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DIRECTORS WHO DO NOT DIRECT

A POPULAR theme in recent years has been that " Direc-
tors should assume the responsibility of directing and if

their manifold activities make real directing impossible, they
should be held responsible to the unsuspecting public for their
neglect." 1 To some this has meant a necessity for regression to
simpler and smaller forms of organization, with a board of di-
rectors composed essentially of the managers and others in a
position to know the details of the business intimately. To some
it has meant a reduction in the size of the board to a more co-
hesive and active group with a greater feeling of responsibility
to the company. To some it has meant an elimination from the
board of those in high places whose names were bought and paid
for with a directorship, no other consideration being expected or
given in return. To some it has meant an elimination from the
board of those who were there as specialists, such as bankers,
lawyers, engineers, and the like, but whose interest or time did
not permit them to assume a larger and more active r61e in the
affairs of the company. To some it has meant an elimination of
purely political appointees, men who have seats merely because

1 See H. R. R~,. No. 85, 73d Cong. xst Sess., at 5, accompanying the Federal

Securities Act. The Committee on Interstate and Foreign Commerce also said:
" If it be said that the imposition of such responsibilities upon these persons will be
to alter corporate organization and corporate practice in this country, such a
result is only what your committee expects. The picture of persons, assumed to be
responsible for the direction of industrial enterprises, occupying 50 or more director-
ships of corporations is the best proof that some change is demanded." Ibid.
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they have valuable connections with other companies, banks, and
the like. And to others it has meant that the use of seats on the
board as advantageous trading posts should be placed outside
the law.

In other words, the criticism has been symptomatic of in-
dignation and disapproval of many different abuses and mal-
practices disclosed in recent years. Recent court records and
Senate hearings are replete with specific and illustrative material
-- secret loans to officers and directors, undisclosed profit-sharing
plans, timely contracts unduly favorable to affiliated interests,
dividend policies based on false estimates, manipulations of
credit resources and capital structures to the detriment of mi-
nority interests, pool operations, and trading in securities of the
company by virtue of inside information, to mention only a few.
These are not peculiar to recent times. They are forms of busi-
ness activity long known to the law. But lately they have in-
creased in intensity and frequency in spite of a more articulate
statement of the law governing them and in the face of a growing
recognition of the broad bases of an equitable jurisdiction for
their regulation and control. All of which means that business,
and its legal advisers, have shown great ineptitude in appreciating
and appraising the social importance and significance of many
of their activities. Also, it means that considerable refashioning
of codes of conduct--in business as well as in law--must be
effected if the next cyclical trend is not to produce as many
malpractices and abuses as has the current one.

This program of reform for law and business calls not only
for acute diagnosis, but also for skillful and highly specific cor-
rective anal therapeutic measures. These cover a wide range.
Part, but only part, of the problem relates to differences in the
size of business units. To date we have provided the same kind
of regulation for the small, and even for the family, corporation as
we have for their gigantic counterparts. Particularization of
types of problems and of types of controls needed must soon
lead to a segregation along these lines.2 For the most part, the
problems of control over management and finance which are be-

2 Such separate treatment is urged in Weiner, Legislative Recognition o! the
Close Corporation (I929) 27 MICH. L. REv. 273. See (x93x) 9 HARv. Bus. Rl~v.

37x.
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ing currently discussed pertain to the type of corporation which
Berle and Means s have described m the giants of industry and
finance that epitomize the separation of ownership and control
and that place in the hands of a few immense power which must
be regulated not only for the public good, but also for the pro-
tection of those whose investments’ are involved.

Of the many and varied aspects of this problem there are
three which are of primary importance and which are implicit in
any basic reform and regulation of the large corporation. In
the first place, the urge to bring the board closer to the details
of the business involves the great danger of constituting it with
"shirtsleeve " directors. This will prove to be an illusory form
of protection. In the second place, extensive revision of both
legal and ethical codes of conduct for directors and business
executives becomes necessary for the protection of the stock-
holder against the management. Not the least difficult problem
here is the development of a social mindedness hitherto sadly
lacking both among business men and their legal advisers. In
the third place, some method must be devised to mobilize scat-
tered and disorganized stockholders and other investors into
an active and powerful group so that there may be a competent
and respectable patrol of the field of finance. These three prob-
lems become particularly germane as we move toward federal
incorporation of the giants of industry or seek by other methods
to afford additional protection against the evils of the last decade.

The problem of affording stockholders genuine and independent
representation on the board of directors has several phases.
Primarily it means avoiding or making impossible the vicious
practice of having the board controlled or dominated by the
managers. In the days of the small enterprise, with close identity
of ownership and control, it might have seemed anomalous not
to have the managers dominate the board, but as ownership and
control became effectively separated, there came a need for a
reappraisal and change of the functions of directors. Stock-
holders moved more and more from an entrepreneurial to an

s THE MODERI~" COP..PORATION AND PRIVATE PROPERTY (X932).
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investment position. Due to the wide diffusion of stock owner-
ship and the growth in size of the business units the only ef-
fective check which the stockholders had on the managers was
through the board. It is self-evident that if the board, under such
circumstances, was composed wholly or dominantly of the man-
agers, such control was wholly formal. The managers came to
be their own supervisors, and the stockholders were moved into
a position of effective subservience to those who by tradition and
law were their servants. The need for having a board divorced
from the managers is neatly shown by an interesting document
from the contemporary annals of American corporation finance.

This document is the recent Report of the Stockholders In-
vestigating Committee of the Texas Corporation.4 For months
there had been a rather bitter fight between two factions on the
board J the Holmes group on the one side and the Lapham
group on the other. Charges and counter-charges were freely
made, and solicitation of the support of stockholders and of their
proxies for a special meeting had been under way for several
months. At that point, on the initiative of the chairman of the
board, the Investigating Committee was appointed? Formal
hearings 6 were held and a report of findings and recommenda-
tions was made to the stockholders.7

4 Dated Jan. 25, x934.
~ The chairman of the board, Mr. C. B. Ames, asked Mr. A. L. Humes, who

was satisfactory to both factions, to serve as chairman of the Investigating Com-
mittee and to appoint two or four other stockholders to serve with him. ld.,
Exhibit A. Mr. Humes accepted (Exhibit B) and appointed to serve with him
Messrs. P. H. O’Neil and Warren G. Horton.

6 The Report says at page 2: " Rules of procedure were adopted and were
approved by him [Mr. Holmes] and the Management.

" A statement of charges dated November ~6, I933 was filed by Mr. Holmes with
the Committee. A copy thereof, marked ’ Exhibit D,’ is annexed. On the same day
the Management submitted a statement, a copy of which is annexed marked
’ Exhibit E.’

" Thereupon the Management and Mr. Holmes and their counsel appeared be-
fore the Committee first on November 22, I933, and thereafter on November 23d,
24th, 25th, 27th, 28th, 29th and 3oth, and December 1st, 5th, 6th, 7th and 8th,
i933. Testimony amounting to 2,382 typewritten pages avas heard; documents and
other papers numbering 139 were received in evidence and numerous additional
documents were submitted."

~ The Report says, at pages 2-3: " Pursuant to a Rule adopted by the Com-
mittee at the request both of Mr. Holmes and the Management, a copy of this
report is sent to each stockholder ", of which there are about 9o,ooo. They live
in " all parts of the United States and in several foreign countries ". Exhibit A.
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Aside from clearing up several disputed matters of policy, the
Report goes to the heart of the problem of the functions and
status of directors under our modern forms of organization. The
Report states :

" For many years executive officers of the Company have been directors.
From November x6, x9o9, when the Board was increased from eleven
to thirteen members, until January r3, ~926, the majority of the Board
consisted of directors who were executive officers. Thus during this
period this majority had power to control policies and the conduct of
the business. Since January x3, ~926, this management control has
been somewhat modified but, except during a short period, and until the
present time control has resided jointly with the management and one
or two additional directors." s

The Report then reviews instances of the exercise of power by
the management group and concludes that although " in the vast
majority of cases" the decisions of the board have been "wise
and conducive to the best interests of the corporation", certain
instances exist which demonstrate the need for a change in the
system?

In the first place, the board had approved and put into effect
two so-called profit-sharing plans entitling officer-directors, di-
rectors who were members of the executive committee, and cer-
tain employees to a participation in earnings. Pursuant to these
plans " large sums were distributed to executive officers" in
I929 and r93o as additional compensation in excess of their
salaries.1° Yet at no time, so it is said, were these plans sub-
mitted to the stockholders.11 On the recommendation of the
Investigating Committee and on the statement of the chairman
that these plans were "contrary to the temper of the times and,
if known, would be objectionable to many stockholders", the
board voted to terminate them.1~

In the second place, at a meeting of the executive committee
of the board held September 3oth, r93o, the matter of assisting
officers and employees (including certain directors who were
executive officers) who were in debt to brokers, banks, and others

s ld. at 5.                      9 Ibid.                       lo Id. at 5-6.
11 ld. at 6. This may be technically correct on the basis of inadequacy of

notice, but the Annual Report in x933 at page 5 makes reference to the plans.
~2 Ibid.
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was discussed. Their "collateral was fast becoming insufficient.
The collapse of values created distress, which, it was believed,
was impairing the efficiency of these officers and employees and
thereby of the organization." The executive committee, without
referring the matter to the board of directors, voted to author-
ize certain individuals " to take such action as in their opinion
was warranted and necessary to assist employees." 13 The Report
states that the president "directed the secretary not to report i.t
to the Board "; and that "It was not so reported and, until the
present Committee recently called attention thereto, several di-
rectors at no time had learned of the resolution or knew that the
loans had been made." 14 Pursuant to the resolution numerous
loans were made to officers and employees, including one (unse-
cured) to the chairman of the executive committee?~ " At one
time, on July 3~, I932, the total loans aggregated $2,545,718.6o.
The loans remaining outstanding on October 3 ~, x933, had been re-
duced to $2,363,535.62. The collateral declined in value so that
it was inadequate." 16 At a hearing of the Investigating Com-
mittee the chairman stated on its behalf that it did not approve
of the making of the loans and urged that measures be taken to
eliminate those outstanding without delay. Acting on this request
the board took steps towards prompt liquidation, and at the time
of the Report most of the outstanding loans had been paid in
full?7

In the third place, the management group "without action at
any meeting of the Board but, at the expense of the corpora-
tion" circularized the stockholders, answering charges made
against them by the Holmes group?~ Thereafter,

" likewise at large expense to the corporation and without action of the
Board, employees and others were instructed to and did interview and
communicate with many thousands of stockholders " with the object of
" inducing them to refrain from supporting the special meeting advo-
cated by Mr. Holmes. Members of the Management also issued in-
structions to heads of departments which, whether intended as coercive
or not, resulted in the decision of many employee stockholders that they
would not sign proxies for the special meeting. Many employee stock-
holders were asked whether they had signed these proxies and in many

Ibid. 1~ Ibid. 1~ Ibid.
ld. at 7. 16 Ibid. ~ ld. at 9.
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cases in which a proxy had been signed, the employee was thereupon
furnished with a form of revocation. The Management’s statement of
September 2oth [answering previous charges by Mr. Holmes] was called
to the attention of certain employees. They were asked to decide
whether they would or would not sign proxies for the special meeting
and to report their decision to the Management. The enthusiasm of
those who conducted this campaign carried further than was intended
by the Management and resulted in some cases in exaggeration and, in a
few instances, even in misstatement. In the opinion of the Committee
some of these measures in effect and substance were coercive, although
the intention that they be coercive was expressly disclaimed." x9

The Investigating Committee added that "Large expenditures
were made for these purposes which have been treated as corpo-
rate expenses on the ground that the special meeting would be
disadvantageous to the corporation." 2o The Committee did not
decide who was legally liable for these expenses, but it recom-
mended consideration of the matter by the new boardJ1

In the fourth place, there had been a bitter fight between the
two factions in the management, ending in one faction acquiring
a dominant position and charges and countercharges being
made.~2 In the opinion of the Investigating Committee, ’the
friction and dissension thereby engendered resulted in a state of
affairs disadvantageous to the interests of the corporation?3

From the survey of these four instances of power and control
by a board dominated by the management, the Investigating
Committee concludes:

"... neither a numerical majority of the Management as directors,
nor the existence of the power to control the action of the Board by de-
cision of the Management when only slightly supplemented, is desirable
or calculated to result in harmonious and successful conduct of the
business. At times dissension and jealousy has [sic] thereby been en-
gendered. Moreover, the membership of the Board has not been suf-
ficiently representative of the ownership of the stockholders of the
corporation.

" This situation is not peculiar to the Texas Corporation. It is typi-
cal of that existing in many present day corporations but recently there

Id. at 9-zo.
Id. at zo.
Ibid.

See id. at 8-9 for a more detailed account.
Id. at 5, 8-9, x4-


