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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 zctivities mgke real direcling impossible, they
should be held responszible to the unsuspecting pulbdic for their
neglect.” *  To some this has meant & necessity for regression to
simpler and smaller forms of organization, with a board of di-
tectors composcd essentially of the managers and others in a
position to konow the detafls of the business intimately. To sotne
it has meant g reduction in the size of the board to a2 more co-
hesive and active group with a greater feeling of responsibility
to the company. To some it has meant an elimination from the
tisard of these in high places whose names were hought and paid
for with a divectorship, no other consideration being expected or
given in retuen. To some it has meant an elfmination {rom the
board of those who were there as specialists, such as bankers,
lawyers, engincers, and the like, but whose interest or time did
not permit them to assume a larger and more active rile in the
affairs of the company. To some |t has meant an elimination of
purely political appointees, men who have seats merely because

U See HOE Bep Wo 8z, vod Cong. a1 3e:2, at 5, aceompanying the Federal
Securities Act. The {Commitiec on Inderstale znd Foreipn Commerce also said:
YT it be seid that the imposition of such responsibilities wpon these persons will be
to aiter corporale arganizalion asd eorporate practice im this countey, such a
resdlt i ooty what your commiltee expects. The piclure of persons, assemed to be
responsible Tor the divection of Industrial enterpriscs, necupeying §o or more dircetor-
ships uf varparalions is the best proof that some change is demanded ' Fiwd.
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they have valuable connections with othcr 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 ip-
dignation and disapproval of many dilferent abuses and mal-
practices disclosed in recent years. Recent court records and
Senate hearings are replete with specific and illustrative material
-—serret loans to officers and directors, undisclosed profit-sharing
plans, timely conteacts unduly faverable to affiliated interests,
dividend policies based on false estimates, manipulations of
credit respurces and capital structures to the detriment of mi-
nority interesis, pool operations, and trading in securities of the
company by virtue of inside information, to mention only a few,
These are not peculiar te recent times, They are forms of busi-
ness activity long known to the law. But lately they have in-
creased Inintensity and frequency in spite of a more articulate
statement of the law governing them and in the face of 2 growing
recognition of the broad bases of an equitable jurisdiction for
their regulation and contenl, AR of which means that business,
and its legal adviscrs, have shown great ineptitude in appreciating
and appraising the soclal importance and significance of many
of thelr activities, Alsa, it means that copsiderable pefashioning
of codes of conduct -— in business as well as in law —must be
effected il the next cyclical trend is not to produce as many
malpractices and abuses a5 has the current one.

This program of reform f{or law and business calls not anly
for acute diagnosis, but also for skillful and highly specific cor-
rective angd therapeutic messurcs. 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 sven for the family, corporation as
we have for their gigantic counterparts. Particularizalion of
types of problems and of types of controls needed must scon
lead to a segregation along these lines* For the most part, the
problems of control over management snd hnance which are be-

% Such 2enarate ireatment 3 urped in Weiner, Lepitfative Recopxitian ) Lhe
Clete Corforafipa [1929) 27 Mcu, L, Rev, 275, Sce (1540) g Hamv. Bys. Rev
arIL,
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ing currently discussed pertain to the type of corporation which
Berle and Means # have described — the glants of industry and
finance that epitomize the separation of ownership and control
and that place in the hands of a fow immense power which must
be regulated not only lor the public good, but alse [or the pro-
tection of those whose investments are involved.

(M the many and varied aspects of this problem there are
three which are of primmary importance and which are implicit in
any basic reform and regulation of the large corporation, In
the first place, the wrge to bring the board closer to the details
of the business involves the great danger of constituting il with
" shirtslesve ' dicectors.  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 dificult problem
here is the development of a social mindedness hitherto sadly
lacking both ameng business men and their legal advisers. 1In
the third place, some methed must be devised to mobilize scat-
tered and discrgamized stockholders and other investors into
an aclive and pewerful group so that there may be a competent
and respectable patrol of the field of finance. These thres prob-
lems become particularly germane as we move toward federal
incorporation of the giants of industry or scek by other methods
to afford additional protection against the evils of the last decade.

I

The problem of affording stockholders genuine and independent
representation ¢n the board of directors has several phases
Primarily it means avoiding or making impossible the wvicious
practice of having the board controlled or dominated by the
managers. In the days of the small enterprise, with close identity
of ovwnership and control, it might have seemed anomaious not
e have the managers dominate the board, but as ownership and
coutral 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

—

* TAr Mongrd CorPosation ano Provare Proeesty (1g32),
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investtnent position.  Due to the wide difiusion of stock owner-
ship and the growth in size oi the busingss units the only ef-
fective check which the stockbolders had on the managers was
through the beard, It is seli-evident that ii the hoard, under such
ciccumstances, was composed whally or domirantly of the man-
agers, such control was wholly formal. The managers came to
be theic own supervisors, and the stockholders were maoved into
a position of effective subservience to those whe 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 decument is the recent Report of the Stockholders In-
vestigaling Committee of the Texas Corporation.' For months
there had been a rather hitter fight between two factions on the
board — the Holmes group on the one side and the Lapham
gtoup on the other, Charges and counter-charges were frecly
made, and solicitation of the support of stockholders and of their
ptoxies for a special meeting had been under way for several
months, At that point, on the initiative of the chairman of the
hoard, the Investigating Committee was appointed®  Formal
hearings * were held and a repert of findings and recommenda-
tions was made to the stockholders”

* Trated Jan, 25, 1934-

o The chairman of the hoard, Mr. C. B, Ames, asked My A, L. Flumes, who
was satisfactory Lo both Tactions, te serve az chairman of the Inwvestigating Com-
miller and tu appoint two ot (gur other stockholders Lo wrve with hie  Id,
Exhibit A. Mr. Fumes aceepted (Fxhibit B and appointed to serve with him
Beisrs. PO 0 Weil and Warren & Hoartaon.

1 The Repart says at page 7: “ Hules of proceguee were adopted and weee
approved by him [Me. Holmes! and the Makagemeant

* A stalement of charges rlated BNovember 16, 1931 was fled by M2, Holine with
the Committee. & copy theeeal, marked ' Bakibit 31’ is annexed. 0w the same day
the Manigement sohmilled a statement, a copd of whirth is znnesed marked
' Exhibit E.*

“ Thereuvon 1the Managetnent and Mr. Halmes and their counse]l appeaced be-
fore the Committes firsl op November 22, t023, and theccaiter on November 23d,
14th, w5th, z7th, a#th, ioth aned gerh, and Drecember st, sth, Gth, $th and Sth,
1933. Testimony amourling 1¢ 3 38z 1ypestitlen pages was heard; decurnents and
other papers numbering 14 were teccived in evidende and bomeraus odditional
decuments were syhmilked.”

T The Report savs, al pages -3¢ ' Putspoant 1o & Rule adopied by the Com-
mitiee at the regquest both of e, Holnes and the Management, 3 copy of this
ceport is sent Lo cach stockbholdec ', of which there arc about go0ea. They bive
in ' ail parts of 1he United States and in several fotéign countres . Eahibit A,
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Aside from clearing up several dispeted matters of policy, the
Report goos to the heart of the preblem of the functions and
status of directors under our modern forms of organization. The
Eeport states:

“ For many years executive officers of Lhe Company have been directors.
From Noverwber 16, 1g0g, when the Board was increazed from eleven
to thirteen members, until Janoary 3, o2o, the majority of the Board
consisted of directurs who were axecutive ofiicers.  Thus during this
pericd Lhis majority had power to control policies and the condoct of
the buziness. Since Tanuary i3, 1926, this management comrol has
been somewhal modified but, excepl during a short peried, and until the
present time control has resided jeintly with the management and one
or two addilivnz]l directors.'*

The Report then reviews instances of the exercise of power by
ithe management group and concludes that although “ in the vast
majority of cases ™ the decizions of the board have been " wise
and eonducive 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 profitsharing plans entitling officer-directors, di-
rectors who were members of the executive committee, and cer-
tain employees to a participation in earnings. Pursuanl o these
plans *large sums were disttibuted to executive officers ™ in
igrg and 1930 as additional compensation in excess of their
salaries '  Yet at no time, so it is said, were these plans sub-
mitted to the stockholders” o the recommendation of the
Investigating Committee and on the stutement of the chairman
that these plans were * contrary to the temper of the times and,
il known, would be objectionable to many stockholders ™, the
board voled to terminagte them s

In the second place, at a meeting of the execulive committee
of the board held September joth, 1930, the matter of assisting
officers and employees (including certain ditectors who were
executive officers) who were in debt to brokers, banks, and others

B0 at 2 ¥ fhid, 10 F ol g
U fd.at 6. This may be technically carrecd op the basis of medeguacy of

notier, Tl the Annual Beport in 1935 al pape ¢ makes ceference ta the plans.
T Fhid.
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was discussed, Their “ collateral was fast becoming insufficient,
The collapse of values created distress, which, it was believed,
was impaiting the efficiency of these officers and emplayees and
thereby of the organization.” The executive committee, without
referring the matter to the beard of directors, voted to author-
ize certain individuals “ to take such action as in their opinion
was warranted and necessary to assist employees.”? The Report
states that Ihe president  directed the seceetary not to veport it
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 ™ "™ Pursuant to the resolution numercus
loans wer: made to officers and employees, including one {unsc-
cured} to the chairman of the executive commitiee.’* " At cne
time, on July 31, 1032, the total leans aggregated $2,545,718.60.
The lgans remaining outstanding on October 31, 1933, had been re-
duced to $2,363,535.62, The collateral declined in value so that
it was inadequate™ ' At a hearing of the Investigating Com-
mittee the chairman siated on its behalf that it did not approve
of the making of the loans and urped that measures be laken to
eliminate those outstanding withoul 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 pald n
full’”

In the third place, the management group ** without action at
any mecting of the Board but, ar the expense of the corpora-
tion ' circularized the stockhslders, answering charges made
against them by the Holmes group.'® Therealter,

" likhewise at large expense Lo the corporation and withoul action of the
Board, employees and others were instructed o and did interview and
communicate with many thousands of stockholders ™ with the object of
" inducing them to refrain [rom supporting the special meeting adwvo-
cated by Mr. Holmes, Members of the Management also issued in-
structions to heads of departments which, whether intended as coercive
ar nol, resulted in the decision of many employee stockholders that they
wollld not sign proxies for rhe specizl mecting.  Many employee stock-
holders were asked whether they had signed these proxies and in many

Ll -1 L fhid. " Mg,
i fd e g 8 fhed. LB P, al g
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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
Seplember 2oth [answering previvus 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
these who conducted this campaign carried further than was inlended
by the Management and resulted in some caszes in exaggeration and, in a
few instances, even in misstatement. In the opinion of the Committes
=ome of these measures in efiect and substance were coercive, although
the intention that they be coercive was expressly disclaimed.” '*

The Investigating Committee added that “ Large expendibures
were made for these purposes which have been treated as corpo-
rate expenszes on the pround that the special meeting would be
disadvantageous to 1the corporation.” ™ The Commitiee did not
decide who was legally liable for these expenses, but it recom-
mended considerstion of the matter by the new board.”™

Im 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.®® In the opinion of the Investigating Committee, the
friction and dissension thereby engendered resulted in a state of
afiajrs disadvantageous to the interests of the corporation™

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

*, .. neither a nometical majority of the Management as direclors,
nor the existence of the power to control the action of the Board by de-
cision of the Management when only slightly supplemented, is desiralde
or calculated o tesuit in harmonious and successful conduct of the
business. At times dissension and jealousy has [sc] thereby been en-
gendered.  Moreover, the membership of the Board has not been suf-
ficiently representative of the ownership of the stockholders of the
cotporation.

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

v fd at g—ro. 2 See id. al &-o for a mare detailed account.
20 M4, at 1o, ™ Jd at g, B, 14
3L M,
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bas heen a sharp awakening Lo the fact that the rights of stockbolders
entitle them to an adequate and controlling voice.'

The Report continues:

“ The gristesce of power such as is above referred to jin the four in-
stances given| results in the Committee's conclusion that heretolore the
stuckholders have not had their just share in the contrel of the corpora-
tion, The owpership of stock is widely scattered and the great majority
of stockholders can exercize ng conttol except through the naming of
proxies Lo vote at the next annval meeting for the election of directors
who will carry eut the policies advocaled." *

Accordingly, it is recommended, inicr afia:

“1I. That the Bfteen directors to be elected at the next annual meet-
ing of the stockholders to be held on April 24, 1934, shall be representa-
tive more adequately than heretofore of the ownership of Lhe stock-
holders; that not maore than feur direciors shall be executive officers and
that the remaining directors shall be selected from stockhalders awning
or represeniing suficient number of shares to insure their active interest
and participation 1o the affairs of the cotporation. . . .

"“¥I. That the Board o be elected take steps, by the adoption of
approptiate by-laws or otherwise, to effectively separate the powet Lo
determine fmancial questions from the control of those entrusted with
the conduct of Lhe busioess of the corporation,

"Y1 To accomplish Lhese tesults, that, in (ssuing proxies lor Lhe
nexl annual meeting, the corporation designate, as the persons authorized
thercly bo vate and to select the new Board ° five named individuals,
three of whom are * independent ditectors of the corporation against
whom oo charges bave been made and who are in no manner involved in
any transsction disapproved by the Committee " and twa of whom are
Y ostockhbolders of ability bwt not directors and are designated as proxies
as additional representatives of the stockholders." ™

But this Investigating Commiltes’s conception of the func-
tioms amd status of directors runs counter to some current no-
tion=. It is irequently asserted thal setvices which are furnished
by directors who are nol managers should be bought and paid
for on a professional basis. Tt is urged that if directors wha

OFd, at s
= Md.oar 11,
OTd Al pgeer3- As amoafternative a rvaiorify of these fve werr bo ke named
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are not cperating heads are valuable as members of the board
because of their expert advice, they should be hired as experts.®
The answer to this seems clear. I{ stockholders are to be pro-
tected against the managers, the group which protects them must,
in the frst place, have responsibility. In the second place, they
must have power. And that power will never be present in ex-
perts who have no vote and who are called in by the managers,
who work for the managers, and who are limited by the desires
of the managers. Furthermore, boards wholly or dominantly
filled with *shirtsleeve ” directors drawn from the executive
management, without outside representation, are apt to suffer

BN IR SanUEl, SuUaperoLbers” MowEv (19313), the vicw is taken that the ' ex-
pert ' should be called Y consullani expert " rather than direcler. And at Eor those
whiose veal Junction was merely to ' lend the peestipe of Lheir names or o introduce
Lusiowzs "', it would be wholly adequate to give them " such honorifie bitle as
Palrons or Asspciatey . He believes they aheould have " ng status at Hoard Bect-
inge "', See fd. at 134, And secooote 44, infra. Oo this it i3 difficull de generatize.
Some technical cxperts ouphl to have a place on the board; athers might well be
[t off. The sole tritéria are the stockhelders” interesis. Even the Y businote con-
neclion * director may have a place. Berle and Mcans bawve said: “ Most Banks
have two clagses of divectors, One elass is made wp of bankers. The other consists
of bysiness men wha may be able berause of their husiness afbliations Lo shift
arcounts and Banking transacuaons towards Lhe Bank. These tonnetliohs are openly
known and are perfectly well understoed.  Fhe directar himszell gains power. Bul
his corporation may obaln assistance theough having * friehds at court ' im the
Bank: and the Hank is sircngthencd by the conncction with a2 business enterprise.
The sitnation has ibs dangers bub it adse has ks advanlages; in the budiness wiew
the advanlages oulweigh the dangees.!  See Beaer awo Muans, op. cif, mpra note
3. abk 231, nab. Rreoant legislation, however, has affected this practice.  See nobes
47 =8, g0, mfra, Beele and Mean: likewise take a realstic view ol interlocking
directorates.  Afer afficrmung that all advars: interest shoold be disclused they sy
" The weierd feel that the charge that directars are inteocsted on both sides of the
transactian s coticely oo Ioescly made in the Amancial community, A direcior,
especially if he is an important man Gnancially, will have a dozen or mere interests
all geing at once. In many cases the aclicn taken hy him in ane gorporation is
necessarily more or less adwerse Lo Ehe imlersasts of other ¢orporalions in which he
may he interezied, ¥el, in 3 number of cases known ta Lhe wrilers, the dirccioes
have =trupulously ignered their own interests. The real probilets arise wheee the
diregtar ks an important factar in the 'cohteol! of twe carporations at onee.
There, 1t woukbd be afmost beyvend possibility for hiny not kg consider 1he possibilitics
@i both situations before casling o vote or induclhg an actien  Many directors
are clected frankly becausse they hawve interedts in other corporations whose aclivilies
may compement those of the corporation clecling him.  In other woeds, the corpa-
pations capet! to trunsacl business with each ather or in the <awme feld, to Lheir

rmulual advantage; znd the very duality of inlersst of the director s thus turned
Lo ihe advantage of both,” 14, 21 230, nag.
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from myopia and lack of perspective. It is one thing to operate
4 business efficiently, but it is quite another to be sufficiently de-
tached from the business to be able to see it in relation to its
competitors, trade trends, and the like. Such experts, as a gen-
eral rule, are to be found outside the executive management.
Their experience and judgment on matters of policy will prove
to be invaluable not only as corcective factors, but also as di-
rective influences in determining a course of conduct for the
managers. Experts having such perspective are the better quali-
fied to determine financial and commercial pelicy. Hence, they
should have a position of dominance and power cn the board
rather than the subordinate position to which some reformers
would relegate them. They should be in a position to make
their directive influence effective. That entails giving them real
power over the executive management.

The solution then, though by no means a simple one, is to be
found in taking the control or domirance ol the board away from
the executive management, as indicated by the Investigating
Committee in the Texas Corperation.  The representatives of the
stockhalders would be there, not for the purpose of managing
the enterprise, but with the object of supervising those who do
and of formulating the general commercial and financial pelicies
under which the business is to be conducted. Such a body of men
would not always be in a position to know the details of the
business In such a way as to satisfiy the standards which the
Securilics Act, for example, imposes on them.™  But they would
be in a position of dominance and power to serve the stock-
holders effectively.

The minimal requirements in this repard are statutory pro-
visipns that a majority of the board shall be composed of stock-

2% Section 171 of that Act impeses on dirccters (as well a5 others) the standards
of trusteeship and makes thetm Lable for misstatements ot omissions in the repis-
teatien statement {not made on authorily of experts, or Tt purporting to be a
stalement made by ap oiicial persan or Lo be 1 copy of or extract from & public
dotumentt Unleds they can prove that they had * after reasonablc investigation,
reazonable ground to believe and did belicve, at the Ume such part of the registra-
tion statement became effective, thal the statements Lhersin were frue apd that
there was no omissien to state 3 maderinl fact required 1o be staied thereln oc
necessary Lo make Lhe staternents therein not mislezding.' See 48 STat, 82 (1933},
15 U5 G Suer. WIL § g7k Crga)d.
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helders whe are not employees or officers of the corporation,
but it would be idle dreaming 1o suppose 1hat the solution was as
gsimple as that  In order to effectuate a real reform, control
must be had over the proxy machinery. Once any group comes
into a position of dominaoce on the board they become self-
perpetuating, electing their own successors or designating their
own nominess o7 dummiss. The mechanism, though well known,
has heen vividly described by Berle and Means:

“ Inm the election of the hoard the stockholder oedinarily has three al-
ternatives. He can refrain from voting, he can attend the annoal meet-
ing and personally vote hisstock, or he can sign a proxy treosferring his
voting power to certain individuals selected by the management of Lhe
corporaiion, the proxy commmittes,  As hizs personal vote will count for
little or oothing al the mecting unless he has a very large block of stock,
the stockhaolder is practically reduced to the alternative of ot voling at
all or £lse of kanding pver kir voie to fndividuals over whom e kot no
comirgl and im whote selection ke did nof porticipate. In neither case
will he be able to exercise any measure of contrel. Rather, control will
tend to be in the hands of thase who select the proxy committee by
whom, in turn, the election of directors for the ensuing period may be
made. Since the proxy commitlee Is appointed by the existing man-
agement, the latter can virtually dictate their own successors. Where
ownership is sufiiciently sub-divided, the management can thus become
a self-perpetuating body even though its share in the uvwnership is
negligible.” ©

S0, though by statute the executive management may be in 2
numerical minority on the board, the power of control over the
proxy machinery may well gravitate into their hands. Ones it
does it may be used to fill (he board with nominees of the execu-
tive management. We would then have in substance, though
not in form, the situation which the Investigating Committee of
the Texas Corporation condemns.

Furthermore, contrel over the proxy machinery envisages much
more than protection against the executive management. Ahuses
as great as those of the executive managements have arisen where
a minority with “ working control ® have dominated the corpora-
tion and exploited it {or their own ends. Tn other words, the

2 0P cab. rupra note 3, atb BERE.
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power over the proxy machinery i3 susceptible to great abuse,
and all the righteous intent and emphatic resolutions in the world
will not =hift the balance of power back to the stockholders. The
group that names the proxyholders controls the beard. It is
no easy task to design a systemn wherelby widely scatteced, le-
thargic, disorganized, and dizinterested stockholders can be moved
into a position of control over that strategic position.

The practical and political aspects of that problem are con-
siderable.  Divect prohibition of proxies, under the system which
we have, would be futile, as the average stockholder in the cor-
poration which Berle and Means describe is in no position to think
for himsell an this issue. Some one must think and act [or him,
and it is merely a question of who does it.  An attempt to give
stockholders some protection against abuses of the proxy ma-
chine has been made in various drafts oi the National Securities
Exchange Act by prohibiting the use oi the mails or agencies al
interstate commerte or any facility of any national securities ex-
change to solicit proxies in respect to any registered security un-
less, pursuant to rules and regulations of the commission, certain
disclosures relative to the solicitor and the proxyhelders be made. *
Such a provision may result in some control, but it does not pro-
ceed very far. There are great practical limitations on setting
forth the “ truth ™ abow peaple up for election or about the
proxvholders. Only bare minima can be stated, and those could
hardly be used profitably by stockholders in deciding how to
cast their votes. Furthermore, stockholders in the type of cor-
porations involved here seldom have the desire or the initiative
to act, or the ability te act intelligently. They are iar removed
from the enterprise. Their relationship with it i3 an impersonal
one, They have bought with a view towards increments of
value other than control. So lung as things run smoothly they
are content to remain inactive, And when things go wrong and
there are crises in the corporation, either they lack the informa-
tion or strategic position to maobilize for action, or they accept
the events in the spirit of futility and resignation to the inevitable,
Those who have expended time, energy, and money in the ax-
tremely difficult task of erganizing security holders for their own

A0 See, rp., 513 of the eriginal administration Bl {se-called) introdduesd into
Congress Feh. ¢, 39345 M. ¥, Herald Tribune, Feb. 1o, ro34. at 14
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protection, or in an efiort to get even a majority or a two-thirds
expression of opinion on certain policies, can bear witness to the
fact that this incidence of absentee ownership is very great.
Hence, efforts to pet into the hands of investors a larger fund of
information respecting the candidates for election or the mem-
bers of the electoral college will probably be of little value per se.
The basic effects of absentee pwnership will cemain the same.

Dne method af conirol gver the proxy machinery sometitnes
visualized iz by means of i governmental commission which
would not enly umpire the election, but for all practical purpeses
would control the proxy machine, The trouble iz that no such
agency in pur present stage of development would have the omnis-
cience and wisdom which the delicate judgments on intangible
gualities of management requirce, if business is to be operated suc-
cessfully. The immediate steps necessary for the protection of
investors in this connection e in other directions. But bBefore
considering other alternatives there is a2 further problem which
should be examined, since it has an impertant hearing upon the
pratective devices needed for the task at hand.

I

That problem is to set up codes of conduct for those who have
been elected to serve the stockholders, with adequate machinery
for their enforcement. Stockholder contrel over election ma-
chinery — gdivect or vicarious — would be only a partial achieve-
ment of the desired resuit. Human nature being what it is,
directorships will always be susceptible of abuse. Scme direc-
tors will always be faithless to their trust. No matter if they
are, in fact as well as in name, representatives of the stockholders,
they may still capilalize on their strategic pasition in the com-
pany by making it serve effectively their own but not the stock-
halders® intotests. The impotence of widely scattered and dis-
orgamzed stockholders will be conducive to that end.

In this connection 4 recent study " of condilions and practices
under the English Companies Act s particelarly timely and
relevant, We have the habit of turning to England for a precedent

1 SAMUFRL, SHAREROLEEERS” MoxEY. For a review of another part of this book,
e {Aprl, 1935} 34 Cot. L. REY.
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when our own systermn bogegles. We incline to the view that
England is years ahead of us in control over corporations and
that the directors of Rritish companies are conservative, respect-
able, and above reproach. We also accept the tradition that
England's legal system for control over corporations should serve
as a model for our own system. Such implicit confidence in the
efficacy of the English system is considerably shaken by this re-
port. It reveals a condition of depravity in the management of
British companies which is at times beyond the imagination of
the American reformer. Furthermore, it shows the counter-
parts ol many practices on the part of directors which have been
prevalent in this country. The diagnosis of them and the thera-
peutic measures designed for their cure or control, therefore, are
of great current interest here,

English companies apparently have a great demand for * fi-
nancial gigolos . The London Daily Telegraph of Qetober 4th,
rgyz, carried the following adwvertisement:

" A Titled Gentleman iz invited to communicate with a progressive
company with a view to installing him as a diector. Wrile A, Box 10,
rfy [’ as

Mr. Samuel, a ¢ritic of companies law and practice, takes this as
one bit of evidence that the use by British companies of * finan-
cial gignlos™ as directors has reached alarming proportions.
Their function is two-fold: ™ Their names act first as the bait by
which the public is induced to acquire the shares of the Company,
and, seccndly, after the Company has been formed, as 2 means
of preserving confidence.” ® Though the ™ prestige of the aris-
tocracy ' even in conservative England is not what if vsed to be,
nevertheless, at company meetings “ the medieval glamour still
shines bright, and the average shareliolder dearly loves a lord '.*
In fact the ® financial decay ™ of the old nobility inevitably tends
““ to increase the supply of titled gentry prepared to lend the use
of their names for adequate annual emoluments ™. Indeed, a
" definite market ™ exists for them, as s apparent from the fact
that “ they can be supplied almost immediately en demand by
certain firms of solicitors *.*" A chairman of the board with

¥ Bammirer, SAanEEoLOFERT Money ooz o4 oak 1z, A8 Fhigd
11 f4. at 111. E Ihid,
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a distinguished war record may be able to pour oil on the troubled
watetrs of a company meeting and thus give {ull value for his
money. By the same token these  guinea pig" directors con-
solidate the control which the active directors exercise over the
company machine, since they take only information which is
given them and make no embarrassing demands for inguicy into
the true state of afiairs. This practice becomes increasingly
vicious when, as {s common, the qualification shares come from
the promoters, 50 that the director ** tends to become, {n practice,
neither more nor less than the paid hack of the promoters or
dominant spirits who were responsible for his original appoint-
ment, who by theie control of the voting machine can procure his
dismissal or non-election, and are thus ultimately responsible
for his receipt of his directorial fees 7. The racket of qualifi-
calion shares apparently has reached large proportions. Mr.
Samuel points out that under the Companies Act the board can
be, and frequently is, filled wholly by these © financial gigolos ™,
s¢ that the prospectus in no way reveals the persons behind the
scenes who tell these controlled persons what to say and how to
act. Nevertheless, the director is advertised as a shareholder,
even though the beneficial ownershin Is in some promoter or
financizlly sterile corporation. As an instance of the latter he
cites the way in which the calls in the Royal Mail were avoided.™

But these * puinea pig " directors, according te Mr. Samuel, are
only a part ¢f the unhealthy condition in English management
practices. There are other surplus directors. Many of them
are men of ahility and experience. Their activities, however,
are 50 manifold and their directorships so multiplied that it is

2T A oat 1ag.

8 Various calls on shares registered ih the names of the directors were made,
until ¢ach director owed the company about £3p0, Wont of these was paid,
thtugh the dirtctors were " notariouwsly guod (or the money . All dicectors then
transferced these shares back (o the Korval Mail Steam Packet Co, [® oototiously
insolvent ™), for whom Lhe diceclors had held the shaces all along and to whom
all dividends were to be sent. The action was (rankly defended on behall of the
direclors on the grounds that the * amoumls were trivial and that it would have
Been inequitable to have made the registered owners pay, imasmuch as they were
mere nemiotes for the beneficial owners 7. fo at 1s@-s50. For other aspects of
the collapse of the Roval Mail group, see id. at 170 & jeg.; MatTntyre, Criminal

Frovisices of the Secorities Aot omd Analepies to Similar Criminal Stofudes (1031}
43 Yoz L. J. 254,
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physically impossible for them {0 make an " adequately intensive
study of the afiairs of the Company, the responsihility for which
will normally be left to those Directors who, being in the office,
are in daily touch with the business ™ **  Indeed, for such directors
to visit the office volentarily and to investigate any situation would
¥ in any ordinary Company unquestionably be regarded as savour-
ing of officiousness and accentricity . ** The time spent by direc-
tors, other than those irom the management, in the exercise of
“ directorial functions " is practically limited to the time expended
in board meetings. Mr. Samuel obaerves that many of the direc-
torates are ** grossly swollen V', numbering from twenty to thirty-
five. He concludes that barely * 5o per cent really pull their
weight * at meetings and that of the balance about " 40 per cent
are prestige Directors and ‘connection' Directors " *  Such
vested interests, he deplores, are  almost as difficult to dislodge
as the pocket-boroughs of the eighteenth century .** He con-
cludes that the * whole system of nom-directing Directors iz based
on a canvention of elaborate falsehood  *? which, if treated openly
and frankly, would result in such ridiculously fronic represents-
tions * as to end the evil,

In this connection he reviews reports of some of the commit-
tees on the Companies Act showing that any tightening in the
law of neglipence was deemed to be too drastic.  After it had be-
come fashionable for companies oi first importance to insert in
their articles stipulations granting immunity to directors {rom
liability to the company ior any acts of commission or of omis-
sion unless involving fraud or wilful default, the City Equitable
Fire Insurance Co. collapsed.  The situation there exposed caused
such foment as to lead to legislation abolishing *‘ contracting-
out ®.** But his survey of the English cases shows the extent to
which the leissez-faire attitude of the courts has built up an al-

12 Samuir, SnAREnOLpErs’ MoNew a4,

A0 g at 1T

oA, at el

2 Fhid.

3 fd. At 124,

% The reductio ad obsurduss appears im M. Samuel's book i the vivdd descrip-
tion of the compozilion and capabilities ol the board of directers of " Spanish Air
and Castles, Ltd."' 3es id. an 120-34.

43 Compatics Ael, 1929, g & 20 GB0. WV, © #3. § 042,
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most impregnable deiense for directors. Their immunity extends
to everything except gross negligence or wilful acts.  Their duties
begin and end with the entering and leaving of the board meeting.
S0 far as reported English cases go they show probably a lower
minimal standard than do the American cases, though studentz of
finance on this side of the water think our standards are far too
lax,

His description and zralysis of the problem of interlocking di-
reciorates, too, are mest illuminating.  Against the background
of Mr. Justice Brandeis’ Other Feople's Monep,™ he places the
sordid pictore of Englizh high fimance. He draws from some of
England’s recent, bitter experiences, including the Royal Mail ¥’
He shows specifically what Berle has described analytically **—
how the manipulation of credit resources of one company for the
beneht of another company, which is in 2 position of dominance,
works to the prejudice and ruin of independent interests in the
former company. He leads one to believe that such activities are
subistantially beyond the pale of the English legal system., The
picture of English procedural and substantive luw which he pre-
sents is a dismal one, In effect, the thesis that in this situation
the directors are trustees has been repudiated.

As Mr. Samuel views it, the vice of English reform to date has
been that it has accommodated  the law to o state of afiairs in
which the majority of Directors are out of touch with the inner
workings of the Company ", rather than changed the " existing
state of affairs with the object of promating safety and efficiency
in the actual working of the Company machine "."" In other
words, somewhat the same attitude has been revealed there as in
certain types of problems under the New Deal. Real reform and
improvement frequently have called ior cutting the Gordian knot
of traditional practices. To do s, however, [requently meant
swelling the ranks ol the unemployved or stopping the Aow of capi-
tal goods at a time when both increased employment and stimula-
tion of production wers needed. Those close to the task know
too well how permanent measures were, and stil] are, sacrificed for

% (1giz).

1T Bee mgte 18, juwpra.

15 Perce, STunies 15 TaE Jaw o Coorpeation Fraascer foozdh oo VIIIL
2 SpeArEuOlLERS’ Mowew 133,
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temmporary expedients, Mr. Samue! detects in the English timid-
ity at tampering with the Companies Act and In the reluctance at
prohibiting a combination of profit and immunity frem liability,
an indicaticn of unwillingness to put a large number of people out
of business. The fear of increased unemployment (even among
the pohility} has had its cetarding influence.

The American counterparts of the [oregoing malpractices need
not be reviewed here, for they are fresh in memory. But it is
timely to consider the corrective measures necessary if the board
is to he employed az a medium for the protection and enhance-
ment of the interests of the corporation and the stockholders,
rather than as a convenienl device for the exercise of economic
and political power for the selfish interests of those who happen to
be in a position of dominance. As contrasled with the English
system, we begin and end with the assumption that the directors
are trustees by virtee of business ethics as well as law; and that
the powers which they exercise are powers in trust.™ We also
proceed on the hypothesis that the directors are custodians of the
interests of the stockholders, and that they sapervise the man-
agement and formulate generally the financial and commercial
policies, rather than act as operating or managing heads. The
prablem then becomes one of making as explicit as possible the va-
rious types of situations to be contralled. The record of the last
decade has revealed most of them. Specific statement in A stztute,
within minimal and practicable limits, has several advantages.
It makes more definite and certain the business and legal risks
involved. Furthermore, the isolation and specific treatment of
the various malpractices and abuses which have arisen will make
for more effective administration and contrel, That, in the last
analysis, will be measured in terms of the protection and enhance-
ment of the interests of the inveators in the business 1o the extent
that such interests are compatible with the public goosd. This
leaves the difficelt, and in spots the insoluble, problem of designing
methods of control which will be both just and fgir from the view-
point of directors and efficient from the viewpoint of investors. In
that connection our retmedies should not be as hysterical as the
practices which made the demand and need for regulation insist-
ent. Prevention will prove more wholcsome than punishment. It

rr—— -

0 Brere avo MEeaxs, op. cit. supra mote 3, ce. V-¥II
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is a rebuke to our skill and judgment if we cannot effect competent
police messures without driving from the feld oi enterprise the
men of greatest competence and substance.

Publivity alone ¢an acvomplish much —not publicity in the
sense of a registration in some dusty file in Washington of in some
state capitol, but publicity in the sense of direct and vnequivacal
stalement in the periodical reports Lo stockholders.  Mr. Samuel
employs this device in a number of Instances. He would require
full disclosure of all loans to directors. He would require dis-
closute in the annual reports of all amounts paid to directors by
way ol remuneration resulting directly or indirectly from their
directorships ™ He would require directors te file each year a
statement of all shares of the company traded in during the vear
in order ta correct the practice of buying and selling shares in the
campany as a result of inzide information available to directors
— a practice indulged in by fifty per cent of all directors, so he
estimates, though it viclates the ‘ best City etiguette™.?* He
would require disclosure, in prospectuses, annual reports and the
like, of the affiliations of the varipus directors and the general rile
each was expected to fill an the board. On the problem of the
interlocking directorate he would apply a * petsistent course of
treatment rather than the root and branch methaed of wholesale
surgery " ™ — the latter being a méthod apparently more in vogue
here than in England. Specifically, he would not abolishk them but
would require full disclosure of all conflicting interests — at eler-
tions, in prospectuses, in annual reporis, and the like. And Far
the benefit of directors he would require the auditors to send to
each director, prior to the meeting at which the directors were to
consider and pass on the annual reports and accounts, a state-
ment of affairs. This statement would he in sufficient detail to

B His insistence for such distlosure apparenily has met with ¢onsiderable op-
poslion o England. The crilicism was of the same cast as thal dirceled against
the comparahle provision of ouwr Securities Acl, that it would distlese valuable
infermation t¢ competitors. MMr. Samuel’s ceply i that Lhe tempetitors already
know evervthing there i to know ahoot cach other's employess " even down b
the Christian pame of the lewish office bey '™ and that the real basls for Lhe
opposition 5 Lo * presend high fess being made o targel of criticism by wnapprecine
tive shareholders ™. SOARTHOLDER:' Mokry 16084,

3 Id. at 168,

A I, ab 1hn-4a,
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permit an intelligent apptaisal and analysis of the afiairs of the
commpany. He feels that if such practices had been in vogue in
recent years the collapse of several of the large English com-
panics might have been avoided.

Certainly the domain of regulation by means of publicity is
considerable.  Many of the matters ior disclosure urged by Mr.
Samuel are relevant to directorships in this country.  And there
are many tmore. The simple device of publicily has been practi-
cally unexploited by us as a methed of contrel,® though it has
been urged lor years by leaders of the legal and business profes-
sions.® And as we refashion 1o this (ransitivnal stage the devices
for control of the corporation, we should vitalize the antiual report
tn stewckholders. We should employ it as the medium for disclos-
ing not only the true condition of afiairs of the company but also
the activities of the manapgers and the board in relatioa to the
shareholders’ money. In the past it has bean too much of a pal-
liative for the anxious. Tt has been distinguished for ils vague-
ness and generality and lor il capacity to concezl and zuppress
vital facts. TIn the futuce it should be diztinguizhed for the un-
hesitant manner in which it makes disclosures and sets [orth in-
formation. That simple expedient will go far as a corrective of
conditions which have been constantly recurring in our corpo-
rate history. Its prophylactic effects will equal in importance any
other single reasure which can be adopted.

There is also a small dgmain for regulation by prohibition.®*

—— — iy r—— Jp— a—

* Professor Frank{urter in speaking of the use of publicily in connection with
the Sscyrilies Act, has zptly said: " The Securities Acl is strong inselfar as publicity
is potent) it is weak insofar as publicity i3 not cnowgh.  Publicity =& sspecially
cHective when a broad eales efforl is ander way. The exislense of bonuses, of
gxcessive commissions and salaries, of preferential lists and the hke, may all be
open sRcrets among the knowing, but the knowing are few. There i a shrinking
auality Lo such transactions: to force knowledge of Chem into the open is larpely
to restezin their happenlng  ™amy practices safely puarsusl in privale losc thor
justification in public. Thus tocal stancdards wewly defined gradwally establish
themselwes as new bosiness habits”  The Fedeedl Secarciies Aet: Tf (inzz) B
ForTukRe Mo, 1, 53, 55

'3 Brrip, op. cil. sugra nole g3, oo 1X; Rerney, Matxr StRPET awn Walo Steeft
frory) € Y10 Beaworss, Oruer Prorie's Moy (19731 € V.

58 Mr, Samuel covers the fallowing matters by methods of outlzwry: 1) He
would disqualily as divectora or oller managers nol oply those who had been
adjudgped hankrupl, bt al% thoss whog had been director: of companies wound up
comps bsarily by (he courtl, unless sonsent of such court were ohtaimed. {721 e
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Under the Banking Act ol 1933 several such measures were
adopted. Thus, interlocking directors and officers betwesn mem-
ber banks and Investment houses are prohibited.™  Such inter-
locking interests are alsoc probibited with companies which make
vertain typos of loans o persons other than their own subsidia-
ries.”™  Also, loans by any member bank to its executive ofiicers are
banmned.** In the field of industrial corporations prohibition ol
loans to officers and directors may also be desirable. Other mat-
ters, such as prohibition of certain types of profit-sharing plans and
limitation it the size of boards, may be similarly handled. But
by and large the rdle of regulation by prohibition will remain
relatively slight.

Publicity and prokibition alone are oo feshle for the 1ask at
hand even when they carry adequale enforcement machinery.
The development of legal and equitable devices of 2 preventive
and compensatory nature for the hetter protection of the rights of
minorities will still be necessary. In this connection some of Mr.
Sarmucl’s sugpestions will be of interest to students of American
corporation finance. First, he would legislate into the law of
England the doctrine that direclors are trustees and that the cor-
porate nowers are powers io lrust—a rule of law pretty well
rejected under the commen law of England and the present Com-
panies Act. Of greater prophylactic importance, however, are his
preventive measures of control, To assure greater power to

révigwd the §add stabe of affairs existing az 2 vesylt of the liberal dividend policy
of many torporeliohs — a polity dictated by the desice Lo keep stockholders placated
aned i make new fAnaneing gasicr by keeping the * lag of prosperty dring bravely
al the mast "', Among other things, he would prohibic the payment af dividends,
when the paid-up capital was not intact, withoul an extrdardinary resolubion of
cach class of shareholders and the content of the trusices for debenture holders,
or, alternatively, with leave of courd. {3] He would avtlaw remuneration contracis
determined by the rate of dividends paid each year or by the grose turnover of the
business. The former he deems pactitularly vicious and observes Lhat in many
cases of business failures such contracts were ivolesd — ep, Lord Eylsant was
the privileged possessor of one. €47 He would taise the qualification sharss of
directots in public companies te one-tenth of oo ner fent of the asthorized capital
or 1o the sum & £1000, whichever sum shall be dess. And he would prohibit
dircctors in public cotmpanies Trom holding their qualificatien shares as trustess or
nominees for any other person or persgns, Sec SHarkHOLDRES" Morey (4365,

5 Sew 48 STAT. 104 (egia), 12 UL S O Seer YWI1 698 (29320,

W Sew g8 FraTorgd (1935h, 2 WL 5 O Swre VI § oA [1931).

TR ONee 4% STaT. afz {rg3al, 1z U5 O Scee. VIT 3 ay5a f1gagd.
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deal with emergency and extracrdinary situations which require
prompt action in order adeguately to protect the shareholders'
intcrests, he would give each director power to convene a hoard
meating. To give shareholders and creditors greater protection
against nonfeasance and misfeasance he makes two proposals.
First, he calls for a statutory power (or any shareholder or credi-
tor to bring any such action on hehalf of the company, giving the
court power to stay the procesding or to order security for costs
if of the apinion that the action is frivolous. He states thar due
to lack of statutory power, inertia of individual shareholders and
creditors, and the expensive procedure of the English court ays-
tem, suits are now rare.  Thus, directors enjoy o large measure of
immunily, not only because of the state of the substantive law
but as a practical matter. He woald also give the Board of Teade
power to bring such suits and, in addition, power to investigate
the affzirs of the company.® In all such cases he would give the
court wide diecretion as respects costs so that in a proper case
an unsuccessiul party could be absobved from costs or even re-
cover them from the company. For further protection against
the abuses of interlocking directorates he would give the Board
of Trade a power, exercisable either at its gwn inslance or at the
instance of any interested party, to investigate the prejudicial
effect of an interlocking directorate on the interesis of the com-
pany. On application by the board o1 by any shareholder or credi-
tor he would empower the court to remove any director who was
exercising or was likely to exercise his functions in 2 manner ad-
verse to the company, He would zlse give the eourt power to
order, as a condition of the director being continued ir office, that
the minority whose interests were likely to be prejudiced be given
adeguate representation on the board. He would in all cases of
misfeasance, negligence, or breach of trust brought against any
person holding interlocking directorates, place the burden on the
defendant to prove that the acts complained of were not preju-
dicial to the company as alleged. And, fnally, he would require
bonding of directors, in view of the fact that with the increasing
scale of modern financial operations, the sums that may be recov-

0 Al this point he analegizes to the M. Y. Gex. Coae. Law (1g2n} 8§ &, which
gives the allorney gencral power ta being corlain aclions in behall of the state or by
the corporation, & credilor, a direcior, or an ofbcer.
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ered againest directors wiil 1end te exceed their private Fortunes.
Hence, he would regacd any public company with 2 capitalization
of over £1,000,000 a3 an " undertaking of a public character ™
and require bends in such instances.

These suggestions ™ for preventive control and For reparation
and compensation for damages suffered at the hands of directors
are exceedingly germane in this country as we currently endeavar
to refashion our regulatory devices, As stated above, we start
bere with the assumplion that directors ore Leustess and that the
powers which they exercise are powers in trust. On the whole,
those standards are not =0 high or 3o strict as to be impracticable
in application or unjust in effect. The ordinary sense of fitness,
of decency, and of fair dealing is by and large wholly adequate to
warn of transgressions. Their harshness in particular cases can
be further tempered, not by lowering them but by stating them,
within minimal and practicable limits, in a statute. The enforce-
ment of these obligations of trustesship bas two aspects. In the
first place, there is the small and isclated investor who needs ade-
nuate opportunity for protection against the managers or the
board. In the second place, there are the managers and the board
who need effective protection against the blackmailer or striker,
lest the risks attendant to those business positions prove to be too
onerous. Making it easier fur the legitimate plaintiff and harder
for the illegitimate is a problem which will never be wholly solved,
but some progress can be made. In cne form or other it means
granting to trial courts greater discretion. It Involves extensive
re-examination and refashioning of procedural devices to admit
of more specialized treatment of Lhese types of cases. In some
instances it may mean the shifting of the onus of proof, as dr.
Samoel supgests in connection with intertocking directorates, and
3s has already been done in the Securities Act ® in this country.
Or it may mean revisions of rules on interlocutory motions and
appeals in interlocutory proceedings. Or it may mean preater
control over examinations before trial, over motions for stay, dis-

2 Mr, Samue] carries in an Appendic g Trraft Bl which incorporates all of hiz
sugEestions in specilie form.

82 Epeeligns 11 oand 13, granting actions of rescission or damages Lo buyers of
securities, contain similar provisions. The changes i burden of proof are didcussed
in Deouglas and Bates, The Federad Secwrities Act af roxt (rg33) 43 Yae Lo [
71, 173 of Seq.; Shulman, Ctwil Liability and tke Srepréties Aek, id at =za7.
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missal, or consolidation of stockholders' suits. And it certainly
woutld embrace a reconsideration of the control over costs or se-
curity for cosle®™ These are but a few examples, but they show
the range and nature of the inquiry necessary for adaptation of
procedural devices to the various types of situations giving rise,
ot the one hand, to the issue of responsibility of officers and di-
reclors and, op the other, to the need of protecting them against
impossible risks and burdens which perverted use of the enfaorce-
ment machinery would entail. Also, progress in the solution of
this problem eventually means the evolution of maore fAexible and
adequale administrative controls ** so that the demain of regula-
tion will be neither wholly in the coucts ror largely ex post facte.
Apd for that pervasive administrative control it means the train-
ing and development of a professionalized class skilled in the tech-
nique of business, the art of law, and the skill of government. To
these will fall the Lask not only of policing business so that the
profit motive will be articulated with the public good, but also of
assuring to the investor more protection against the malpractices
of management than management has supplied te date on its own
initiative,

All of these measures, of course, merely check or cantro! rather
than cure a fundamental condition which underlies the whole

"3 Section 39r of the English Companies Act, T & 20 GRo. ¥, ¢33 [19249),
womld prove to be cxtremely wscful in many conpections. It prevides that = {01 1f
in any provesding Tor weglipenes, deinoll, keeach of duty, or broach af teysk against
& persan to whom this seclict applics it appears o the court hraring the casc that
the persom iz or may be liable in vespect of the negligence, default, beach of duty
or breach of truz(, But shal he haz acted henestly aned reasonably, and dhat, hawving
regard to all the circumstances of the czes, inchading these commected with his ap-
pointmont, he oughd f2iKly to be exscused for the negligence, default, breach of duty
or breach ol trust, that coutt may rclieve him, cither wholly or parily, lrom his
fiability on such lerms as the cowurt mar think 51" The se¢tion provides fucther
far a declaratory judgment and gives the courd discretion as to alocalion of costs.
It applies to directors, managers, and officers of a company, and te persons em-
ploved hy A copgpany as auditars, whother they are or are nat officers of the
Tempany-

8 There are in the Fedetal Seruritises Act and in the Natinnal Securities Ex.
change Act analogics Lo Mr. Samuel's suggestlon tu cmploy the Board of Trade
to protect investors. These relate primanly to the power o make Investigalivns
ahd to prevent op enjoin ceztain typed of practices. The develepment and Increasc
ol these administrative pewers should resdll an the graming of power to bring
represcntative zctions on bhehadf of investars, as Mr. Samuoel suggests in case of the
Beoard of Trade.
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problem. That condition has heen reflecled by the amazing ab-
sence of social consciousness on the part of directors and business
eaccutives and by their lack of any awareness of the implications
and results of many practices which flourished in recent years.
It has not been so much a matter of depravity and of evil intent
as the consequence of cutting as close to 1he mylthical legal line
as possible.  This lack of social mindedness has not been wholly
ot largely that of business. It has been equally shared by law-
yers.™ It has bheen evidenesd by Lhe almost perverted singleness
of purpose with which they have championed the cause of their
clients, whether it be in the drafting of a deposit agreement, the
handling of a merger, the conduect of a recrganization, or the mar-
keting of securities, Il resulted in getting accomplished what
clients wanted but without regard for the long-lerm consequences
of thoze accomplishments. That singleness of parpose has been
wholly incompatible with the use of these aggregations of capital
for either the welfare of the investors or the good of the public,
But the social awareness which has been lacking cannot be created
by a wish, or by a commission, or by a statule. 1t is a praduzl
and slow educational process — as gradual and slow as any break
from tradition and as any change in the ethical standards of a
group.  Accordingly the intermediate legal controls should condi-
tion that change and accelerate it, with resert to extreme meas-
ures of outlawry and iz errorem when mandatory,

I

S0, as we move forward towards federal incorporation or as we
seck more effective regulation of corporations by the several
slates, the foregeing matters constitute at least a partial agenda

#1 J columonist has stated i more popularfy as follows: " But just as a fine,
natural {eotball player needs ceaching in the Jundamentals and schooling i the
wiles of the spart, a0, too, it Lakes & corporation lawyer with o heart for the game
Lo nepinize A greal stock swindle or income tax dodge and drill the Gnzneices inozll
the precise dedails of thejr play.

U Mherodse, in their natutdl enthosiasm to rush in and grab everything that
happens nol e be nadled dewn and guacded with shetguns, they would =oon be
caoght offside and penalized, and seme of the neted foanciers who are now im-
moertalized a5 all-titme 4ll-Amecica larcenists never woyld have risen heyond the
Tewvel of the petty thiel or shori-change man™  Wenthrook Pepler, N, Y, Woarld
Telegram, fan. 74, 192y, al co.



1330 HARVARD LAW REVIEW [Vol. 47

for the fashioning of adequale legal controls, But they leave the
task half done. That is so because they assume a system which
is self-enforcing. Mo such system can be. Investors need a de-
vice which will not only assure them of eontipuous and efective
supervision of the board but will also afford them ample protes-
tion in times of trouble,

Several measures are immediately necessary [or the protection
of investors in this connection. All non-voting, qualified voting,
or conlingent voting shares should be eliminated. A vote should
be restered to each share. With this restoration other devices
might be adopted, such as cumutative voting, pluralistic waling,
ot divisien ol stock into blacks, each block electing a apecified
number of direclors and no more.  All these schemes would be
designed to make it easier and more convenient for scallered mi-
norities to express themselves, and to breéak up the present con-
centration of controt in the hands of a few.

Tt must be clear, however, that if we stopped there we would
not have moved far irom where we are.  We would have put a few
more effective weapons in the hands of stockholders, but we would
not have solved, to any appreciable extent, the problem raised
by their lethargy and impotence. The basic fact of absentee
ownership remains untouched. The device needed is one which
will give these scattered and disorganized investors group strength
angd power so that they cap gain admittance to the councils of
business and make their infleence felt around the negotlation
table or in the courts. Letting each investor logk out for himself
merely accentuates ihe conditions giving rise to (he need for
regulation and makes more likely the recurrence of abuses which
have cost the investor so dearly in recent vears,

We have several precedents for such an organization, both
structural and functional. The first of these is the British Cor-
poration of Forelgn Bondholders.®  Since its establishment over
sixty years ago it has served British bondholders effectively. The
history, structiare, and sodws operandi of this organization are
too well known here to warrant detailed description. Tt early
avoided the hazards of being on a profit-making basis and by Act
of Parliament was established as a quasi-public body. The com-

# Thesceibed and discussed in Wynne and Borchard, Foreipe Sondhaiders Pro-
frctive Orgamizabions {1933) 43 Yalr L. T. 2B,
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petent and efficient services it has rendered to bondholders where
vonds of foreign countries are in default has given it great pres-
tige and influence. It is recognized as being perhaps the leading
arganization of its kind in the world, with a proud tradition ol
honesty and competency in serving scattered and helpless bond-
holders.

But its fisld of activity is rather imited. Hence, within the last
two years another organization has been formed in England to
render a service to all investors in British companies. This is the
Shareholders Protection Association, organized {or competent and
respectable patrol duty in the field of finance. It is a3 company
limited by guarantee and without share capital. Membership is
open to all shareholders and debenture holders in public and pri-
vate companies.®” Primarily the Association attempts to keep a
watchiul eye on the affairs of British companies and to investi-
gate atleged abuses. It does not, however, recommend particular
investments. In speaking of the need for some such organization
the Econowmist racently said:

* We have shown, in earlier articles, that the average shateholding in
a British company 15 small.  An analysis of the crdinary share registers
ol ten large concerns, given ih the Ecemomist some months ago, revealed
that two-thirds of the total shareholders held less than 200 shares each.
The proprietors of the average concern are thus a scattered army whose
collective steength Is difficult to mobilise, Most observers would readily
admit that the procedure laid down in the Companies Act tends to be-
come less suceessfy] in achieving this ohiective as the size of a company
increases.  There {5, therelore, a sound economic radren J'épee for a
permanent body to safeguard the interests, not of any special group of
sharehalders, but al shareholders in general.”” **

Already the Association has a record of considerable accom-
plishrnent. Truring the first six months of its existence it success-
fully intervened on four occasions to protect the interests of in-
vestors under moratorium and reconstruction schemes. Even in
the cases in which its immediate objectives were not achieved, the
activities of the Association have emphasized its possibilities for
service in directing public attention to instances of abuse which

7 [t was organized in Oct., 7032, The memberskip fes i 105 per vear
%8 The Slock Exckange, Frotection for Sharekolders (1ozz) 117 EroM, goq.
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it discovers, or to situations in which legislative modification of
the present laws would be desivable. Itz possibilities in organiz-
ing legal action may prove of inestimable value where other
measures prove ineffective.™

This is the type af organization which we need in this country
for the prolection of investors, To date collective action has been
taken only in times of crises, and at that stage it was largely for
the purpose of salvaging something ivom the wreck. Organization
for purpnses of negoliation and prevention have been rare and all
too cumbersome and expensive. [t will take a permanent and
competent organization Lo give the service peeded. It must be
organized and must funclien on a national basis. It must be
above suspicion and reproach else it be teansformed into a vicious
organization of oppression and blackmail. Accordingly, it must
have two salient characteristics. First, it must be organized as
a quasi-public corporation on z service rather than on a profit-
tnaking basis. Second, it must have some form of governmental
approval or backing. On the other hand, too close identificalion
with the gavernment would be unwise. The Ametican Corpora-
tion of Foreign Bondholders ** has never come into being because
it was feared that the appointment of the board of directors by
the Federal Trade Commis«ion would cause that board to have
in the eyes of bondholders and foreign debtors an official aspect.™
For the same reason, iU would be unwise Lo have the governmenl
dominate or control the policies of this organization, but it ought
at least to be created as a federal corporation by the Congress
and piven Lhe respectability and prestige which that would en-
sure. Eventually the Chairman ol the Federal Trade Commis-
sion and the Chairman of the proposed National Securities Ex-
change Commission might have an ex officio representation on the
board, For the time being it would seem wiser to omit povern-
mental representation.

Such a federal corporation, formed with the view towards broad
public service, would be a welcame relief both to business and to

8 fiad. And zee {1g34) 118 Evox 125, For an cather eapeestion af the need
for some 3uch grganizalion in this country, sce BERLy, op. ol swiro nole 48, at
3830,

T Spe 48 STar. gr (19321, 15 1 57 Suee. VILE & 1thk (1031).

"1 Wrnne and Roechard, swpra note 68, al 38y, On the Bomdholders' Council,
see M. V. Times, Dec. 1g. 1933, at 35, Dec. 11, tn3s, at 35,
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investors. In some instances it might merely appoint a commit-
tee to act, thus enabling investors to get competent and disinter-
ested leadership. In other instances it might move directly. In
any case it would assume the primary responsibility for devising
the type of procedure necessary for each task at hand. This
would be a preat advance over our present systenl. 5o much of
the time castigation of the culprits rather than prevention or
reparation is the only reliel available. This protective association
would serve a high purpose in preventing certain types of actions,
in safeguarding certain measures of the management, and in af-
fording real compenzation when the proper cases arose,  Mobili-
zation of votes and assets would make this possible, The associa-
tion rather than the management might at times gain real control
over the proxy machine. In any event, it would he in & positicn
to make itzelf heard al annoal meetings, And the costs of mov-
ing for the protection of investors would be borme by a large
rather than a small group. Though the investor would pay for
this protection, he would be paying for real service, He will, of
course, always pay, and it is merely a question, how much, 1o
whorm, and for what? TFinally, the mere presence of such an or-
ganization in the feld would have a profound prophylactic effect
on business conduct, If it developed, as it easily can, into a re-
spectable and vigilant organization, management would always
gauge its pelicy by its sulnerability at the hands of such apency.
Honest and respectable business would have nothing to fear. In
fact, such an erganization should prove to be 2 boon and a com-
fort to business. Through it management could get a real expres-
sion of stockholders’ views. The difficulty of mobilizing scat-
tered and lethargic stockholders into action would be greatly
minimized.

The vange ol activity of this organization would not be re-
steicted lo protection of stockholders against the board or the
officers by gaining control over the proxy machinery, by investi-
galing the affairs of a company, or by other methods discuessed
above. It would serve as effectively in any case where bond-
holder, debenture holder, note holder, creditor, or stockheolder
needed protection. Bul a consideration of its utility and value is
peculiarly germane to the problem of acquiring for the benefit of
stockholders [orther control over the board and the executive
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management. With such an agency in the feld of finance, the
protective devices discussed above would have genuine vitality
and usefulness for stockholders. Without some such agency all
measures for further regulation will prove o be quite deficient
if not wholly illusory. o program can be efiective unless the
scattered, disorganized, letharpic, and impotent stockholders have
sote one to think and act for them. Revision of the legal sysiem
iz omly secondary in such a program. No modification or adapta-
tion of the common law can alter the hasic factor of absentee own-
ership. The salient characteristics of any reform program must
of necessity be organization and administration.

Willfam (. Douglas.

YALE ScAenL oF Law.



