty  (has been ] d isca rded  b y  a m a jo r ity  o f  the 
c ou rts  in  the c o u n t ry ."

P a ra lle lin g  the dec lin e  o f  ultra vires has liccn  the un ive rsa l re ­
fu sa l o f  state c ou rts  to  h o ld  c o rp o ra te  d ire c to rs  o r  o ffic e rs  liab le  fo r  
neg ligence . Because th e y  a rc  vested w ith  great p iw c r  o v e r o th e r 
p e op le ’s p ro p e r ty , the law has a lw ays n om in a lly  re q u ire d , in  the 
language o f  the p resen t N e w  Y o rk  sta tu te , th a t “ D ire c to rs  and  
o ffic e rs  sh a ll d ischa rge  the du tie s  o f  th e ir respec tive  p os ition s in 
g ood  fa ith  and  w ith  that deg ree  o f  d ilig en ce , c a re , and sk ill w h ich  
o rd in a r i ly  p ru d en t m en w ou ld  exerc ise  u n d e r s im ila r c ircum stances 
in  lik e  p o s it io n s ."

In  p ra c tice , the typ ic a l ju i 'H a l o r  s ta tu to ry  fo rm u la t io n  o f  the 
d u ty  o f  c a re  is to o  vague  to  re q u ire  m uch  o f  a n y th in g . A s Y a le  L aw  
S c h o o l’s P ro f .• s o r Joseph  B ish op  conc luded  a fte r an ex ten s ive  re ­
view  o f  the  ease law :

I he search fo r eases in which directors o f industrial corp iration* have 
been held liable • • . fo r negligence uncomplicated by tclf-dcaling is a 
search fo r  a very small numtivr o f needle* in a very large haystack, lew  arc 
the cases in which the stockholders do  not allege conflict o f  interest, still 
fewer those among them which achieve even such partial success as denial 
o f the defendant's motion to dismiss the complaint.

In  a l l ,  P ro fe s s o r  B  shop  was ab le  t o  find  o n ly  fo u r  recent eases in 
which a state c ou rt h e ld  that a sh a reh o ld e r had alleged a good cause 
o f  action f o r  negligence uncomplicated by self-dealing. In only one



o f  these cases d id  a state cou rt ru le  on  the m erits that a c o rp ira te  
o ff ic e r  was liab le  fo r  neg ligence . A nd  in that case, the  w o rd  ■ neg­
lig en ce ”  had been used as a euphem ism  fo r  d ish on es ty .

1 h is re su lt is p r im a r i ly  the fau lt o f  s ta tu to ry  d ra ftsm en . T h e y  
have re fu sed  to  id en tify  hero: a c o rp o ra te  o ff ic e r  m eets his d u ty  o f  
c a re . T h e y  have n eve r id en tified  w hat specific  actions he m ust p e r­
fo rm ; w hat specific  re sp on s ib ilit ie s  a rc h is . In  the absence o f  a c lea r 
s tan d au l f ro m  the le g is la tu re , state c ou rts  have  re fu sed  to  guess.

A t m os t, state c ou rts  w i l l h o ld  c o rp o ra te  d ire c to rs  o r  execu ­
tives lia b le  fo r  conduc t in v o lv in g  ob v iou s  se lf-e n richm en t such as 
fra u d , m isapp lica tion  o f  fu n d s , d ive rs ion  o f  c o rp o ra te  business o p  
p o rtu n it ic s , o r  causing the c o rp o ra t io n  to  m ake excessive p aym en t 
fo r  the pu rchase  o f  th e ir  p ro p e rty . Y e t even in these typ es o f  cases, 
w h e re  the  actions o f  c o rp o ra te  o ffic e rs  am oun t to  s im p le  and o b v i­
o u s  th e ft , the p ro ce d u ra l ru le s  o f  state c o rp o ra t io n  law have been 
skewed to  d iscou rage  sh a reh o ld e r su its.

T h e  m ost o n e rou s  bars to  sh a re h o ld e r litig a tion  a rc  the  so- 
c a lle d  " se cu rity  fo r  expenses" p ro v is ion s  enacted b y  N ew  Y o rk , 
N ew  J e rs e y , P en n sy lv an ia , M ich ig an . C a li fo rn ia , and 13 o th e r 
states. T h e se  p ro v is io n s  req u ire  a c om p la in in g  sh a reh o ld e r ow n in g  
less than  .1 stated am oun t o f  s tock— ty p ic a lly  j  pe rcen t o f  th e  stock 
o r  shares w o rth  less than  $50.0*10— to  "g ive  secu rity  fo r  the  rea son ­
ab le  expenses , in c lu d ing  a tto rn e y ’ s fees , w h ich  m ay be in ­
c u rre d "  b y  b o th  the c o rp o ra t io n  and  the  pa rtie s  d e fend an t in a 
s h a reh o ld e r ac tion . S ince  the  cost o f de fendan ts ' legal fees m ay 
am oun t to  h u n d red s  o f  th ousand* o f d o lla rs , th e  sccupiv fo r  ex­
pense p ro v is io n , w hen  en fo rc ed , p resen ts a fo rm id a b le  b a rr ie r  to  
sh a re h o ld e r ac tion .

1 he ru le s  respec ting  a tto rn eys ' fees pose a second p m  edu ra l 
p it fa ll to r sh a reh o ld e r actions. N e a r ly  e v e ry  ju risd ic tio n  p ro v id e s  
that o n ly  sh a reh o ld e rs  w hose su its a rc  successfu l m ay  be re im ­
bu rsed  b y  the  c o rp o ra t io n  fo r  a tto -n cv* ' fees. This ru le  sc**1 \ to  d is ­
cou rage  a tto rn e y s  fro m  b rin g in g  n o nm c rito r io u *  su its . S eve ra l 
states , h ow eve r, fu r th e r  p ro v id e  that a tto rn ey s ' fees m ay l»c 
aw ard ed  o n ly  if a substan tia l m on e ta ry  Itcncfit is c on fe rre d  upon  
the c o rp o ra t io n  \ *  a p ractica l n u t t e r , th is s tanda rd  p rec lu des 
sh a re h o ld e r litig a tion  in  a ll cases except those o f  o ve rreach ing  
w he re  a m on e ta ry  b ene fit— th e  am oun t taken— 1? caddy  apparen t.
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In  a ll o th e r eases it is n o rm a lly  cheape r to  se ll th e  stock th an  to  
com pe l the c o rp o ra t io n  to  o b e y  th e  law .

M U R A L  SECURITIES LAW; “ TAKING OVER 
THE UNIVERSE GRADUALLY"?

T o  som e ex ten t, fe d e ra l secu rities law — and fed e ra l c ou rt d ec i­
s ion s— have com pensa ted  fo r  th e  a tro p h y  o f  state sh a re h o ld e r p ro ­
tec tion .

In  1 968 , the  in flu e n t ia l S econd  C irc u it  C o u r t  o f  A ppea ls  
handed  dow  n  its c e leb ra ted  S.E.C. v. Texas Gulf Sulphur dec is ion  
w h ich  re v o lu t io n ize d  th e  ease law  in te rp re tin g  R u le  m b - j  u n d e r 
the  1934 S ecu ritie s  and  Exchange  A ct. R u le  t o b - j  p ro v id e s  that it 
is u n law fu l fo r  an y  p e rson  to  em p lo y  a fra u d u len t schem e , t o  m ake 
any  u n tru e  sta tem en t, o r  to  fa i l to  state a p e rtin en t fac t w hen 
pu rchas ing  o r  se llin g  a secu rity . Texas Gulf su b s ta n tia lly  b roadened  
th is a n t ifra u d  ru le  b y  h o ld in g  that c o rp o ra te  d ire c to rs , o ff ic e rs , and 
em p lo y ee s  v io la ted  t o b - j  w hen  th ey  pu rchased  c om pan y  stock 
k n ow in g  o f  a huge m in e ra l s trike  b e fo re  th is fact was g e n e ra lly  
kn ow n  o r  c om m un ic a ted  to  the p ub lic .

A  fe d e ra l d is tr ic t c o u r t , a lso  in  n/>H, ru le d  in F w t v. L .r  
Chris— a dec is ion  som e c om m en ta to rs  in it ia lly  be lieve  ' w ou ld  have 
even g re a te r e ffec t on  d ire c to r ia l b eh av io r than  Texas Gulf In  Bar 
Cbris secu rity  h o ld e rs  asse rted  that j  (fow lin g  a lle y  c on s tru c tio n  
c om p an y  that had so ld  th em  c on ve rt ib le  deben tu res had fi le d  a re g ­
is tra tio n  statem ent p r io r  to  the sa le o f  the b ond s w h ich  c on ta in ed  
fa lse  statem ents and om iss ion s . A fte r  c on c lu d in g  that the reg is tra ­
t io n  sta tem en t d id , in d ee d , c on ta in  num e rou s  inaccu rac ies , the d is ­
tric t c ou rt s tunned  U a l l  S tree t b y  h o ld in g  a ll n ine d ire c to rs  w h o  
signed the p ro spec tu s— in c lu d in g  tw o  new  to  the b o a rd —  
liab le . In  sum m it J u p  th e ir  lia b i li t y , the c ou rt seem ed to  m ove  fa r  
tow a rd  c rea ting  a fe d e ra l d u ty  o f  ca re , at least w ith  respect to  reg is­
t ra t io n  sta tem en ts :
Section 11 ini; .»s liab ility  in the first instance upon a d irector, no matter 
how new he is. He tv presumed to know his responsibility when he l«e- 
comes a director, He can escape liab ility on ly  by using that reasonable care 
to investigate the facts which a prudent man would employ in the manage­
ment o f his own property . In  my op in ion , a prudent man would not act in 
an important matter w ithout any knowledge o f the relevant facts, in sole
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reliance upon representations o f persons who arc comparative strangers 
and upon general in formation which docs not purport to cover the particu­
lar case. T o  say that such m inimal conduct measures up to  the statutory 
standard w ou ld , to all in .ntv and purposes, absolve new directors from  re­
sponsibility merely because they jr e  new. Th is is not a sensible construc­
tion o f  section i t ,  when one bears in mind its fundamental purpose o f 
requiring fu ll a: J tru th fu l disclosure fo r the protection o f investors.

T h e  c um u la t iv e  re su lt o f  these and o th e r fe d e ra l secu rities law' 
d ec is ions led  the Wall Sircet Journal to  exc la im  in e a r ly  1973 , 
“ [D i r e c t o r s  <»f c o rp o ra t ion s  n ow  face m o re  p e r ils  th an  P au lin e  e ve r 
d id ! "  In  a s im ila r  v e in . H a rv a rd  la m  S c h o o l’s secu rities e xp e rt , 
P ro fe s s o r L ou is  L o s s , o b se rv ed  in 1969 that ‘ ‘ the g reat R u le  t o b -5 ,"  
w h ich  had em erged  as the p rin c ip a l basis o f  lia b i li ty  u n d e r the  fe d ­
e ra l secu rities law s , “ seem s to  be tak ing  o v e r  the un ive rse  g ra d u ­
a l ly . "

In  re tro sp ec t , b o th  v iew s seem  ove rs ta ted . T h e  basic reason 
the  secu rities law s w ill n e ith e r “ take o v e r the  un ive rse ’ ’ n o r 
s e r iou s ly  " im p e r i l o u ts id e  d ire c to rs "  is that th ey  a rc  res tric ted  to  a 
d isc re te  set o f  secu rities tran sac tion s . A lth o u g h  p re sen t secu rities 
law s d o  req u ire  c o rp o ra te  o ffic e rs  to  fi le  w ith  the S E C  accurate p e ­
rio d ic  financ ia l re p o rts  and secu rities reg is tra tion  s ta tem en ts , not 
m ake fa lse  and  m is le ad ing  statem ents in p ro x ie s , n o r d e fra u d  ou t­
s id ers in c onn ec tion  w ith  th e ir  ow n  securities pu rchases o r  sa les, 
the secu ritie s law s d o  n o t , em phasized  the S u p rem e  C o u r t  in 197* . 
reach  tran sac tion s w h ich  o th e rw ise  in v o lv e  " in te rn a l c o rp o ra te  m is ­
m anagem en t. "

And in  la te 1 9 7 ? . the Second  C ircu it C o u rt  o f  A ppea ls  h e ld  in 
Ijjnza V. /h(xd  t lu t  o n ly  c o rp o ra te  o ffic e rs  w h o  rec k le ss ly  o r  d e lib ­
e ra te ly  d e fra u d ed  sh a reh o ld e rs  c ou ld  be h e ld  lia b le  fo r  m on ey  d am ­
ages u n d e r R u le  io b -5 . In  re fu s in g  to  fo llow  the rea son ing  o f  the 
d is tr ic t c ou rt in th e  F.uott v . Bar Cbnt case, the appea ls  c ou rt m ade 
p la in  that an o u ts id e  d ire c to r  w ho  was "m e re ly  n eg lig en t" in  his 
p a rtic ip a tio n  in a fra u d u le n t secu rities tran sac tion  had li t t le  to  fea r.

T h e  consequence  o f  Unza and s im ila r recen t d ec is ion * has 
been to  leave fe d e ra l secu rities law in » c ra zy  q u i lt  p a tte rn . I ’ he 
fe d e ra l secu rities law s , fo r  e xam p le , w i ll not reach  a d e lib e ra te  
th ou gh  not s e lf-e n r ic lu n g  dec is ion  o f  c o rp o ra te  execu tives to  engage 
in  an u n p ro fita b le  lin e  o f  business un less th e re  has been an accurti-
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p ro v in g  fa i lu re  o f  d isc lo su re . N o r  w ill th e y  reach  dec is ions w h ich  
Jo en rich  c o rp o ra te  o ffic e rs  un less th e y  in v o lv e  s e cu rity  tran sac ­
ts  ns. L ia b i li ty  seem s so haphaza rd  and  fo r tu ito u s  th a t fo rm e r  S E C  
C h a irm an  W i lliam  C a ry  was m oved  to  c om p la in :
There is no justification fo. x federal law disciplining o r ho lding a tippce lia­
ble fo r misusing inside in formation concerning management decisions but 
not monitoring the misconduct o f management itself. . . . It is absurd that 
a corpoiatc transaction, c learly unfair though perhaps not fraudu lent, 
should b :  subject to  attack in the federal courts on ly  upon the ground that 
it has not been disclosed to shareholders rather than because o f its inherent 
inequity.

NULLIFY THE JUDGMENT: INDEMNIFICATION
IN SU RA N C E

N o t  o n ly  is it d iff ic u lt  fo r  sh a reh o ld e rs  to  su cce ss fu lly  sue 
th e ir  c om pan ie s , b u t even  success fu l ju dgm en ts  o fte n  can Ire n u ll i­
fied . Seven teen  states tod ay  p e rm it c o rp o ra t io n s  to  pu rchase  in ­
d em n ific a tion  in su ran ce  fo r  th e ir  d ire c to rs  and o ffic e rs  aga inst, in  
th e  w o rd s  o f  a ty p ic a l p o lic v , an y  "w ro n g fu l act [c om m itte d ] . . . 
in  th e ir capacities as d ire c to rs  o r  o f f ic e rs ."  A 1974 su rv ey  o f  the 
F o rtu n e  jo o  list fo u n d  th a t 8 0  pe rcen t o f  these com pan ies ca rried  
in d em n ifica tio n  in su rance . A  s im ila r sam p le  o f  c o rp  ra tion s listed  
o n  the  N ew  Y o r k  S to ck  E xchange fo u n d  that 7 6 .1  pe rcen t c a rr ie d  
such in su rance . S in ce  in d em n ific a tio n  in su rance  was v ir tu a lly  u n ­
kn ow n  as re c en t ly  as a d o zen  y ea rs  ago , and m ost in su rance  p o li­
cies w e re  pu rchased  w ith in  the  past five to  seven y e a rs , it is a fa i r  
a ssum p tion  that n e a r ly  e v e ry  la rge  in d u s tr ia l c o rp o ra t io n  p e rm itted  
b y  state law  w ill c a r ry  in d em n ifica tion  in su ran ce  w ith in  a sh o rt 
t im e .*

• One reason for the enormous leap in the numlrcr o f corporations e a rn  ing in- 
demnilicarion insurance has ticcn the scare lattice employed by the insurance com ­
panies. I he general tenor *4 their approach it illustrated by an advertisement on 
[sage six o f iltr  W all b luet Journal, March a i ,  u/*h, featuring a composite photo­
graph of a U urd o f directors presided over by  a stuffed duck and the explanatory 
te s t, "A t a corporate officer or d irector, you may Ik  a titling duck for a shareholder 
or third party liability su it." A similar ad appears on page nine o f the u n i t  issue 
wherein a sullen looking stockholder announces that he "might just sue every cons, 
p ro) director reading thit new spaper,’’ and rem inds the presum ably panicking 
directors that he it just one o f "14 million potential enem ies.*
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The re  is , to  l>c s u re , a pe rsuas ive  case far in d em n ify in g  c o r­

p o ra te  d ire c to rs  against the costs o f  n onm c rito r io u s  lega l c la im s . I f  
in n ocen t d ire c to rs  had to  se ttle  such su its because th ey  lacked the 
resou rces to  h ire  com pe ten t a tto rn e y s , re sp on s ib le  m en and  w om en  
w ou ld  be d iscou rag ed  fro m  becom ing  d irec to rs . B u t c u rre n t in - 
dc  u n i t y  statu tes a rc  not lim ited  to  the pu rp o se  o f  p ro te c tin g  in ­
nocent o ffic e rs  fro m  the  costs o f  n onm c rito r io u s  su its T h e y  a lso  
p ro tec t g u i lty  o ffic e rs  f r o m  accoun tab ility  fo r  th e ir w rong s and 
reduce  incen tives fo r  law fu l c on d u c t.

D e law a re 's  sta tu te  exem p lifie s  th is o v e rb re ad th . It a llow s  a 
c o rp o ra t io n

to purchase and maintain insurance on behalf o f any person who is o r was 
a director, officer, employee o r agci.t o f the corporation . . . against any 
liability asserted against httn and incurred by him in any such capacity, or 
arising out o f  bis status a* such, whether o r not the corporation would 
have the power to  indemnify him against any such liability under the 
provisions o f this section.

A s w ritte n , th is p ro v is io n  p e rm its  the c o rp o ra t ion  to  in su la te  its 
o ffic e rs  fro m  all p o ten tia l lia b ilit ie s . O ff ic e rs  m ay be in su red  
against any  neg ligence , se lf-d e a lin g , lo o tin g  the c o rp o ra t io n  o r  cm - 
b c / z le i r c n t , a ll c on flic ts  o f  in te re s t , and de lib e ra te  s ta tu to ry  v io la ­
tion s . They m ay  be re im bu rsed  fo r  v io la t io n s  o f  fe d e ra l sa fe ty , c iv il 
rig h ts , e n v iro n m en ta l, ta x . o r  an titru s t law s. T h e y  m ay even  be in ­
su red  against the same ju dgm en ts  in d e riv a tiv e  actions that an e a r­
lie r p ro v is io n  o f  the sam e statu te  p ro v id ed  a c o rp o ra t io n  c ou ld  not 
in d em n ify  d ire c t ly .

D e law a re  d e fend s such in su rance  as a fo rm  o f  c om pen sa tion , 
a rg u in g  that the c o rp o ra t io n  c ou ld  m ake a la rg e r c om pensa tion  a r ­
rangem en t w ith  the execu tive  and  let h im  pay fo r  the in su rance  
h in tve lf. B u t the qu e s tion  is n o t how m uch o ffic e rs ' c om pensa tion  
sh ou ld  be . but ra th e r w he the r w ro n g fu l acts shea Id Ik * in d em n ified  
at a ll. \ \  h y  sh ou ld  an execu tive  o f  a d ru g  com pany  be in dem n ified  
to r  the costs o f  a c rim in a l fine  i f  he is conv ic ted  o f  a llow  ing a h a rm ­
fu l d ru g  to  in ju re  seve ra l th ousand  peop le  w hen the same act as a 
p riva te  in d iv id u a l w ou ld  send h im  to  ja il?  A n  un tenab le  d o t io lc  
s tanda rd  has been c rea ted . T h e  m o re  p ow e r fu l an execu tive  be­
com es , the less lik e ly  he is to  p ay  fo r  an abuse o f  p ow e r.
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Conflicts o f Interests
In  a lm os t e v e ry  p r im a ry  e con om ic  re la t io n  o f  th e  in d u s tr ia l 

c o rp o ra t io n — t o  com pe tin g  c o rp o ra t io n s , to  b anks , to  s u p p lie rs , to  
d is tr ib u to rs , to  in v e s to rs— the law now  p e rm its  (in  m an y  in stances, 
en cou rages ) the  m ost b la tan t d iv is io n  o f  lo y a lt ie s .

M o s t th rea ten in g  is the an tic om pe tit iv e  p ractice  o f  interlocking 
directorates. A  ph ilo so p h ic  c o rn e rs to n e  o f  A m eric an  business is that 
v ig o ro u s  Cf m p c ti liu n  w i ll en ab le  firm s  to  have c om pa rab le  access to  
c ap ita l, su p p lie s , d is tr ib u to rs , and m a rk e ts , and thus an equa l 
chance to  succeed o r  fa i l on  the m e rits . B u t i f  com pe tin g  c o rp o ra ­
tion s  p lace  d ire c to rs  on  each o th e r ’s b o a rd s , th e re  is o p p o rtu n ity  to  
c on sp ire  o n  p rice  o r  t e r r i t o ry . I f  c o rp o ra te  o ffic e rs  sit o n  the Ixsards 
o f  th e ir  banks o r  su p p lie rs  o r  d is t r ib u to rs , th e re  a rises the ob v iou s  
tem p ta tio n  to  ob ta in  p re fe ren t ia l trea tm en t based on  fa v o r  and 
fr ie n d sh ip . T h e n  the race is not to  the  sw ift , but to  the w c ll-c on - 
ncctcd . Ia tu is  B ran d c is  saw the p ro b lem  e a r ly  in th is  c e n tu ry :
'The practice o f interlocking directorates is the root o f many evils, It o f­
fends law s human and divine. Applied to rival corporations, it tends to the 
suppression o f competition and to  vio lation o f  the Sherman law. Applied 
to corporations which deal with each other, it tends to d is loya lty  JnJ to 
vio lation o f the fundamental law that no man can verve tw o masters. In ci­
ther event it leads to inefficiency; fo r it remove* incentive and destroys 
soundness o f judgment. It is undemocratic, fo r it rejects the p la tfo rm : “ A 
fair field and n o  favors ’’— substituting the pu ll o f  privilege fo r the push o f 
manhood.
W ith  B ran d c is  as a m a jo r  p ro p o n e n t . C ong re ss  in 1914 enacted  the 
C la y to n  A c t, section  8 o f  w h ich  e x p re s s ly  fo rb id s  a n y  p e rson  fro m  
se rv in g  on  th e  b oa rd s  o f  tw o  o r  m o re  com pe ting  c o rp o ra t io n s . 
U n t i l re c e n t ly , h ow e ve r , section  8 bad not Ixrcn e n fo rc ed . I h rough  
19 5a , som e 38 y ea rs  a fte r the enac tm en t o f  the C la y to n  A c t , the 
D e p a rtm en t o f  Ju stice  had not litig a ted  a sing le  case to  a dec is ion  
b y  a c o u r t . T h rough  D e c em b e r 19 7$ . tbe D ep a rtm en t had in sti­
tu ted  a to ta l o f  15 cases. The F e d e ra l T rade C om m iss io n , w h ich  
has c on c u rre n t en fo rcem en t re sp on s ib ilit ie s , had fi le d  o n ly  13 c om ­
p la in ts  u n d e r section  8 o f  th e  C la y to n  Act th rou gh  J an u a ry  !</>$. 
O n ly  on e  o f  these c om p la in ts  re su lted  in a cease and  dc>ist o rd e r ; 
the rem a in d e r w e re  d ism issed  w hen the  d ire c to rs  in v o lv ed  d iscon -



t in u cd  the  p ro h ib ited  re la t io n sh ip . A s C h a irm an  Em anue l C c llc r 's  
H ou se  A n tit ru s t S u b com m itte e  con c lu d ed  in  1965 a fte r a le ng th y  
s tu d y  o f in te r lo c k s  am ong  c om pe tito rs : e n fo rc em en t had been ne i­
th e r " p rom p t n o r v ig o ro u s ." *

S h o r t ly  a fte r C c llc r ’ s s tu d y  was re lea sed , econom ist Pe te r 
D o o le y  ca lcu la ted  that th e re  w e re  a to ta l o f  4 ,0 0 7  d ire c to rsh ip s  
h e ld  by  the d ire c to rs  o f  the  2 0 0  la rgest n on financ ia l c o r ­
p o ra tion s  and the 5 0  la rgest fin anc ia l c o rp o ra t io n s . “ W h ile  m ost 
o f  these d ire c to rs  sat o n  a s ing le  b o a rd , 562 sat on  tw o  o r  m o re  
b oa rd s : F iv e  m en he ld  six d ire c to rsh ip s  each . In  a ll, 1 ,4 0 4  d ire c ­
to rsh ip s  w e re  h e ld  b y  m u lt ip le  d ire c to rs ."  T w o  h un d red  and 
th ir ty - th re e  o f  the  2 5 0  c o rp o ra t io n s  had at least one  d ire c to r w h o  
sat on  the b o a rd  o f  at least one  o th e r o f  th e  la rgest c o rp o ra t io n s . 
M ost s ig n if ic a n t ly , fu l ly  297 in te r lo ck s  in v o lv ed  com pan ies w h ich  
w ere  c om p e tito rs . "W  h ile  illeg a l u n d e r th e  C la y to n  A c t ,"  ob se rved  
P ro fe s s o r  D o o le y , " th e  law has not bt-11 e ffe c t iv e ly  e n fo rc e d , so 
that the  in s titu t io n  o f  in te r lo c k in g  d ire c to ra te s  con tin u es  to  p ro v id e  
a veh ic le  fo r  re s tr ic t in g  c om pe tit io n . . . ."

O u r  ow n  m o re  recen t s u rv e y  o f  th e  b oa rd s o f  d ire c to rs  o f  the 
5 0  la rgest in d u s tr ia l c o rp o ra tio n s  id en tified  eight appa ren t instances 
o f  illeg a l in te r lo c k s . J oh n  T . C o n n o r , fo r  e x am p le , is b o th  a d ire c ­
t o r  o f  G en e ra l M o to rs  and  C h a irm an  o f  A llie d  C h em ic a l, th ough  
A llie d  C h em ic a l p roduces scat b e lts , s h o u ld e r ha rnesses , and  a ir ­
bags. a ll o f  w h ich  C M  e ith e r p re sen t ly  m anu fa c tu re s  o r  p o te n t ia lly  
c ou ld . D ean  M cG ee  is a d ire c to r  o f  G en e ra l E le c tric  and C h a irm an  
o f  K c r r -M c G e c , th ough  bo th  se ll n u c le a r fu e ls . 1 le n ry  S . W inga te  
is a d ire c to r  o f  b o th  U .S  S tee l and In te rn a t io n a l N ic k e l C om p an y  
o f  C an ada , b o th  o f  w h ich  m ine  n ick e l, iro n  o re , and  o th e r c om pe t­
ing  m eta ls .

E ven  b e yon d  in adequa te  en fo rcem en t o f  it* p ro v is io n s , section 
8 o n ly  fo rb id s  in te r lo ck s  am ong  c om pe tit iv e  c o rp o ra tio n s . In ­
te r lo c ks  am ong  c o rp o ra tio n s  w h ich  p ro v id e  serv ices, supp lie s ,

• In the paw th ftc  year* the I ixlcral T rade Qmmmvion ha» lie gun to enforce 
the A rt, bringing three rtu|<>r actions, the nt'»st important oi  11 'tich required seven 
d irecton  common 1 t*t* Ixurd* o f 1; competing oil and gav .-orporatktftv to rcvign. 
More recently the Ju t tm  tV n irtm cn t a v u s e  from it* long vum licr and brought an 
action in against the Han* >f Amrrtc holding compa ,y and certain invuranee 
companies win 1 allegedly competes, . • .voiding designated services.
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fu n d in g , o r  d is tr ib u t io n  fo r  o .c h  o th e r e q u a lly  v io la te  th e  fu n ­
dam en ta l law tha t n o  m an can c rvc  tw o  m aste rs . T h e y  a re  a lso  fa r  
m o re  n um e rou s . In  1 974 , the C en te r fo r  Sc ience in  the P u b lic  In ­
terest a n a ly z e d  in te r lo c k in g  d irec to ra te s  and a d v is o ry  com m ittee  
connec tion s o f  the e igh teen  la rgest U n ite d  S ta tes o i l c o rp o ra t io n s . 
T h e y  fo u n d  4 6 0  in te r lo c k in g  connec tion s in  a l l ,  in c lu d in g  132 in ­
terfile i w ith  b anks , 31 in te r lo ck s  w ith  in su rance  c om pan ie s , 12 in ­
te r lo c ks  w ith  u ti lit ie s , 15 in te r lo c k s  w ith  tra n sp o rta t io n  c o rp o ra ­
t io n s , and  2 2 4  in te r lo c k s  w ith  m anu fa c tu rin g  and  d is t r ib u t io n  
c o rp o ra t io n s . O i l c om pan y  tics w ith  banks (w h ic h  s u p p ly  c ap ita l) , 
in su rance  com pan ies (w h ic h  p ro v id e  an underw  r it in g  se rv ic e ), d is ­
t r ib u tio n  com pan ies (w h ic h  d is tr ib u te  o i l c om p an y  p ro d u c ts ) , and 
u ti lit ie s , t ra n sp o r ta t io n , and  m anu fa c tu rin g  c o rp o ra t ion s  (w h ich  
pu rchase  o il p ro d u c ts ) in e v ita b ly  d im in ish  the a rm ’s leng th  a*m o- 
sphe re  in  w h ich  e ffe c tiv e  c om pe tit io n  th riv e s .

S u ch  d u b b is h n e s s , h ow e v e r , is typ ic a l o f  th is n a t io n ’s la rgest 
c o rp o ra t io n s . O u r  su rv e y  o f  th e  50  la rgest in d u s tr ia l c o rp o ra t io n s  
and  10 la rgest c om m erc ia l b anks fo u n d  that the 5 0  la rgest in d u s ­
tria lis ts  had 54 in te r lo c k s  w ith  the 10 lead ing  com m erc ia l banks and 
24 in te r lo c k s  am ong  th em se lve s . O u r  su rv e y  a lso  estab lished  tha t it 
Has becom e a c om m on  p ractice  fo r  the lead ing  c om m erc ia l b anks to  
b rin g  tog e th e r c om pe tito rs  » n th e ir b oa rd s o f  d ire c to rs . F o r  ex ­
am p le , o n  its boa rd  C hase  M anha ttan  un ites d ire c to rs  fro m  c om ­
peting  c om pan ie s  in  fo u r  in du s trie s : in d u s tr ia l chem ica ls  (A ll ie d  
C h em ic a l, C c lan e sc , an om m c rc ia l S o lv en ts  C o rp o ra t io n ) ; d ru g s 
(P fiz e r  and S q u ib b ) ; p ape r g ood s (C c lanesc  and In te rn a t io n a l 
P a p e r) ; and o il (E x x o n , R o y a l D u tch  P e tro le u m , and  S ta n J a rd  O i l 
o f  In d ia n a ). C o n tin en ta l I l l in o is  b ring s tog e th e r le ad ing  a g r ic u ltu ra l 
eq u ipm en t p ro d u ce rs  C a te rp i l la r  T ra c to r  and In te rn a t io n a l H a r ­
ves te r; fo o d  p ro d u c e rs  K sm a rk  and K ra f ic o ; and  ra i lro a d s  C h ic ag o - 
M ilw u u kcc  and  I l l in o is  C e n tra l.

W h en  in te r lo c k s  a re  v iew ed  on  a c ity -b y -c ity  b a s is , it becom es 
c lea r tha t th e re  a re  substan tia l soc ia l costs as w e ll— as in  the 
ease o f  M in n e a p o lis -S r . P a u l. In  J a n u a ry  1 971 , R ic h a rd  G ib s o n , a 
m ethod ica l s ta f f  re p o r te r  fo r  the Minneapolis Star, de sc rib ed  the 
socia l s t ru c tu re  o f  a m a jo r  in d u s tr ia l c ity  b y  e xam in in g  the b o a rd s  
o f  the 2 0  o r  so le ad ing  Tw in  C ity  in d u s tr ia l c o rp o ra t io n s  and  e ight 
lead ing  banks . W h a t he fo u n d  was a tig h t li r t le  net o r  what he
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ca lle d  sw app ing : B u r lin g to n  N o r th e rn  p laced  its execu tive  on  the 
h oa rd  o f  G en e ra l M i lls , and G en e ra l M i l ls  rec ip roca ted  b y  p lac ing 
an execu tive  on  the boa rd  o f  B u r lin g to n  N o r th e rn . H o n e y w e ll, 
P i l ls b u r y , jM ,  and  D a y to n  H u d so n  just p laced execu tives e v e ry ­
w h e re , ac d id  th e  lead ing  banks.

B u t G ib so n  w ent b eyond  the statistics and exam ined  the p e r­
son a lit ie s  in v o lv e d . H e  fo u n d  tha t the b oa rd s  o f  the 30 lead ing  c o r ­
p o ra t ion s  in a m a jo r  m e tro p o lita n  area o f  som e tw o  m illio n  p eop le  
w e re  d om in a ted  b v  19 m en . L ig h t se rved on  th re e  o r  m o re  h oa rd s ; 
five  m en served on  fo u r  b oa rd s ; * i\  se rved on  five b oa rd s o r  m o re . 
C ru c ia l ly , these w e re  the m en that se rved  as c h a irn v n  o r  led the 
key  c om m ittee s . A ll bu t one o f  these m en , P ro fe s s o r W a lte r  H e l le r , 
was a c o rp o ra te  execu tive . F o u rte e n  o f  the  19 w ere  c o rp o ra te  c h ie f 
execu tives . E xam ined  in socia l te rm s , the e con om y  o f  M in n eap o lis  
lo o k s  lik e  an o lig a rc h y .

C e r ta in ly  n o  on e  w ou ld  a rg ue  that a ll in te r lo ck s , w he the r 
am ong  c om p e tito rs , in fin anc ing , s u p p ly , o r  d is tr ib u t io n  re la t io n s , 
d irec t o r  in d ire c t , lead to  c o llu s iv e  b eh a v io r . But it is unnecessa ry  
that a n y  in te r lo c k  o ccu r. T h e re  a rc  su ffic ien t d ire c to rs  a va ilab le  so 
that each boa rd  m ay be s ta ffed  b y  d is in te re s ted  p e rson s . T h e  costs 
o f  in te r lo c k s— fa v o r i t ism , jo in t p rice  o r  o u tp u t ac tion s , d is c o u r­
agem ent o f  e n tre p re n eu rs— m ust be w e ighed  against what are at 
best n eg lig ib le  advan tages.

C o n flic t o f  in te re sts can a lso  o c cu r w hen  la rge  in d u s tr ia l c o r ­
p o ra tion s  in v ite  th e ir in vestm en t b an ke r o r  ou ts id e  coun se l to  serve 
o n  th e ir  b o a rd s . F o r  the  in vestm en t b a n k e r , e sp ec ia lly , th is creates 
a stark  d iv is io n  o f  lo y a lty . In  a dd it ion  to  u n d e rw rit in g  secu rity  o f ­
fe rin g s  and re la ted  c o rp o ra te  lin an c ia l se rv ices, he ty p ic a lly  docs in ­
vestm en t c ou n se lin g , < m p lo y s  b ro k e rs , and adm in is te rs  m u tua l 
fu n d s . H e  is ju *t as lik e ly  to  pe rce ive  his p r im a ry  ob lig a tio n  to  ru n  
to  his in ve stm en t c lien ts a* to  the sh a reh o ld e rs  o f  the c o rp o ra tion  
he d irec ts . As on e  top  execu tive  e xp la in ed , "A s  soon as y ou  have 
an in vestm en t b an ke r |o n  the b o a rd ) , y o u  pu t y o u rs e lf in  a p os ition  
w h e re  o n e  g ro u p  o f  sh a reh o ld e rs  m ight be fa v o re d  at the expense  o f 
o th e r sharch< Id e rs ."

A  w o rse  s itu a tion  occu rs  w hen  the  in vestm en t b an ke r is fa ­
v o re d  at the  expense o f  all sh a reh o ld e rs . J . M  Ju ra n  and J . L o u -
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t k n ,  a u th o rs  o f  th e  A m eric an  M anagem en t A ssoc ia tion 's s tu d y , Tbe 
Corporate Director, c ited  instances w he re  in vestm en t banke rs  have 
U 'cn  g u i lty  o f  g u id in g  the c om p an y  in to  a p o o r  a cqu is ition  to  
c reate a need fo r  se llin g  secu ritie s . In ve stm en t b an ke r-d irc c to rs  
have in sisted on  be ing  in v o lv e d— fo r  a fee— when the c o rp o ra t io n  
seeks to  b o r ro w  m on ey  fro m  an in su rance  c om pan y  o r  o th e r 
le n d e r . A n d  w hen  a c o rp o ra t io n  has an in vestm en t b an ke r on  its 
b o a rd , it becom es v e ry  d i ff ic u lt  to  transact business w ith  o th e r  in ­
vestm en t b an ke rs . “ H a v in g  a sen io r p a rtn e r o f  an in vestm en t b ank ­
ing  firm  on  o u r  Isoard is no tice  to  the w o r ld  that we a re  his cap tive  
c lie n t ,"  said on e  c o rp o ra te  p re s id en t. “ O f  cou rse  th is  is the m ain 
reason  in ve stm en t banke rs  w ant to  be on  so m any  Im a rd s . 1  hey  
th in k  o f  b o a rd  m em be rsh ip  as a v e ry  good  w ay  o f  assu ring  that the 
business o f  the  c om p an y  goes o n ly  to  them . It's  a so rt o f  O p e ra t io n  
S ta ke ou t. It tags the c om p an y  as b e long ing  to  one  p a rt ic u la r f i rm ."

A  s im ila r  d iv is io n  o f  lo y a lt ie s  occu rs  w hen  c o rp o ra te  c om  el 
serves on  the b o a rd . A tto rn e y s  have a financ ia l in te re st to  i -  
c rease the c o rp o ra t io n 's  law  b i lls , ra th e r than e conom ize  fo r  a s  
sh a reh o ld e rs . T h is  in a b i li ty  o f  law y c r-d irc c to rs  to  g ive  d is in te r ­
ested coun se l has led  som e law  firm s  to  d iscou rage p a rtn e rs  fro m  
se rv in g  on  c lie n ts ’ b o a rd s . F o r  e x am p le . N ew  Y o rk  C i t y ’s D e b t*  
vo isc , P lim p to n , l .y o n s  and  G a te s  w ill n o t p e rm it a p a rtn e r to  go  
on a b oa rd  w ith ou t the a p p ro v a l o f  the firm  as a w ho le . S k ad d cn , 
A rp s , S la te , M eagher and  L lo m , a lso  o f  New  Y o rk , f la t ly  p ro h ib its  
p a rtn e rs  f ro m  becom ing  d ire c to rs  "excep t in e x tenua ting  c ase s ."  
N on e th e le ss , an exhau stiv e  1 9 7 1 -7 2  s tu d y  o f  som e 12,00*1 c om p a ­
n ies , w h ich  fi le d  in fo rm a t io n  statem ents w ith  the SEC, fo u n d  that 
a p p ro x im a te ly  on e  in six em p lo y s  an a tto rn e y  fro m  the c om p a n y ’s 
o u ts id e  c oun se l as a d ire c to r .

A gg rava ting  m e  costs to  sh a reh o ld e rs  o f  these s tru c tu ra l c on ­
flic ts  o f  in terest is the to le ran ce  b y  m od e rn  c o rp o ra te  I jw  o f  se lf- 
e n ric h in g  execu tive  c ond uc t. A s e a r ly  as an 184*9 S u p rem e  C o u rt  
o p in io n , th e  ru le  was w e ll estab lish ed  that any  con trac t be tw een  an 
in te rested  d ire c to r  and h is c o rp o ra t io n  was v o id ab le  at the  m ere  in - 
•istence o f  the c o rp o ra t io n  o r  any  o f  its sh a reh o ld e rs  reg a rd le ss  o f  
the fa irn ess  n r u n fa irn e ss  01 the  tran sac tion . P ro fe s so r I la r o ld  
M a rsh  e xp la in ed  w h y :



Under this ru le it mattered not the slightest that there was a m ajority o f 
so-called disinterested directors who approved the contract. T he  courts 
stated that the corporation was entitled to the unprejudiced judgment and 
advice o f  all o f its directors and therefore it did no good to say that i|»c in­
terested d irector did not participate in the making o f the contract on hchalf 
o f  the corporation . . .

B y  1880 , th is  p r in c ip le  "app ea red  to  be im p reg n ab le . . . .  It 
was stated in rin g in g  te rm s  b y  v ir tu a lly  e v e ry  dec ided  case, w ith  
a rg um en ts w h ich  seemed ir re fu ta b le , and it w as sanctioned  b y  
a g e ."  O n e  sch o la r te rm ed  this the " fu n d am en ta l law o f  m o ra ls  and 
o f  hum an  n a tu re "  and iilc i d ied its B ib lic a l o r ig in : “ N o  m an can 
s c n e  tw o  m as te rs ."  “ F ra u d  is to o  cunn ing  and e va s iv e ,"  reasoned  a 
N ew  Jc rse v  c o u rt , “ fo r  c ou rts  to  e stab lish  a ru le  that in v ites its 
p re sen c e ."

T o d a y  th is p r in c ip le  is dead . T h e  D e law a re  G en e ra l C o rp o ra ­
tion  la w  not o n ly  to le ra te s  in te rested  conduct b y  c o rp o ra te  o ffic e rs  
and d ire c to rs ; it has m ade se lf-d e a lin g  t l. n o rm .

U n d e r  c u rre n t D e law a re  law , the c h ie f execu tive  o f  a c o rp o ra ­
tion  and o th e r sen io r c o rp o ra te  execu tives m ay  serve on  the boa rd  
o f  d ire c to rs  o r  com pen sa tion  com m ittee  w h ich : (1 ) sets execu tive  
sa la rie s ; (2 ) se lls  o r  purchases p ro p e r ty  fro m  c o rp o ra te  execu tives ;
(3 ) loans m on e y— on  a secu red o r  unsecu red  basis ; w ith  o r  w ith ou t 
in te re s t— to  c o rp o ra te  execu tives ; and (4 ) estab lishes pension  p lan s , 
p ro fit  sha ring  p la n s , stock bonuses , re t irem en t , b ene fit, in cen tive , 
and com pen sa tion  p lans (in c lu d in g  ph an tom  s to c k "— .1 r is k - fre e , 
c o s t- fre e  stock o p t io n  p la n ) , tru s ts ; h ea lth  in su rance ; o r  d e fe r re d  in ­
com e p lan s fo r  such c o rp o ra te  o ffic e rs  o r  th e ir d ependen ts .

N o t  o n ly  m ay  c o rp o ra te  o ffic e r*  engage in  such se lf-d e a lin g  
but sh a reh o ld e rs  u n d e r D e law a re  law are nea rly  p ow e rle ss  to  m in i­
m i/e  the  am oun t o f  c o rp o ra te  largess to p  execu tives pay  th em ­
se lves. A n \  con tra c t o r  tran sac tion  betw een d ie  c o rp o ra t io n  and an 
in te re sted  execu tive  is p e rm iss ib le  as lo n g  as it is “ la i r  B u t , in 
D e law a re , fa irn e ss  is p re sum ed . P ro fe s s o r K rn cst f o l k ,  the lead ing  
c om m en ta to r o f  D e law a re 's  G en e ra l U o rp o ia t io n  l aw , exp la in s  
that “ G iv e n  D e law a re ’s p re sum p tio n  o f sound  business judgm en t 
w ith  respect to  lio a rd  d ec is ion s , the c ou rts  w i ll t ry  to  u c tc rm in c  
w he th e r the dec is ion  can lie  a ttr ib u ted  to  any  ra t io n a l business p u r -
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p ,i* f , and i f  so , th e re  w ill be n o  ju d ic ia l p rec r .p tion  o f  the  d ec i­
sion.

There seetn to  be few p ractica l lim its  to  th is d o c tr in e . F o r  ex ­
am p le , i f  a c o rp o ra te  c h ie f execu tive  w e re  so g race less as to  em bez­
z le  $ 5 0 0 ,0 0 0 , th e re  is li t t le  question  that even in D e law a re  he 
w ou ld  be req u ire d  to  re tu rn  the m oney  and w ou ld  be sub jec t to  
c rim in a l p ro secu tio n . Y e t i f  that sam e c o rp o ra te  execu tive  raised 
his sa la ry  $ 5 0 0 ,0 0 0  and rece ived the ap p rova l o f  a b oa rd  o f  d ire c ­
to rs  he se lec ted , th e re  is e q u a lly  li t t le  question  that a D e law a re  
c ou rt w ou ld  te rm  th is “ fa i r "— so lo n g  as the c h ie f execu tive  c ou ld  
po in t to  s im ila r  sa la ry  increases in I s in d u s try  o r  rece ived the 
$ 5 0 0 ,0 0 0  th rou g h  an " in cen tive  Im nu s" o r  p ro fit p a rtic ip a tion  p lan .

In  the absence o f  ju d ic ia l lim ita t io n s , excessive rem un e ra tion  
has becom e the  n o rm . In  1974 ( ^c execu tive  com pensa tion  (s a la ry , 
b onu s , d e fe rre d  in com e , and  d ire c to rs ’ fees ) o f  the h ighest pa id ex­
ecu tive at the 50  la rgest in d u s tr ia l c o rp o ra tion s  was ap p ro x im a te ly  
$ 4 0 0 ,0 0 0— o r  abou t a* m uch  in on e  y e a r as m any  o f  th e ir em ­
p lo yee s  ea rn  in a li fe t im e  and tw o  and o n e -h a lf tim es the average 
execu tive  com pensa tion  o f  $ 1 4 5 ,0 0 0  earned  b y  the h ighest paid ex ­
ecu tive  at the 50  la rgest in d u s tr ia l c o rp o ra t io n s  in K /13 .

C o n t ra ry  to  the c on ven tion a l w isd om , to p  execu tive  sa la ries d o  
not g e n e ra lly  decrease in response  to  a dec lin e  in c o rp o ra te  sales o r 
p ro fits . In  the recessionary  yea rs  1 9 7 0 -1 9 7 3 , P ro fe s so r W i lb u r  la r- 
w c llc n , a lead ing  a u th o rity  on  execu tive  c om pen sa tion , fo u n d  that 
the "m ean " s a la .y  .o r  the top  execu tive  at 50 la rge  m an u f c tu rin g  
c o rp o ra t ion s  increased s tead ily  from  S 2 51 .HA7 in 1970 , to  $  8 7 ,7 5 9  
in 1971 , $ 3 2 3 ,8 0 2  in 1972 , and $ 3 8 9 ,2 7 7  in 1973 .

Hut s a la ry , b onu s , and d e fe rred  incom e a rc  o n ly  the m ost o b ­
v ious lien c lits  ap p rop ria ted  b y  c o rp o ra te  ch ie fta in s . E q u a lly  im po r 
t in t is ow n e rsh ip  in com e. N e a r ly  eve ry  la rge  in d u s tr ia l c o rp o ra t io n  
o ffe rs  its to p  execu tives stock o p tio n s . T h e se  op tion s  a llow  execu ­
tives to  b u y  shares o f  s tock in th e ir c o rp o ra t ion  at a fixed  p rice  at 
an y  tim e o r  at specified tim es— o fte n  v*»th the h e lp  o f  c om pan y - 
K en ned  low in terest loan s o r  in tc rc s t - f ru  loans— and sub sequen tly  
se ll th em .

F ro n t the sh a reho ld e r's  p o in t o f  v iew , the resu lt is a c lassic 
case o f  "h ead s w e lo se , ta ils  y o u  w in .”  O v e r  t im e , execu tives are



ab le  to  b u i ld  u p  a substan tia l fo r tu n e  in c o rp o ra te  stock w ith ou t 
p e rson a l r isk . T h e  m o re  th ey  d o  so , the m o re  th e y  d i lu te  the va lu e  
o f  o th e r  s to c kh o ld e rs ' sha res .

W e exam ined  the  stock  h o ld in g s  o f  the h ighest paid execu tives 
at the  50  la rgest in d u s tr ia l c o rp o ra t io n s  to  get som e in d ic a tion  o f  
the ex ten t o f  execu tive  s tock  h o ld in g s . F rom  the s ta rt , we e lim i­
nated  fro m  con s id e ra tio n  the seven highest pa id  c h ie f execu tives 
w hose  stock h o ld in g s  w e re  e ith e r la rg e ly  in he rited  o r  la rg e ly  
" fo u n d e r 's  sh a re s" ; H e n ry  F o rd  l i  (F o rd  M o to rs ), R ob e rt S a rn o f f  
(R C A ) ,  B ro o k s  M cC o rm ic k  (In te rn a t io n a l H a rv e s te r ) , W i lla rd  
R o c kw e ll (R o c k w e ll In te rn a t io n a l) , A rm and  11am n te r (O c c id e n ta l 
P e t ro le u m ), S a n fo rd  M c D o n n e ll (M c D o n n e ll D o u g la s ) and J . P . 
G ra c e  (W . P . G ra c e ). T h e  43  rem a in in g  c h ie f execu tives w ere  " em ­
p lo y e e "  execu tives . Y e t each ow tied an average o f  $ 1 ,5 6 6 ,0 0 9  o f  his 
c o rp o ra tion 's  s tock , accord ing  to  the m ost recen t p ro x y  statem ents 
filed  w ith  th e  SF .C  and  the c lo s in g  stock p rices o f  O c to b e r  1, 
1 9 :5 . *

I bis c ru d e  fig u re  illu s tra te s  th ree  p o in ts . F ir s t , p r im a r i ly  at 
sh a re h o ld e r expense , th e  top  execu tives o f  o u r  la rgest c o rp o ra t io n s  
c an . am i o fte n  d o , b u ild  u p  m illio n -d o lla r  fo rtu n e s  in c o rp o ra te  stock 
on  top  o f  t ln i r  sub stan tia l cash and  d e fe rre d  c om p  nsa tion . S ec ­
o n d , the  in com e  o f to p  execu tives is s ig n ific an tly  increased each 
y ea r bv d iv id en d s  fro m  th e ir c o rp o ra te  stock . U s in g  o u r  4 3  to p  ex- 
ccu tivcs as .111 e xam p le  again , each rece ived  .111 average o f  $ 6 0 ,3 8 2  
in  div id end  in com e  in  1074 above  and  b e yon d  a $ 4 0 0 ,0 0 0  sa la ry . 
T h i r d ,  each to p  execu tive  w ill fu r th e r be en rich ed  b y  increases in 
the p rice  o f  th e  stock . P ro fe s so r I v c lle n  has d e te rm in ed  that a 
s im ila r list o f  c h ie f execu tives at th e  f i f t y  la rgest 11ulusir1.1l c o rp o ra ­
tion s  (a fte r  de le ting  "ex trem e  v a lu e s" such as in he rited  o r fo und e r's  
s to c k h o ld in g s ) averaged $ 2 2 0 ,0 8 7  p e r yea r in  cap ita l gains in com e 
fo r  the  fo u r  y ea rs  1 9 6 0 -6 3 .

* I h o  ti^iin- is jilm itw illv  1 very m i.It j|>pni\mwun<i of ownership income. 
On the one hattd, • J.n " m i Jn lli iy iliih  llic shires llic executives piirehrse with 
Ihcit own tnone) from iIiom the company gave them ih loiigh sleek option*. s t « k  
U «iu *r*. or loan arrangements (h i Ih t other hantl, ii u iklersialcs the anion,u o f 
ownership income o f these ew cu n ve i h , making no allowance for the fart that cor­
porate ch irf rseeu tiscs frequently w |i stock they own in llieir own corporation and 
put their money in other investments
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A d d it io n a l ly , pens ion  o r  re t irem en t bene fits have sw o lle n , 

M cK in se y  and  C o m p a n y ’ s 1975 E xecu tiv e  C om pen sa tion  S u rv e y  
fo u n d  that a ll but on e  o f  577 m a jo r  U .S .  c o rp o ra t io n s  stud ied  had  a 
pci. ion  o r  p ro fit-sh a r in g  re tirem en t p lan  to  pay  fo rm e r  execu tives a 
fixed  in com e  each y e a r  a fte r th e y  re t ire . A lm o s t h a l f  o f  th e  com pa ­
nies p ro v id e  e ith e r a th r if t  o r  savings p lan  o r  a p ro fit-sh a rin g  p lan  
in a d d it io n  t o  the pen s ion  p la n . O u r  ow n  su rv ey  fo u n d  that the  : t  
c h ie f execu tives o f  the 50  la rgest c o rp o ra t io n s  w h o  d isc lo sed  th e ir 
e stim ated  annua l re tirem en t bene fits an tic ipated  an in com e o f  
$ 1 3 3 ,9 1 0  p e r y ea r a fte r they  re tire . A nd  c o rp ira te  execu tives a lso  
e n jo y  o th e r bene fits such as li fe  and m ed ica l in su rance ; fre e  m ed ica l 
se rv ic e ; edu ca tio n a l g ran ts fo r  th e ir  c h ild re n ; in d em n ifica tio n  in s u r­
ance ; c om pan y  a p a rtm en ts ; c o u n try  c lu b  m em be rsh ip ; lu n ch eon  o r  
d in n e r  c lu b  m em b e rsh ip ; c h a u ffe u r-d r iv e n  ca rs ; fre e  lega l and  tax 
c ou n se lin g ; p e rson a l financ ia l c oun se lin g ; expense accoun ts ; and 
o th e r am en ities . This m y riad  o f  s tock b on u s , in su rance , and bene­
fit p ro g ram s  increases the  in com e o f  c o rp o ra te  ch ie fs b y  a p p ro x i­
m a te ly  * 0 -7  > percen t above  th e ir  $ 4 0 0 ,0 0 0  d irec t rem un e ra tio n  to  
an ac tua l in com e o f  a p p ro x im a te ly  $ 6 0 0 ,0 0 0  to  $ 7 0 0 ,0 0 0  p e r y e a r .

Y e t i f  excessive rem un e ra tion  w ere  a con flic t o f  in te rest c o n ­
fin ed  to  the  c o rp i ra te  c h ie f e xecu tive , it w o u ld  seem  sm a ll once  it 
was d iv id ed  by  the to ta l n um be r o f  shares in  m ost la rge in d u s tr ia l 
c o rp o ra t io n s . W ha t n u k e s  the execu tive  com pensa tion  con flic t 
t ru ly  expensive  ts that the c o rp o ra te  c h ie f execu tive  not o n ly  sets 
Ins ow n  sa la ry  bu t a lso  de te rm ines the  rem un e ra tion  o f  o th e r exec­
u tives a ll 1 lie  w ay  d ow n  (he  lin e . It is c le a r ly  in the c o rp i r a te  c h ie f 
execu tive 's p e rsona l in terest to  seek the  greatest p o ss ib le  rew a rd *  
fo r  b is sub o rd in a te s  as w e ll as h im se lf F o r  a c o rp o ra te  c h ie f w h o  
can " d e liv e r "  h igh sa laries increases the  p e rson a l lo y a lty  o f  h is sul>- 
o rd in a te s , A nd  tbe h ighe r Ins subo rd in a te s ' in com e , the h ig h e r the 
c h ie f execu tive 's in com e m ust be.

A govnl i l lu s t ra t io n  o f  .b is is G en e ra l E le c tr ic , w he re  in  1974 
R eg in a ld  Jon e s , the c h a irm an , re c e iv ed  a c om pen sa tion  o f  
$ 5 0 1 .aoo  W a lte r  D an ce , Jack B a rk e r , and H e rm an  W e is s , the next 
th ree  h ighest pa id  execu tives , rece ived  $ 4 0 0 ,7 5 0 ; $ 4 0 0 ,5 0 0 ; and 
5 4 0 0 ,0 0 0 , re sp ec tiv e ly . T h e  next 107 h ighest p a id  o ffic e rs  averaged 
d irec t com pen sa tion  o f  $ 1 2 1 ,2 4 0 . A gg rega te  fig u res fo r  "execu tive  
g ro u p s "  at the o th er 5 0  la rgest in d u s tr ia l c o rp o ra t io n s  w ere  a p p ro x -
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im a tc ly  the sam e. In  th e  ave rage  c o rp i r a t io n , th e  31 o r  so  o ffic e rs  
ran ked  im m ed ia te ly  hc low  the fiv e  h ighest pa id  execu tives rece ived 
an average o f  $ 9 9 ,2 5 6  in  d irec t rem u n e ra tio n , w h ich  w ou ld  equa l 
a p p ro x im a te ly  $ 1 5 0 ,0 0 0  im pu tin g  the  p resen t v a lu e  o f  s tock bonus 
p ro g ram s , re t irem en t bene fits , in su rance , and  o th e r pe rqu is ites .

A  com pensa tion  system  is o b v io u s ly  askew w hen  a p riv a te  
business c o rp o ra t io n  m ust p ay  a c h ie f execu tive  com pensa tion  and 
bene fits  o f o v e r  $ 6 0 0 ,0 0 0  w hen  th is is 15 tim es the  $ 4 0 ,0 0 0  o r  so 
the U n ite d  S tates g ove rnm en t m ust p ay  its h ighest ran k in g  g en e ra l, 
re g u la to r , o r  S en a to r . O r  w hen  it m ust pay  its next 2 0 -1 0 0  sen io r 
execu tives an average o f  $ 1 5 0 ,0 0 0  each w hen  the fed e ra l g ovc rn - 
mcn" exp end s a m ax im um  o f  $ 3 8 ,0 0 0  p e r  y e a r  t o  h ire  its h ighest 
ran k in g  c iv il se rvan ts , and C a li fo rn ia , th is n a tio n ’s la rgest state , 
pays its g o v e rn o r $ 4 9 ,0 0 0 .

T h is  is not to  d eny  that the  e n tre p re n eu r o r  .c o rp o ra te  fo u n d e r 
w h o , at substan tia l r is k , in tro d u c e s  a n ew  o r  b e tte r g ood  o r  serv ice 
sh ou ld  not be  g iven  a sub s tan tia l in cen tiv e  to  m ake an unu su a l p e r ­
sona l c o n tr ib u t io n  t<» soc ie ty . B u t w e  a rc  c on ce rn ed  here w ith  the 
a dm in is tra to rs  o f  la rge  in d u s tr ia l c o rp o ra t io n s  w h o , at m in im a l p e r­
sonal r is k , serve s the bu reau c ra ts  o f  p riv a te  in d u s t ry . T h e se  in d i­
v id u a ls  rece ive  th e ir s tagge ring ly  la rge  sa u r ie s  and  stock o p tion s  b y  
r is ing  th rou g h  execu tive ran ks— in e x a c t ly  th e  sam e w ay  that g o v ­
e rn m en t ’s c iv i l se rvan ts  rise  th ro u g h  c iv i l se rv ic e  ran ks— and  by 
then  e xp lo itin g  the  la x irv  o f  state c o rp o ra te  law s that th e ir p re d e ­
cessors h e lp ed  w rite .

Remedies

REVAMPING M il HOARD
T h e  modern c o rp o ra t io n  is ak in  to  a p o lit ic a l state  in  w h ich  al' 

p ow e rs  a re  he ld  b y  a s ingle c liq u e . I he sen io r execu tives o f  a la rge 
firm  a rc  e ssen tia lly  not accoun tab le  to  a n y  o th e r o ffic ia ls  w ith in  the 
fi T h e se  a rc  p re c ise ly  the c ircum stances th a t, in  a d em oc ra tic  
p o lit ic a l s ta te , re q u ire  a sep a ra tio n  o f p ow e rs  in to  d iffe re n t 
b ranches of a u th o r ity . A s Jam es M ad ison  e xp la in ed  in the Federalist 
So. 47: ,
The accumulation o f all powers, Ugislativc, executive, and judic ia ry , in 
the same hands, whether o f  one, a leu  nr m any, and whether hereditary,
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u lf- ip p o in tcd , o r elective, m ay justly  be pronounced the very definition o f 
tsranny Were the federal constitution, therefore, rea lly chargeable with 
ibis accumulation o f  power, o r with a mixture o f  powers, having a danger­
ous tendency to such an accumulation, no fu rther arguments would be 
necessary to  inspire a universal reprobation o f the system.

A  s im ila r  conce rn  o v e r the u n accoun tab ility  o f  business 
execu tives h is to r ic a lly  le d  to  th e  e leva tion  o f  a b oa rd  o f  d ire c to rs  to  
re v iew  and  check the actions o f  op e ra tin g  m anagem ent. A s a p rac ­
tica l m a tte r, i f  c o rp o ra te  g ove rnance  is *o be re fo rm e d , it m ust 
beg in  b y  re tu rn in g  the  b o a rd  to  th is h is to ric a l ro le . T h e  boa rd  
s h o u lJ  se rv e  as an in te rn a l a u d ito r  o f  th e  c o rp o ra t io n , re sp on s ib le  
fo r  c on s tra in in g  execu tive  m anagem en t fro m  v io la tion s  o f  law  and 
b reach  o f  t ru s t . l  ike a r iv a l b ran ch  o f  g ove rnm en t, the board 's 
fu n c t io n  m ust be d e fin ed  as separa te  fro m  op e ra tin g  m anagem ent. 
R a th e r than  p re te n d in g  d ire c to rs  can "m anage" the  c o rp o ra t io n , the 
b oa rd 's  ro le  as d isc ip lin a rian  sh ou ld  lie  c le a r ly  d e sc rib ed . S pec ifi­
c a l ly ,  th e  b o a rd  o f  d ire c to rs  sh ou ld :

•  e s tab lish  and  m on ito r  p ro cedu re s  that assu re  that o p e ra tin g  cx- 
ccu tivcs a rc in fo rm e d  o f  and o l*cy  app licab le  fe d e ra l, state , 
and loca l law s;

•  ap p rove  o r  v e to  a il im p o rtan t execu tive  m anagem ent business 
p ro p o sa ls  such as c o rp o ra te  b y -law  s , m e rg e rs , o r  d iv id en d  dec i­
s ion s ;

•  h ire  and d ism b s  the  c h ie f execu tive  o ff ic e r and be ab le  to  
d is ap p ro v e  the h ir in g  and  fir in g  o f  the p rin c ip a l execu tives o f  
the c o rp o ra t io n ; and

•  re p o rt to  the p u b lic  and  the sh a reh o ld e rs  h ow  w e ll the c o r­
p o ra t io n  has o b eyed  the law  and  p ro tec ted  the sha reho lde rs*
in ve stm en t.

It is not e n ou gh , h ow e ve r , to  sp e c ify  w hat the  b oa rd  sh ou ld  
d o . S ta te  c o rp o ra t ion s  sta tu tes have lo n g  p ro v id ed  that " th e  busi­
ness and  a ffa irs  o f  a c o rp o ra t io n  sha ll be m anaged b y  a b oa rd  o f  
d i re c to rs ,"  y e t it has been o v e r  a c e n tu ry  since the  b oa rd s  o f  the 
la rgest c o rp o ra t io n s  have  a c tu a lly  p e r fo rm ed  (h is  ro le . T o  re fo rm  
the c o rp o ra t io n , a f  Jc ra l c h a rte rin g  law  m ust a lso  sp ec ify  the m an ­
ner in  w h ich  th e  b o a rd  p e r fo rm s  its p r im a ry  du ties .



F irs t , to  in su re  th a t the  c o rp o ra t io n  o b e y s  fe d e ra l and  state 
law s , th e  b oa rd  sh ou ld  designate  execu tives re sp on s ib le  fo r  c om p li­
ance w ith  these law s and  re q u ire  p e riod ic  s igned rep o rts  describ ing  
the e ffec tiveness o f  c om p lia n c e  p rocedu re s . M echan ism s to  a dm in i­
ster sp o t checks on  c om p lia n c e  w ith  the p r in c ip a l statu tes shou ld  
Ik* c rea ted . S im i la r  m echan ism s can in su re  that c o rp o ra te  "w h is t le  
b lo w e rs "  and n on cm p lo y ec  sou rces m ay  c om m un ic a te  t o  toe  
b o a rd— in p riva te  a n d  w ith ou t fe a r o f  re ta lia t io n— know led ge  o f  
v io la t io n s  o f  la w .

S e c o n d , the lio a rd  sh ou ld  a c tiv e ly  review  im p o rtan t execu tive 
business p rop osa ls  t o  d e te rm in e  th e ir  fu l l c o m p li .o c c  w ith  law , to  
p re c lu d e  con flic ts  o f  in te re s t , and  to  assu re that execu tive  decis ions 
are ra t io n a l and in fo rm e d  o f  a ll fo re se eab le  risks and  costs . Hut 
even th ough  the  b o a rd  * re sp on s ib ility  he re  is lim ite d  to  ap p rova l o r  
ve to  o f  execu tive  in itia tiv e s , it * lm u ld  p roceed  in a* w e ll- in fo rm ed  a 
m ann e r a* p rac ticab le . T o  d em on s tra te  ra tion a l business ju d gm en t, 
the  d ire c to ra te  sh o u ld  re q u ire  m anagem en t " t o  p ro v e  its ease .”  It 
sh o u ld  rev iew the stud ies u p o n  w h ich  m anagem ent re lie d  («• m ake a 
d ec is ion , req u ire  m anagem en t to  ju s t i fy  its  dec is ion  in te rm s o f  
costs o r  re b u tt in g  d issen tin g  v iew s , and . w hen  necessa ry , request 
that ou ts id e  expe rts  p ro v id e  an in dep enden t business ana ly s is .

O n ly  w ith  respect to  tw o  typ es  o f  bu siness dec is ions shou ld  
tne  lio a rd  exceed th is  lim ited  review  ro le . T h e  d e te rm in a tio n  o f  sa l- 
a»v, expense , and benefit schedu les in h e ren t ly  possesses such o b v i­
ous c om lic ts  o f  in te re st fo r  execu tives that o n ly  th e  I w a rd  shou ld  
m ake these d ec is ion s . A nd  s ince th e  re lo c a tion  o f  p r in c ip a l m anu ­
fa c tu rin g  fa c ilit ie s  tend s to  have  a g rea te r e ffe c t o n  lo ca l c om m u n i­
ties than  an y  o th e r typ e  o f  business d ec is io n , th e  boa rd  sh ou ld  
re q u ire  m anagem ent t o  p rep a  e a “ c om m u n ity  im pac t s ta tem en t.”  
T h is  pub lic  rep o rt w ou ld  be  s im ila r to  th e  e n v ironm en ta l im pact 
statem ent* p re sen t ly  re q u ire d  by the N a t io n a l I nv im nm cn ta l H o l­
ies A c t. It w ou ld  re q u ire  th e  c o rp o ra t io n  t o  state th e  p u rp o se  o f  a 
re lo c a tion  d ec is ion ; t o  c om pa re  fe a s ib le  a lte rn a tiv e  m eans; to  q u a n ­
t i fy  the  costs 10 the  loca l c om m u n ity ; and to  c on s id e r m ethods to  
m itig a te  these  costs . M though  it w o u ld  n o t p re sen t a c o rp o ra t io n  
fro m  n u k in g  a p ro fit-m a x im iz in g  d e c is io n , it w o u ld  req u ire  the 
c o rp o ra t io n  to  m in im ize  th e  cost* o f  re lo c a tion  dec is ion s to  loca l 
c om m un itie s .
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| u  a ccom p lish  th is  re s tru c tu r in g  o f  the lio a rd  rc q u irc » /h c  in ­
s t itu tio n a liza tio n  o f  a new p ro fe s s io n : the fu ll- t im e  "p ro fe s s io n a l"  
d ire c to r . C o rp o ra te  sch o la r fre q u e n t ly  id en ti fy  W tfliam  O . D o u g ­
las’ 19 40  p ro p o sa l fo r  " sa la r ie d , p ro fe ss ion a l expe rts  (w h o ) w ou ld  
b rin g  a new re sp o n s ib ili ty  and  a u th o r ity  to  d ire c to ra te s  and a new  
sa fe ty  t o  s to c kh o ld e rs ”  as th e  o rig in  o f  the p ro fe ss io n a l d ire c to r  
id ea . M o re  re c e n t ly , c o rp o ra t io n s  in c lu d in g  W cs t jp g h ou sc  and 
T e x a s  In s tru m en ts  h a ve  estab lished  s lo ts  on  th e ir b o a rd s  to  lie 
fi lle d  b y  fu ll- t im e  d ire c to rs . In d iv id u a ls  such as H a rv a rd  Husincss 
S c h o o l ’s M y le s  M ace and  fo rm e r  F e d e ra l R ese rve  H oa rd  ch a irm an  
W i ll ia m  M cC hesn cy  M a rt in  con s id e r th e ir ow n  th o ro u g h g o in g  ap­
p ro a ch  to  lio a rd ro om  re sp on s ib ilit ie s  t o  be that o f  a "p ro fe s s io n a l"  
d ire c to r .

T o  succeed , p ro fe ss io n a l d ire c to rs  must p u t in th e  sub stan tia l 
t im e  necessary  t o  get the  jo b  d on e . O n e  cannot m on ito r  the p e r fo r ­
m ance o f  C h ry s lc r ’s o r  ( l u l l ' s  m anagem ent at a on cc -a -m on th  m eet­
in g ; those  firm s ’ ac tiv ities  a rc  to o  sw eep ing  and  c om p lic a ted  fo r  
such  r itu a l o ve rs ig h t. T h e  o b v io u s  m in im u m  h e re  is an  adequate  
sa la ry  t o  attract com pe ten t p e rson s  t o  w o rk  as fu ll- t im e  d ire c to rs  
and  to  m a in ta in  the in dep endence  o f  the lio a rd  f r o m  execu tive  
m anagem ent.

T h e  lio a rd  m ust a ls o  be su ffic ie n t ly  s ta ffe d . A  few b oa rd  
m em be rs  a lon e  cannot ove rsee  the activ ities o f  th o u s a n d s / i f e xecu ­
tives . I<i be a b le  to  a p p ra ise  o p e ra t in g  m anagem en t, the b oa rd  
needs .1 t r im  g ro u p  o f  a tto rn ey  s, e conom is ts , and la b o r  anti c on ­
sum e r ad v iso rs  w h o  can a n a ly ze  c om p le x  business p ro p o sa ls , in ve s ­
tigate c om p la in ts , spo t-check  a c c ou n tab ility , and fram e  pe rtin en t 
in q u ir ie s .

The b oa rd  a lso  need s t im e ly  access to  re levan t c o rp o ra te  data . 
T o  in su re  th is , th e  h o a rd  sh o u ld  lie  em pow e red  to  n om in a te  the 

c o rp o ra te  fin anc ia l a u d ito r , select th e  C o rpo ra tion 's  c ou n se l, c om pe l 
the fo rw a rd in g  and  p re se rv a t io n  o f  c o rp o ra te  re c o rd s , re q u ire  a ll 
c o rp o ra te  execu tives o r  rep re sen ta tive s to  an sw e r fu l ly  a ll b o a rd  
qu es tion s  respec ting  c o rp o ra te  o p e ra t io n s , and  d ism iss a n y  execu ­
tive  o r  rep re sen ta tiv e  w h o  fa ils  t o  d o  so.

T h is  p ro p osed  red es ign  fo r  c o rp o ra te  d em oc ra cy  a ttem p ts  to  
n u k e  execu tive  m anagem en t accoun tab le  to  the law  and sha re ­
h o ld e rs  w ith ou t d im in ish in g  its op e ra tin g  e ffic ien cy , la k e  a ju d i-
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cia rv  w ith in  th e  c o rp o ra t io n , th e  h o a rd  has u lt im a te  p ow e rs  to  
judge and  san c tion . L ik e  a le g is la tu re , it ove rsees execu tive  ac tiv ity . 
V e t execu tive  m anagem en t s u b s ta n t ia lly  re ta in s its p ow e rs  to  in it i­
a te an il a dm in is te r business o p e ra t io n s . T h e  c h ie f e xecu tive  o ff ic e r 
re ta in s c o n tro l o v e r th e  o rg an iza tion  o f  the execu tive  h ie ra rc h y  and 
th e  a llo c a tio n  o f  the c o rp o ra te  b udge t. T h e  d ire c to rs  a re  g iven  u l­
t im a te  c o n tro l o v e r a na rrow  ju r isd ic t io n : D o e s  the  c o rp o ra tion  
o Ik v  the law , a vo id  e xp lo it in g  c on sum e rs  o r  c om m un itie s , and  p ro ­
tect th e  sh a reh o ld e rs ’ in v e s tm en t : T h e  execu tive  con tingen t re ta in s 
g en e ra l authority fo r  a ll c o rp o ra te  o p e ra tio n s .

N o  d o u b t th e re  w i ll he o b je c t io n s  that th is  s tru c tu re  is to o  ex ­
pensive o r  that i* w ill d is tu rb  th e  “ h a rm o n y "  o f  execu tive  m anage­
m en t. Hut it i> un c le a r that th e re  w o u ld  be any increased  cost in 
a d op tin g  an e ffe c tiv e  b o a rd . T h e  tru e  cost t o  the  c o rp o ra t io n  c ou ld  
o n ly  be  d e te rm in ed  by  c om pa rin g  th e  expense  o f  a fu l ly  p a id  and 
sta ffed  b oa rd  w ith  the  sav ings t su itin g  fr o m  the  e lim in a t io n  o f  
c on flic ts  o f  in te rest and c o rp o ra te  w aste . In  a d d it io n , i f  th is sh ou ld  
re su lt in  a s lig h t ly  increased c o rp o ra te  e xpen se , th a pp rop ria ten e ss  
m ust b e  assessed w ith in  a b ro a d e r  soc ia l c on te x t : sh ou ld  fe d e ra l 
and  state gove rnm en ts o r the c o rp o ra t io n s  th em se lve s bear th e  p r i­
m a ry  expense o f  keep ing  c o rp o ra t io n s  h onest?  In  o u r  v iew , th is 
cost sh ou ld  be p laced on  the c o rp o ra t io n s  as fa r  as re a so n ab ly  pos­
s ib le .

It is t ru e  that an e ffe c tiv e  b oa rd  w ill red u ce  the " h a rm o n y ”  o f  
execu tive  m anagem ent in  the sense tha t the p ow e r o f  the c h ie f ex ­
ecu tive  o r  s en io r execu tives w i ll be sub jec t to  kn ow led g eab le  re ­
view Hut a l i o a rd  w h ich  m on ito rs  ra th e r th a n  ru b b e r-s tam p s  m an- 
at'cm vnt is exactly what is necessa ry  to  d im m ish  the u n le tte re d  
a u th o rity  o |  th e  C o rp o ra te  c h ie f e xecu tive  o r  ru lin g  c liq u e . I he  au ­
toc ra tic  p ow e r these in d iv id u a ls  p re s en t ly  possess In  p ro ven  unac­
cep tab le  d ange rou s : ii has led  to  re c u rr in g  v io la t io n s  o f  law , c o n ­
flic ts o f  in te re s t , p ro d u c tiv e  in e ffic ie n c y , and  p e rvas ive  h a rm  to  
c on sum e rs , w o rk e rs , and  the  c om m u n ity  e n v iro nm en t I  n d e r n o r ­
m a l c ircum stances th e re  sh ou ld  lie  a h e a lth y  fr ic t io n  b e tw een  
o p e ra tin g  execu tives and  the b o a rd  to  assu re  that the w isest poss i­
b le  use is m ade o f  c o rp i r a te  r'“s o u rc e s . W h en  c o rp o ra te  execu tives 
a rc  b re ak in g  th e  law , th e re  sh o u ld  Ire n o  “harmony” w hatsoeve r.
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H M  I ION Ol THE BOAKO
R e s tru c tu r in g  the  b oa rd  is h a rd ly  lik e ly  to  succeed i f  b o a rd s  

rem ain  as h om og en e ou s ly  w h ite , m a le , and  n a r ro w ly  o rie n ted  as 
they  a re to d a y . D is sa tis fa c tion  w ith  c u rre n t se lec tion  o f  d ire c to rs  is 
so in tense th a t a n a ly s ts  o f  c o rp i ra te  g ove rn an ce , in c lu d in g  H a rv a rd  
Law S ch oo l s A b ram  C h ay c s , Y a le  p o lit ic a l scientist R ob e rt D a h l,  
and U n iv e rs ity  o f  S o u th e rn  C a li fo rn ia  L aw  S ch o o l P ro fe s so r C h r is ­
top h e r S to n e , have each sep a ra te ly  u rged  that the sta rting  p> int o f  
c o rp i ra te  re fo rm  s o u ld  be to  change the w ay  in w h ich  the tx ia rd  
is e lec ted .

P ro fe s s o r  C h ay c s , e cho in g  J o h n  L o ck e ’ s p rin c ip le  that n o  au ­
th o r i ty  is le g it im a te  except that g ran ted  " th e  con sen t o f  the g o v ­
e rn e d ,"  a rgues that em p loy ee s  and  o th e r g rou p s  sub s tan tia lly  a f­
fec ted  by c o rp o ra te  o p e ra t io n s  sh o u ld  h ave  a say in  its gove rn ance :

Shareholder d cm « ra ey , so-called. i» misconceived ticcauvc the sharc- 
holders arc not the governed of the corp irations whose convent must be 
sought. . . . I heir interests are protected i f  financial in formation is made 
available, fraud and overreaching arc prevented, and a market iv main­
tained in which their shares may lie sold. A p rio ri, there is no reason fo r 
them to have any voice, direct o r representational, in [corp»rate decision 
making]. I hey are no more affected than nonshareholding neighl<orv by  
these decisions . . .

A more spacious conception o f  'mem licrship.' and one closer to the 
facts o f corp irate  li le , would include all those hasit.g :  .elation of su f­
ficient intimacy with the co rp ira tion  o r subject to its p iw ers in a su f­
ficiently specialized way I fieir rightfu l share in decisions and the exercise 
o f co rp ira te  p ivser would be exercised through an institutional arrange­
ment appropriate ly designed to  represent the interests o f a constituency o f 
mem lie n  having a significant common relation to the corp ira tion  and its 
p iw e r.

P ro fe s s o r  D a h l h o ld s  a s im ila r  v iew : " (\V ]h y  sh o u ld  p eop le  
w ho  ow n  sha res be g iven  the p riv ilcg cs  o f  c it i/ .m sh ip  in the g o v e rn ­
ment o f  th e  firm  w hen  c it iz e n sh ip  is d en ied  to  o th e r p eop le  w h o  
a lso m ake v ita l c o n tr ib u t io n s  to  th e  fi rm ? ”  he asks rh e to r ic a lly . 
"T h e  p eop le  I have in  m ind  a rc . o f c ou rse , employees and cus­
tom e rs , w ith ou t w h om  the firm  c o u ld  n o t e x is t, and the general
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p u b lic , w ith ou t w hose su p p o rt f o r  (o r  acqu iescence in ) th e  m yriad  
p ro te c tio n s  and serv ices o f  th e  state the firm  w o u ld  in s ta n t ly  d is ­
appea r. . . Vet D ah l find s p rop osa ls  fo r  in te re st g ro u p  re p re ­
sen ta tion  less .c s irab le  th an  th o se  fo r  w o rk e r se lf-m anagem en t. H e  
a lso  suggests c on s id e ra tio n  o f  c ode te rm in a tion  statu tes such as 
those  enacted  b y  W est G e rm a n y  and ten o th e r E u rop ean  and 
S o u th  A m eric an  c ou n tr ie s  u n d e r w h ich  sh a reh o ld e rs  and em ­
p lo yee s  sep a ra te ly  e lect des ignated  p o rtio n s  o f  th e  b oa rd .

F rom  a d iffe re n t p e rsp ec tiv e , P ro fe s so r S to n e  has re c om ­
m ended  that a fe d e ra l agency app o in t “ gene ra l p u b lic  d ire c to rs "  to  
se rve  on  th e  Imi.i i K  o f  a ll th e  la rgest in d u s tr ia l and fin anc ia l fi rm s . 
In  ce rta in  e x trem e  cases such as w he re  a c o rp o ra t io n  rep ea ted ly  v i ­
o la te s  the law , S to n e  re c om m end s  that the  fe d e ra l c o u rts  appo in t 
“ specia l p u b lic  d ire c to rs "  to  p reven t fu r th e r  d e lin q u en c y .

T h e re  are substan tia l p ro b lem s  w ith  each o f  these p ro p o sa ls . It 
seem s im poss ib le  to  design  a gene ra l “ in terest g ro u p "  lo rm u la  
w h ich  w ill assu re that a ll a ffec ted  constitu cn ies o f  la rge  in d u s tr ia l 
c o rp o ra t io n s  w d l be rep re sen ted  and that a ll constitu enc ies w ill tie 
g isen  a p p rop ria te  w e igh t. I sen  i f  such a fo rm u la  c ou ld  be d e ­
s ig n ed , h ow e ve r , th e re  is the  d an g e r that c on sum e r o r  c om m u n ity  
o r  m in o r ity  o r fran ch isee  rep resen ta tives w ou ld  becom e o n ly  spe­
c ia l p le ad e rs  fo r  th e ir  c on s titu en ts  and o th e rw ise  lack th e  lo y a lty  o r  
in tercM  to  d irec t g e n e ra lly . T h is  defect lias em erged  in  W est G e r ­
m an y  u n d e r c od e te rm in a tion , l a b o r rep resen ta tives a p p a re n t ly  a re  
in d if fe re n t to  m o t p ro b lem s  o f  c o rp o ra te  m anagem ent that d o  not 
d ire c t ly  a ffec t la b o r . I h i )  scent as d e fe ren tia l to  op e ra tin g  execu ­
t iv e  m ana io  itu n t as p resen t Xm crican d ire c to rs  a re . A lte rn a t iv e ly , 
fc d e ra llv  app o in ted  p u b lic  d ire c to rs  m igh t be fro z e n  ou t o f  c rit ic a l 
d v c i'io n -m a k in g  b y  a m a jo ritv  o f  “ p r iv a te ly "  e lec ted d ire c to rs , o r 
th e  a p p o in tin g  agciu  v its e lf m igh t be biased.

N on e th e le ss , th e  essence n l the < h a v e s -D a li l-S to u e  a rg il lent 
is w e ll taken . I lie  hoards o f  d ire c to rs  o f  m ost m a jo r  c o rp o ra tion s  
a rc . as < .I IS  s D a n  K a th c r c ritie i/.ed  the o rig in a l N ix o n  c ab in e t, umi 
m uch  lik e  " tw e lv e  g re y -h a ire d  guvs nam ed G e o rg e ."  T h e  qu ie s ­
cence o f  the b o a rd  has re su lted  in im p o rtan t p u b lic  a n d , fo r  that 
m a tte r , s h a re h o ld e r conce rn s being ig n o red .

\ o  im p o rtan t an sw er is s tru c tu ra l. T h e  h om ogene ity  o f  thi 
b o a rd  can o n ly  b e  ended  b y  g iv in g  to  each d ire c to r , in  a d d it io n  to  j
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ccner.il d u ty  to  see that th e  c o rp i ra t io n  is p ro fita b ly  a dm in is te red , 
a separa te  ove rs ig h t re sp o n s ib ili ty , a separa te  e xp e rtise , and  a sepa­
rate c on s titu en cy  so  that each im p o rta n t p u b lic  c once rn  w ou ld  l>e 
gua ran teed  at least on e  in fo rm ed  rep re sen ta tiv e  on  th e  h o a rd . 
T h e re  m igh t be n in e  c o rp i ra te  d ire c to rs , each o f  w h om  is e lec ted  
to  a boa rd  p o s it ion  w ith  one o f  the  fo llo w in g  o ve rs ig h t re sp on s i­
b ilitie s :

i .  E m p lo y e e  w e lfa re
] .  C o n su m e r p ro tec tion
j .  E n v iro n m en ta l p ro te c t io n  and c om m u n ity  re la tio n s
4 . S h a re h o ld e r rig h ts
5. C om p lia n c e  w ith  law
ft. F inances
7. P u rc h a s in g  and m a rke tin g
8 . M anagem en t e ffic ien cy
9 . P la n n in g  and resea rch
B y  re q u ir in g  each d ire c to r  t o  ba lan ce  re sp on s ib ility  fo r  re p re ­

sen ting  a p a rt ic u la r soc ia l c on ce rn  against re sp o n s ib ili ty  fo r  ’ he 
o v e ra ll hea lth  o f  the e n te rp rise , the p ro b lem  o f  iso la ted  p u b lic "  
d ire c to rs  w o u ld  be avo ided . N o  indiv id u a l d ire c to r  is lik e ly  to  I k  

“ fro z e n  o u t "  o f  c o lle g ia l d e c is ion -m ak ing  because a ll d ire c to rs  
w o u ld  be o f  the same ch a ra c te r. Each d ire c to r  w ou ld  spend the 
g re a te r pa rt o f  his o r h e r tim e  d e v e lo p in g  expe rtise  in  a d iffe re n t 
a rea ; each d ire c to r w ou ld  have .1 m o tiv a t io n  to  insist that a d iffe re n t 
aspect o f  a business dec is ion  be c on s id e re d . V e t each w ou ld  s im u l­
tan eou s ly  Ik  re sp on s ib le  fo r  p a rtic ip a tin g  in a ll h oa rd  d ec is ion s , as 
d ire c to rs  tv vv a re  S o  the  specia lized  area o f  each d ire c to r  w ou ld  
supp lem en t hut not supp lan t the d ire c to r ’s gene ra l d u tie s .

A lth o u g h  not a sym m etric a l a n a lo g y , the m ost success fu l p re ­
cedent to r  d is id in g  the rep resen ta tive  re sp on s ib ilit ie s  and  c on s t itu ­
encies is , o l c ou rse , the C o n s t itu tio n  o f  the U n ite d  S ta tes . T h e re , 
km i, a basic q u es tion  was one  o f  m o tiv a tio n : H ow  to  des ign  a p o li t i ­
cal a dm in is tra t io n  whi h w ou ld  re ta in  an e qu a l respect fo r  the 
righ ts o f  a ll o f  its c itizen s . O n ly  b y  a rra n g in g  “ am b itio n  . . to  
coun te rac t am b it io n ”  d id  the F ed e ra lis ts  believ e such respect w ou ld  
endu re . H y g ran tin g  the  P re s id en t, th e  tw o  houses o f  G m g rc x s , 
and the  ju J ic ia ry  d iffe re n t g eog raph ic  con s titu enc ies , d iffe re n t
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te rm s , j i u I  d i f fe re n t  d u tie s , the v a riou s  fac tion s o f  the na tion 's c it i­
zens w ere  m ost l ik e lv  to  he in su red  som e rep resen ta tion  w ith in  the 
g o ve rnm en t. “ l i e n e e  a d o u b le  secu rity  arises to  the rig h ts  o f  th e  
p eop le . The d iffe re n t g ove rnm en ts  w ill c o n tro l each o th e r , at the  
sam e tim e that each w ill be  c on tro lle d  b y  it s e lf , "  exp la ined  M a d ­
ison  in  Federalist So. \ i.

In  recen t y e a rs , som e  business c o rp o ra t io n s  have a lso  p e r ­
ceived the tdvantagcs o f  c rea ting  constitu te !)! voices w ith in  the  
s tru c tu re  o f  th e  fi rm . R ev e re n d  l.c o n  S u ll iv a n , the o n ly  b la ck  
d ire c to r  o n  G en e ra l M o to rs ' b o a rd , has m ade p la in  that he c o n ­
siders it h is specia l re sp on s ib ility  to  advance the  in terests o f  G M 's  
b la ck  em p loy ee s  and d ea le rs . I l i s  rep re sen ta tion , am ong  o th e r 
th ing s , has led to  an increase  in  the  n um b e r o f  b lacks being tra in ed  
to  be  G M  execu tives . G ille t te 's  V ic e  P re s id en t fo r  P roduc t In te g ­
r i t y .  R ob e rt G io v a c c h in i, is said to  p e r fo rm  a s im ila r ro le . A l­
th ough  m u a m em be r o f  the h o a rd , M r . G iov  acchin i has Ix-cn g iven  
the  a u th o r ity  to  reca ll any G i l le t t e  p ro d u c t , quash any  ad ve rtis in g  
c la im , o r  o rd e r  any  packag ing  change lie  fe e ls  is necessary to  p ro ­
tect th e  c om p an y ’s con sum e rs .

O n ly  b y  in s titu tio n a liz in g  the d u tie s  jn d  p ow e r that in d iv id ­
ua ls lik e  R eve rend  S u lliv a n  and  R ob e rt G io v acch in i h o ld  can  re ­
sp on s ib le  c o rp o ra te  g ove rnm en t be b rough t to  each la rg e  fi rm .

f o r  in m ost g iant c o rp o ra t ion s , n o  specific  execu tive o ff ic ia l o r  
board  m em be r is re sp on s ib le  fo r  p ro te c tin g  the in te rests o f  em ­
p lo y e e s , c on sum e rs , the , nv iro n iu e n t, o r lo ca l com m un itie s . \ o  
one ou ts id e  o f  sen io r m anagem ent rev iew s th e  most im |vortan i bu s i­
ness d ec is ion s to  assu re  th e ir c om p lian ce  w ith  law , financ ia l in teg ­
r i t y , e ff ic ie n c y , n r lo n g -te rm  c o rp o ra te  goa ls , because these c o n ­
cerns becom e iv c iy b o d y 's  gene ra l in te re s t, they  becom e n ob od y 's  
p a rt ic u la r in te re s t— and o fte n  go  una ttend ed .

I o  m a in ta in  th e  independence  o f the b oa rd  Irom  the o p e ra t in g  
m anagem ent it rev iew s a lso  req u ire s  that each fe d e ra lly  c h a rte red  
c o rp o ra t io n  sha ll be e lircctcd lay a pu re  ly  “ ou ts id e "  lio a rd . N o  exec­
u tiv e . a t to rn e y , rep re sen ta tive , o r  .■'gent o f  a c o rp o ra tion  si o ld  l»c 
a llow ed  to  serve sir lu lta n e ou s ly  as a d ire c to r  o f  that same c o rp o ra ­
t io n . D ire c to r ia l .n d  execu tive  lo y a lt y  sh ou ld  lie  fu rth e re d  h y  ar.
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abso lu te  p ro h ib it io n  o f  in te r lo ck s . N o  d ire c to r , e xecu tive , gene ra l 
coun se l, o r  c om pan y  agent shou ld  be  a llow ed  to  s e rv e  m o re  than  
one c o rp o ra t io n  sub jec t to  the  F e d e ra l C o rp o ra te  C h a r te r in g  A ct.

S e ve ra l o b je c t io n s  ma be ra ised . F irs t , how can w e be su re  
that c om p le te ly  o u ts id e  b oa rd s  w ill he c om pe ten t?  A s  e lab o ra ted  
su b sequ en t ly , c o rp o ra te  cam paign ru le s  w i ll be redesigned  to  em ­
phasize  q u a lific a tion s . T h is  w ill a llow  sh a reh o ld e r vo te rs t o  m ake 
ra tion a l dec is ion s based o n  in fo rm a t io n  c le a r ly  p re sen ted  t o  them . 
It is a ls o  a fa i r  a ssum p tion  that sh a reh o ld e rs , g iven an ac tua l choice 
and ro le  in c o rp o ra te  g ove rn ance , w i ll w an t to  e lec t the m en  and  
w om en  m ost lik e ly  t o  sa fegua rd  th e ir  in vestm en ts .

A  second  o b je c t io n  is that on ce  a ll in te r lo c k s  a rc  p ro sc rib ed  
and a fu ll- t im e  ou ts id e  h o a rd  re q u ire d , th e re  w ill no t be  enough  
q u a lified  d ire c to rs  t o  s ta f f a ll m a jo r firm s . T h is  c om p la in t sp rings 
from  tha* c o rp o ra te  m en ta lity  w h ich , accustom ed to  6 o -y c a r-o ld  
w h ite  m a le  h anke rs  and  businessm en as d ire c to rs , m akes th e  n o rm  
a v irtu e . In  fa c t , i f  w c loosen  the  re in s on  o u r  im ag in a tion , A m erica  
has a la rge , r ic h , and  d ive rse  pool o f  p o ss ib le  d ire c to r ia l ta le n t f r o m  
academ ics and  p u b lic  adm in is tra to rs  and  c om m u n ity  le ad e rs  to  c o r ­
p o ra te  and p u b lic  in te re st law ye rs .

R u t d ire c to rs  sh ou ld  be lim ited  to  fo u r  tw o -y e a r  te rm s  so  tha t 
Ix u rd s  d o  n o t b ecom e sta le . A nd  n o  d ire c to r  sh o u ld  Ik * a llow ed  to  
serve o n  m o re  than one h oa rd  at a n y  one tim e . A lth o u g h  s im u lta - 
n cot is serv ice  on  tw o  o r three b oa rd s m igh t a llow  key  d ire c to rs  t o  
" p o llm t /e ’ i l l  cc to ra tes b y  c om pa rin g  th e ir  d i f fe re n t  expe rien ces , 
th is w ou ld  reduce  th e ir  lo y a lty  to  any  on e  lio a rd , je o p a rd ize  th e ir 
a b ility  to  fu l ly  p e r fo rm  th e ir new d ire c to r ia l re sp on s ib ilit ie s , a nd  
un d e rm in e  the goa l o f o p e n in ' up  m a jo r b o a rd ro om s  to  as va ried  a 
new  men bo rsh ip  as is reasonab le .

I he s h a re h o ld e r e le c to ra l p rocess sh o u ld  be m ad e  m o re  d em o ­
cra tic  as w e ll. A n y  sh a re h o ld e r o r  a llied  sh a re h o ld e r g ro u p  w h ich  
ow ns .1 p e rcen t o f  th e  c om m  m vo ting  s tock  in th e  c o rp i ra t io n  o r  
com prises t o o  o r  m o re  itu liv i lu a ls  and does not in c lu d e  a p resen t 
execu tive o f  th e  c o rp o ra t io n , n o r act fo r  a p resen t execu tive , m ay  
nom ina te  u p  to  th ree  p e rson s  t o  se rve  as d ire c to rs . T h is  w i l l 
exc lude execu tive  m anagem en t fro m  the n om in a t io n  p rocess . I t  a ls o  
increases the  l i k e l ih o od  o f  a d ive rse  b oa rd  b y  p re ven tin g  a n y  one o r
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tw o  sou rces fro n t p ro p o s in g  a ll nom inees . T o  p reven t fr iv o lo u s  use 
o f  th e  n om in a tin g  p ow e r , th is  p ro p o sa l estab lishes a m in im um
sharcnw  n e rsh ip  c on d it io n .

S ix  w eeks p r io r  to  th e  sh a reh o ld e rs ' m eeting  to  elect d ire c to rs , 
each sh a reh o ld e r sh o u ld  rece ive a b a llo t and  a w ritte n  statem ent o n  
w h ich  each c and id a te  fo r  the h o a rd  sets fo rth  his o r h e r qua lific a ­
tion s  to  h o ld  o ff ic e  and  pu rp o se s  fo r  seeking o ffic e . A l l  cam paign 
costs w ou ld  be b o rn e  b y  the  c o rp o ra t io n . T h e se  stric t cam paign 
and  fu n d in g  ru le s  w i ll a ssu re  tha t a ll n om inees w ill h ave  an equa l 
o p p o rtu n ity  to  be judg ed  b y  the sh a reh o ld e rs . B y  p re ven tin g  d ire c ­
to ra te s  f ro m  be ing  b n u g lr ,  these p ro v is io n s  w il l re q u ire  boa rd  e lec ­
t io n s  to  be conduc ted  s o le ly  on  the  m erit o f  th e  cand ida tes .

O n ly  th e  actua l o r  "b en e fic ia l"  ow ne rs  o f  stock sh ou ld  be e lig i­
b le  to  v o te . F in an c ia l in te rm ed ia rie s  sha ll be req u ire d  to  "pass 
th ro u g h "  v o tin g  righ ts in  a p p ro x im a te ly  the same m anne r that 
p re sen t N ew  York and  A m e ric an  S to ck  Fxchange ru le s  req u ire  
b ro k e r-d e a le rs  to  “ pass th ro u g h "  p rox ie s and c o rp o ra te  rep o rts  to  
sh a reh o ld e rs  ow n in g  stock in street nam e accounts. A lre a d y  a 
n u m b e r o f  m a jo r  firm s , in c lu d in g  S ca rs , R oe b u c k , G en e ra l M o to rs , 
M c D o n n e ll D o u g la s , and  U n ite d  S ta tes S te e l, "pass th ro u g h "  v o t ­
in g  rig h ts  to  h u n d red s  o f  th ou san d s o f  em p loy ee s  h o ld in g  stock in
jo in t pens ion  fu n d s .

F in a l ly , a d d it io n a l p ro v is io n s  w ill re q u ire  cum u la tive  voting
and  fo rb id  “ staggered " lio a rd  e le c tion s . T h u s  a n y  sh a reh o ld e r fac­
tion  capab le  o f  jo in t ly  v o tin g  ap j -o x im a te ly  10 percen t o f  the to ta l 
n u m U r  o f  shares cast n tav  e lec t a d ire c to r .

A N fW  KOI I H IK  M l XK IIIO IJM IO t
I he  d i f f ic u lty  w ith  th is p ro p o sa l is the on e  that t ro u b le d  J u ­

vena l tw o  m ille n n ia  ago : Quit custodtrt iptos cnftiJcs, o r , W h o  sha ll 
w atch  th e  w a tchm en? W ith ou t a fu ll- t im e  b od y  to  d isc ip lin e  the 
b o a rd , it w ou ld  be so easy fo r  the b oa rd  o f  d ire c to rs  and executive 
m anagem en t t o  b ecom e fr ien d s , \c t iv e  v ig ilance  cou ld  becom e rou- 
t i n i / . i l  in to  an u n c rit ic a l p a rtn e rsh ip . T h e  sam e lio a rd  theore tica l!' 
e lec ted  to  p ro tec t sh a re h o ld e r e q u ity  and in te rn a liz e  law m igh t in
stead becom e m anagem ent's lo b b y is t .

R e ly in g  o n  sh a reh o ld e rs  to  d isc ip lin e  d ire c to rs  m ay  strib 
m any  as a d u b io u s  app roach . I  i i v  a ric a lly , the rec o rd  o f  share

h o ld e r p a rtic ip a tion  in  c o rp o ra te  g ove rn an ce  has been  an ab ysm a l 
one . T h e  m on u m en ta l in d iffe ren ce  o f  m ost sh a reh o ld e rs  is w orse  
th an  tha t o f  sh eep ; sheep  at least have som e sense o f  what m ann e r 
o f  m th e y  fo l lo w . B u t taken tog e th e r, the e a r lie r p ro p o sa ls— an 
ou ts id e , fu ll- t im e  b o a rd , nom ina ted  b y  r iv a l sh a re h o ld e r g ro u p s  
and v o te d  on b y  benefic ia l ow n e rs— w ill increase in v o lv em en t b y  
sh a reh o ld e rs . A n d  cum u la tiv e  v o tin g  in su res  that an  a rou sed  m i­
n o r ity  o f  sh a reh o ld e rs— ev en on e  as sm a ll as 9  o r  t o  p e rcen t o f  a ll 
s h a reh o ld e rs— sh a ll h ave  the  o p p o rtu n ity ’  t o  e lect a t least one  
m em b e r o f  th e  boa rd .

B u t that a lon e  is h a rd ly  su ffic ien t. A t a c o rp i r a t io n  the size o f  
G e n e ra l M o to rs , an agg regation  o f  10 p e rcen t o f  a ll v o tin g  stock 
m igh t re q u ire  the a llied  action  o f  o v e r a o o .o o o  in v id id u a ls— w hich  
p ro b a b ly  c ou ld  occu r no m o re  than  on ce  in  a g en e ra tion . T o  keep 
d ire c to rs  re sp on s ive  to  law and  leg itim a te  p u b lic  c on ce rn s  req u ire s  
s u re r  and  m o re  im m ed ia te  m echan ism s. In  a w o rd , it req u ire s  a rm ­
in g  the  v ic tim s o f  c o rp o ra te  abuses w ith  the  p ow e rs  to  sw ift ly  
re sp ond  to  th em . F o r  o n ly  th o se  em p lo y e e s , c on sum e rs , rac ia l o r  
sex m in o r it ie s , and lo ca l c om m un itie s  h a rm ed  by  c o rp i r a t e  d ep ra - 
d a tion s  can be depended  u p  in to  sp eed ily  c om p la in . B ; a llow in g  
an y  v ic tim  to  becom e a sh a reh o ld e r and  b y  p e rm itt in g  an y  sha re ­
h o ld e r  to  have  an e ffe c tiv e  vo ice , th e re  w i ll lie  the g reatest lik c li-  
h om l o f  c on tin u in g  sc ru tin y  o f  th e  c o rp i r a t io n ’s d ire c to ra te . S h a re ­
h o ld e r in vo lv em en t can  lie  fu r th e r  enhanced  b y  th e  d isc lo su res  
d iscu ssed  in the  next ch ap te r , b y  the o p p o rtu n ity  to  a ttend  p e r io d i­
c a lly  sch edu led  d ire c to rs ' m eetings to  ask qu es tion s  o r  p resen t 
g rievances , am i b y  re fo rm  o f  the s h a re h o ld e r d e riv a tiv e  a c tion  so  
that a n y  in ve s to r w h o  id en tifies a c o rp o ra te  v io la t io n  o f  law  m ay  
b rin g  law su it w ith ou t risk  o f  fin anc ia l loss .

F o r  th e  p u rp o se  o f  m o tiva tin g  the  lio a rd  to  p e r fo rm  its in ­
tended ro le , h ow eve r, it is a p p rop ria te  t o  in jec t sh a reh o ld e rs  fu r ­
ther in to  c o rp i ra te  g ove rn ance  w he re ve r th e y  have a fin anc ia l o r  
o th e r in cen tiv e  to  p e r fo rm  e ffe c t iv e ly .

S ix  weeks b e fo re  a v o te  on  any  fu n d am en ta l transac­
t io n — w hich  can lie  d e fin ed  as execu tive  p ro p o sa ls  in v o lv in g  the  
pu rchase , sa le , lease , m e rg e r , c o n so lid a t io n , fin an c in g , re fin anc in g , 
d is so lu tion , o r  liq u id a t io n  o f  assets e qu a l to , sa y , t o  pe rcen t o f  th e  
c o rp o ra tion 's  to ta l assets o r  o v e r  $ 1 0 0  m i l lio n , o r  the  a u th o riza tio n
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1 3 0 /  Tinning the Giant Corporation
o f  c o rp o ra te  secu ritie s  in an y  am ou n t— th e  b oa rd  sh o u ld  fo rw a rd  a 
w ritte n  statem ent to  the  sh a re h o ld e rs  e xp la in in g  the  tran sac tion , 
the v o te  b y  w h ich  th e  tran sac tion  was app roved  b v  the  b o a rd , the 
reasons w h y  m em be rs  o f  th e  b o a rd  ap p ro v e d  th e  tran sac tion , the 
reasons w h y  o th e r  m em be rs  opp o sed  it , and  the  fo re seeab le  costs 
and risk s o f  im p lem en tin g  th e  p ro p o sa l. T h is  p ro v is io n  w o u ld  p ro ­
v ide fo r  sh a re h o ld e r votes on  a ll bus iness dec is ions above a certa in  
m in im um  >»i/e. h ow e ve r n am ed . B y  re q u ir in g  d ire c to rs  to  p u b lic ly  
e lab o ra te  th e ir  re a son in g— rea son ing  w h ich  m ay b e  ju dg ed  not o n ly  
d u r in g  th is v o te  b u t a lso  d u r in g  subsequen t b o a rd  e lec tion s o r  m is­
m anagem ent su its— th e re  w ou ld  be  a p ow e r fu l in cen tiv e  f o r  d ire c ­
to rs  to  p o lic e  th em se lve s .

A c om p lem en ta ry  p ro v is io n  sh ou ld  a llow  a n y  sh a reh o ld e r o r
a llie d  s h a re h o ld e r g ro u p  h o ld in g  s tock  equa l to  a m in im um  o f  on e  
p e rcen t o f  a ll o u ts ta n d in g  s lo e  to  s in tub  tn c ou s lv  p u b lish  a d issen t­
ing  view o r ,  at a n y  t im e , to  p rop ose  am endm en ts  to  th e  c o rp i r a te  
c h a rte r o r  b y law s .

v m <  I I I )  (  OXtML'NII IKS
S h a reh o ld e rs  a rc  n o t th e  o n ly  ones w ith  an in cen tiv e  to  

rev iew  dec is ion s o f  c o rp o ra te  m anagem en t; n o r , as P ro fe sso rs  
C h av es  and  D a h l a rg u e , a r c sh a reh o ld e rs  the  o n ly  pe rsons w h o  
sh o u ld  be acco rd ed  c o rp o ra te  v o tin g  rig h ts . I h< increas ing  use by  
A m e ric an  c o rp o ra t io n s  o f  te chn o log ie s  and  m ate ria ls  ih at post- 
d irec t and  se riou s  th re a ts  to  th e  h ea lth  o f  c om m un itie s  s u rro u n d in g  
th e ir p lan ts  req u ire s  the  c re a tion  o f a new fo rm  o f  c o rp o ra te  v o tin g  
rtgh i W h en  a I’c d c r .i lh  ch a rte red  c o rp i ra t io n  engages, fo r  e x ­
am p le , in  p ro d u c tio n  o r  d is tr ib u t io n  o f  n u c le a r fu e ls  o r  (h e  em is­
sion  o f  to x ic  a i r ,  w a te r , o r  so lid  w aste p o llu ta n ls , c i li /v n s  whose 
h ea lth  is end ange red  sh ou ld  not b e  le ft , at best, w ith  rece iv ing  
m on ey  dam ages a lte r  a t im e -c on sum ing  r r ia l to  com pensa te  them  
fo r  dam aged  p r o p e r t y , im p a ire d  h e a lth , o r even dea th .

In s te a d , u p on  fin d in g  o f  a p u b lic  hea lth  h aza rd  b y  th ree  
m cm lic rs  o f  t lie  b o a rd  o f  d ire c to rs  o r  t pe rcen t o f  th e  sh a reh o ld e rs , 
a c o rp o ra te  re fe re n d u m  sh o u ld  he he ld  in  the  p o lit ic a l ju risd ic tion  
a ffec ted  b y  the  h e a lth  h a za rd . T h e  re fe re n d um  w o u ld  lie  d ra fted 
h y  the un it t r ig g e rin g  it— c ith e r the th ree  b o a rd  n u m b e rs  o r  a des­
igna te  o f  th e  sh a re h o ld e rs . The a ffec ted  c itizen s b y  m a jo r ity  vott
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u i l l  th en  decide w he th e r the h a za rd ou s p ractice  sh a ll be a llow ed  to  
c on tinue . T h is  fo rm  o f  d irec t d em oc ra c y  has o b v io u s  p a ra lle ls  to  
the in itia tiv e  and  re fe re n d u m  p ro cedu re s  fam ilia r  to  many states—  
except that the e le c tio n  w ill be  pa id  fo r  b y  a business c o rp i r a t io n  
and w ill not n ece ssa rily  occu r at a reg u la r e lec tion .

W hat w o u ld  happen  to  th e  loca l c om m u n ity  i f  it v o ted  to  c lose  
a d ange rou s  p la n t?  T h re e  an sw e rs  seem  rea son ab le  F i rs t , the 
boa rd  o f  d ire c to rs  sh o u ld  have  the o p p o rtu n ity  to  m o d i fy  th e  lo ca l 
p lan t t o  reduce  the h e a lth  h a za rd . I f  the  h o a rd  chooses to  d o  so , it 
sh ou ld  be  a llow ed  to  su bm it its  m od ifica tion  p lan  as a subsequen t 
re fe re n d u m  fo r  c om m u n ity  a p p ro v a l. S e cond , i f  th e  c o rp i r a t io n  
chooses t o  le a v e  a fte r th e  vo te , it sh ou ld  be req u ire d  t o  im m ed ia te ly  
re p a y  th e  lo c a l c om m un ity  f o r  a ll damages to  its h ea lth  and  p r o p  
c r ty  b y  the o u t law ed  a c tiv ity . T h is  v a lu a tio n  p roceed ing  sh ou ld  
o ccu r in  fe d e ra l d is tr ic t c o u rt . I f  th e  c o rp i ra t io n  chooses t o  leave 
b e fo re  the re fe re n d u m  vo te , it sh ou ld  a d d it io n a lly  be req u ire d  to  
pay  its lo ca l em p lo y ee s  sa la ries fo r  a reasonab le  in te r im  p e r io d . 
T h i r d ,  ‘ 'te re fe re n d u m  v o tin g  p ro c ed u re  sh ou ld  be  f le x ib le , la ic a l 
c om m un itie s  sh ou ld  b e  g iven  the o p p i r t u n i t y  t o  v o te  u p m  an  in i­
t ia tive  c a llin g  fo r  th e  c o rp i r a t io n  to  rem ed y  a spec ific  h ea lth  h a za rd  
b y  a designated  d a te  as an a lte rn a t iv e  to  o n e  c a llin g  fo r  im m ed ia te  
c lo s in g  o f  a p la n t. S im i la r ly , th e  b o a rd  sh o u ld  he g iven  th e  o p p o r ­
tu n ity  to  subm it a p la n  o f  m od ific a tio n  s im u lta n e ou s ly  w ith  the in i­
tia l re fe re n d u m  vo te .

I his ty p e  o f e lec tion  p ro ce d u re  is necessary  to  g ive  e n d u r in g  
m ean ing  to  th e  d em oc ra tic  concep t o f  "con sen t o f  the governed .** 
T o  be su re , th is p ro p o sa l goes b e yon d  the  tra d it io n a l a ssum p tion  
that th e  o n ly  a ffec ted  o r  re levan t c on stitu en ts  o f  th e  c o rp o ra t io n  a re  
the sh a reh o ld e rs . B u t no  lo n g e r can we accept the F au s tia n  ba rga in  
that the c on tin u ed  to le ra tio n  o f  c o rp i ra te  d e s tru c t ion  o f  lo c a l hea lth  
and p r o p r t y  is the  cost to  the  p u b lic  o f  d o in g  business . In  an  e q u i­
tab le  sys tem  o f  g o ve rn an ce , th e  p e rp e tra to rs  sh ou ld  a n sw e r to  th e ir  
v ic tim s.


