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PERCEPTIONS BEARING ON THE PUBLIC POLICY DYNAMICS OF
CORPORATION LAW

Richard Sakiterman’
l.  BACKGROUND

A. The Setting of Corporate Law

The approach to this essay may represent a substantial departure from
traditional articles and practice materials which discuss corporate governance.
Corporation law scholarship was, until very recently, directed at looking at its
totality. However, the author sees corparation law as a totality of both internal
corporate governance concepts and ruyles as well as external concepts zand
rules. The combination of internal and external concepts and rules now defines
the new, supplanted body of corporate law.2 :

American corporate law, from approximately 1930 through the 1980s, has
been defined by lawyers, scholars, and jurists alike as consisting of the provi-
sions of statutes, judge-made law, and- Securities Exchange Commission (SEC)
rules and regulations.? The corporation, for the most part, has been and pres-
ently is governed by a highly theoretical and, arguably, a non-reality oriented
framework of perceptions: 1) that shareholders-the principal corporate inves-
tors-control the corporations and reflect their shareholder sovereignty by
electing boards of directors; and 2) that these boards of directors select or oth-
erwise carefully govern the activities of corporate executives who are subservi-
ent to both the board and the shareholders. An assumption operates that by
giving free rein to this framework or “model,” capitalism survives, allowing
competitive forces to advance the social responsibility and responsiveness of
corporations. ' '

In order to facilitate 4 more complete understanding of the dynamics driv-
ing this the transition to. a new definition of corporation law, the author has
made generous use of direct quotes from both central players and their keene§t
observers. Both the players and the observers articulate well the essential con-

1 Richard Asden Sallterman recelved his BA degres summa cum lauds 20d Phi Beta Egppa from the Unlversity of Minne-
sota In 1968; his J.0. degree from Cotumbia Law School (n 1971; and an LLM. degree from New York Unlversity School of Law In 1974,
He I8 sendor partner at Salllerman & Slefferman law fiem, Minneapolls, Minnesota, The zuthor would Itke (o express oppreciation for
the direct assistance of Arthur B. Carkson, CPA; Professor Harvey Goldschmid of Cohumbla Law School and Frank Grad of Columbla
Law Schook; Professors Linds J. Rusch 2nd Peter B Olson of Hamline: University School of Law; Professor Dan Eleinberger of William
Michall Collzge of Law; Bartholomew Ward; Karen Cody-Hopkins, Esq; Robert | Earon, CPX; Jorathan Gorden, CPA: and the Indirect

1 and encourag of former Senator Rudolph E- Boschwilz, George and Sally Pillsbury, 2nd Dane Boller and Allce Everett
of Michle-Bulterworth Publications, The bask framework of this drticle §s taken from 2 larger work by the author entliled Advising
Minnesolz Corporatlons and Other Businsss Organizalinns (Michle Butierworth 1995),

L Throughout American history, corporations have very mmch becn defined by the words of ther charfers and enabling
stalutes, and by mmch Inquiring Info thelr pature, both by the legal profession and by azademians wh focused on these now quite nar
oW purviews,

3. Ses, sg, Trusiees of Darimouth College v. Woodward, 17 US. (4 Wheat) 518 (1819} {describlng corporatlons). In
Trustoss of Dartmouth Collags, Chief Jusiire John Marshall described the corporzlon as:

[A]n astificlal being, Invisible, Intangfbls, and existing only in conlemplation of aw. Being the mere crea-
ture of law, It possesses only those properiles which the charter of his creation confers npon I, either

expressly, or as Incidental lo s very existence. These are such a3 2re supposed best calculted Lo affect
the object for which It was created.

id 2636,
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cepts. Perhaps as importantly, their individual presentations demonstrate the
attitudes and feelings involved better than any other analysts could provide,

Many of the following quotations are drawn from a serles of symposiums
jointly sponsored by the Amerlcan Law Institute (A.LL) and American Bar Asso-
ciation. (A.B.A.} on Corporate Governance;! these symposiums culminated in
the American Law Institute's Proposed Final Draft Principles of Corporate Gov-
ernance.’ Many initially hoped that the Princlples of Corporate Governance
* (Principles) would have 2 utility for and impact on formal corporate law some-
what akin to the impact the Model Business Corporation Act® (M.B.CA.) had
after its introduction in the perhaps more quiescent legal and business environ-
ment of forty-two years ago.” At the time of this writing, many have concerns
about whether the Principles, which are arguably the most authoritative single
exposition of where American corporation law is and ought to be, either signif-
icantly reflect the earlier symposiums or indeed are sufficiently responsive to
current problems, At the least, however, the Principles do make some key
inroads and reflect recent scholarship.®

A baslc theme throughout this essay Is that capitalism functions best when
there is only minimal federal regulation. Yet, with the unresponsiveness of
present corporate rules and law, corparations have lost many of their equili-
brating qualities and dynamics and run the risk of enhanced regulation, espe-
clally on a federal level. This essay's thesis .is that equilibrium is the state
which minimizes the dysfunction caused by stress in the corporation by litiga-
tion, by unhappy shareholders, or by the public; permits a reasonable flow of
revenue and profits to the corporation; and embodies the desired value of pre-
diction and planning. Equilibrium is preferred over disequilibrium. Much cur-
rent scholarship, however, implies or expresses that other values may also be
critical for corporations to flourish. For instance, Ronald J. Gilson, Professor at
the Business Schools of both Stanford University and Columbia University,
examines the economic efficiency of and compares the laws of other countries
such as Japan and Germany with the United States. He concludes:

[Als we increasingly realize that history and politics, and therefore
Institutions, matter, we expect that the next generation of corporate

4, COMMENTARIES OK CORPORATE STAUCTURR AND GOVERMANCE: THE ALLABA SvuposiuMs 19771978 23 (Donald B. Schwartz ed,
ALLABA 1979) [hereinalier CosmmnTanis} see afsp Commities on Corporule Laws, ABA. Section of Corporation, Banking and
Business Law, The Overview Committees of the Board of Directoss, 34 Bus Law. 1837 (1979); The kol and Composition of the
Board of Directors of @ Large Publicly Ounod Corparation, 33 Bus, Luv. 2083 (1978), 1378 Commlitee on Corporale Lawy, ABA
Section of Corporation, Banking and Buziness Laws, Corporate Directors Guidebook, 33 Bus. Luw. 1591 (1578). For more current dis-
cusslons of (his ople, see F. Hodge ONell, Corporats and Securies Law Sympasium: Path Dependance and Comparative Corporate
Governasce, 74 Wamm U. L.Q. 317 (1996); Melvin Aron Edsenberg, The Hodernization of Corporate Law: An Essay for B Carey, 37
U. Mu L Rev. [B7 {1983). . :

5. PRINCIPLES OF CORPOLATE GOVERNANGE: ANALYSIS AND RECCHMENDTIONS (ALL Proposed Finsl Draft 1992) [herelnafter Pamv
sk se0 garomlly Sympasium on Corporats Govsrnancs, 48 Bus, Lxv. 1267 (spec. ed 1993).

6. Move Business Coxe. AT (1 584}, s Ratrn | Baren & Wistun I Caxsy, CoRPORATIONS, CASES & MaTERLCS 10-11 (Founda-
tion Press 1959).

7. Thebiodel Business Corporation Act kelf In consldergble Pt stems from the Hlinoks Business Corporation Act adopled
. In1933.

B Ses, 6.8, Bayless Mamlng, Principles of Corporals Governance: One Viewsrs Perspechive on the A.LJ Project, 48
Bus Luw. 1319 (1593). .
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governance scholarship will be dynamic: How do existing institu-
tions come to respond to a change in array of problems? The shift in
emphasis reflects an altered scholarly agenda-how a system moves
from one equilibrium to the next may come to attract more {nterest
than the characteristics of a particular equilibrium. More important,
it may turn out that equilibria are increasingly less important as the
pace of change reduces the time span and equilibrium and, hence,
increases the importance of disequilibrium?

In addition, George W. Coombe, Jr, former Chair of the Business and -

Banking Law Section of the American Bar Association and.General Counsel for
Bankamerica,‘ has said:

Until recently, the public has never really understood the corporate
entity, the allocation of responsibilities among board, management,
and shareholders, or existing legal constraints on corporate conduct.
Qver the years, the public has depended primarily upon lawyers and
courts for assurance that the corporate house was in order and

that directors were discharging their responsibilities pursnant to
Iaw_lﬂ, .

9. Rongld ). Gllson, Corporste Governance And Economic Efficiency: When Do Institutions Matter? 74 Wasa, U. Lo,
327, 345 (1996). The norms or values reflecting the role of capitalism In corporation kew are reflected In Dean Ashbeook's ohserve
lon: .
The frst part of the 20th century, corporale Anancla] theory and corporatz law espoused 4 profit mariml-
ztion peradigm. Ln microeconomics the theory of the firm Is that firms are profl maxdmlzers. If compet- .
Ithve firms did nol maximize profits, they would be Inefident; therefore, they would be forved ont of
buslness by the efident Arm< Monopolies are presumed 10 be profit maximizers by virtoe of Lhair post-
ton Morcorer, If the shareholders could directly run the corparation, Lhey would offer profll marimizm-
Uon nd Jts corresponding cost minlmlzation. Corporate Ananchl theory further holds that maxmixing
profiis maximizes flrm value which in tum marimizes shareholder wealth,
E.C. Ashbrook, Divergence of Corporats Finance and Law in Corporate Governance, 46 S.C. L Rev. 449, 453 (1995). Also relevant In
Lhis regard Is the holding from Dodge ¥ Ford Mator Co.,, 170N.W. 668 (Mich. 1919), where the Michigan Supreme Courd staed:
A buslness corporation Is organized and carrded on primardly for the profit of the stockholders. The pow-
ers af the dlrectors are 1o be employed for that end. The discretion of direciors Is fo be exercised and the
. cholce of means to attain that end, and does not extend (o 2 change In the law liself, the reduction of
profits, or Lo the nondistribuilon of profits among the stockholders In exder to devole them to other pur

poscs
74 21 684. More recen! scholzrshilp uses the metzphor of the firm or corporation as 2 “nexus of contracts,” both express and Implledly
suggesting thet bnmediate proft maximlzation needs Lo be factored Ln g3 m absiract presumption See Marcel Kahn & Michasl Egus-
ner, gﬁi Dependence in Corparats Contraching: Increasing Returns Herd Bebavior and Cognitive Blases, 74 Wase. U. LQ. 347
(1%9

However, some commentelors Increasingly suggest that the rols of “socisl responstblllty” Is & more worthy direct or immedlate
geal than the pursail of caplialism per se, and have Indeed Incorporated this peradigm In recent corporaton law scholarship. Sor Mag.
GARIT M. BLAIE, OWNERSBIP AND CONTROL: RETHINT NG COKPORATE GOVEERANCE FOR THE 21T CexTURY (1595) end book reviews
the book: Martin Lipion el al, Corporate Governancs in the Era of Institutional Oumership, 70 NY.U. L Rev, 1144 (1995); Margaret
M, Bhlr, Book Nole, Stzkaholders as Sharoholders, 109 Haky. L Rev. 1150 (1996} Jai K Chandresekhar, Book Nole, Worker Empots
ermént Through Corporats Law?, 105 Yua L}, 1707 (1 996).

10.  George W. Coombe, Jr & Herhert Wechsler, Welcome ont Bahalf of the Amsrican Bar Association, in CouMENTANES,
suprs note 4, a1 23 (emphasis zdded). J, Willard Hursy, Villzs Professor of Law at the University of Wisconsln Law School recognlzed
the shifts In perceptions regarding corporation law upon which this essay Is based, He said:

In the Arst place, Ui Is qulte plain (hat events of the past 50 o 75 Years have generated smong both
policymakers, and to 2 considernble extent, generil public optnon, 8 sense that 2 large enterprise today
hhas oruch wider socia] effect than the 19th century wes typleally prepared (o recognbze, The resull fs that
activitles of 2 large-scale corporate enterprise sre appralsed In Lhe light of & muth wider mnge of possl-
ble Impacts than occarred previously, This Is [n some Ways 4 revolutlon or pkenomennn from the sand-
polnt of the subject-matter in these sympostoms. | think It has meant that public policy affects large-scale
torporaie business more and more through law externsl 1o corporation krw proper than it does throagh
the Law of corporate structure and governance Itself
). WllEard Hurst, The Presence of the Past: A Legal Historian's Parcoption, in CoMMENTARIES, Suprd note 4, g1 38,
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Perceptions regarding corporate conduct are almost imvarlably and
directly associated with the conduct not just of public corporations with a large
number of shareholders and very substantial assets. They are almost equally
associated with the conduct and governance of small, private corporations
which are not publicly traded and often are comprised of only a small group of
investors or a single. person. While these small enterprises have adopted the
corporate form for sound legal and taxation reasons, with regard to gover-
nance, they instead remain sole proprietorships or partnerships,

The external forces on corporate law are aroused and inspired by the pub-
lic’s perceptions, laden with confusion and frustration, and have resulted in a
more complicated intertwining of legal rules and bases for legal rules. These
forces have led to very difficult and still unresolved conceptions of what are
the causes and what are the effects of corporate internal decisions as well as
judicial and other governmental decisions affecting corporations,

This essay intends to familiarize readers with some current literatare and
thinking on the legal issues surrounding corporations in American society;
inspire additional thought; and serve as a “public-policy guide” for rulemaking
by jurists and decisionmaking by practitioners and their clients. It is only
intended to be a suggestive, not exhaustive, discussion." '

B. The Setting of Corporations in Society

Corporations, perhaps more than any other phenomenon connected with
post-modern human existence, have de facto governance over our day-to-day
lives and conduct. 1t is possible to assert that they may even have more of a
fundamental impact than the family unit itself. Corporations have stewardship
over the production of most of the Gross National Product (G.NP)! that we
consume, employ a majority of the work force, are integral members of our
communities, and use a bulk of available resources in these efforts. When
American corporate law was being formulated, America was still largely an
agrarian economy. Most citizens, subtly imbued with Jefferson and indeed Bib-
lical “approaches to governance, were agricultural producers or proprietors.
Americans were independent and individualistic and, perhaps more so than
any society in the world, capitalistic. These traits clearly influenced the present
formulation of corporate law. The lot of the individual, however, has changed.

The problems confronting corporation law and corporations are the prob-
lems of American society and, to a2 measurable extent, of Western civilization.
They are a concern for every American. The productivity of corporations, or
the lack of it, is what makes the United States strong or weak, and what makes
United States citizens affluent and whole or stricken with poverty. Small busi-
Ness corporations defined s firms with under 500 employees contributed
forty-eight percent of nonfarm United States employment and thirty-eight per-

I Dean Baylss Manning has indlcated, "Americen corporation Law Is complex and lnmense In scope, And so are Iis prob-
lems end likely cures® Manning, suprd note 8, 1 1321

12.  The current lerm wed by federal government egencles Is Gross Domestic Product (GDP).
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cent of the GN.P. in 1982, compared with fourteen percent contributed by the
government." Ownership by corporate business accounts for at least 28.7% of
the $2.01 trillion of tangible wealth of the United States;™ this is not greatly
different than the 28.2% share of the $588 trillion of tangible worth of the
United States in 1922.%% Interestingly, however, direct charitable giving by pub-
licly-traded Fortune 500 corporations is not great.’¥ Finally, institutional inves-
tors have had thelr impact, especially in current court decisions and in legal
scholarship. These institutional investors are publicly-traded corporate entities
and issue investment units. Today institutional investors own over fifty percent
of the common stock of most major corporations in the United States.)7

United States District Court Judge Constance Baker Motley observed that
corporations often wield power and influence greater than many sovereign
nations, much of which Is unreviewable power.!® Mark Green, one of the pio-
neering critlcs of contemporary corporate law, has commented:

[Corporations] are in a very real sense private governments. Many
citizens of our country relate closely to, and are anxious about, the
company they work for, which affects their lives. Exxon, which is
incorporated in Delaware, has more shareholders than Delaware has
citizens. Its revenue is 160 times that of Delaware’s tax revenues, Ii is
big both in size and impact on employees, on communities, on future
generations, and on taxpayers in terms of direct and indirect subsi-
dies-which is another entire area!s

As already mentioned, this essay suggests that capitalism is a valued com-
ponent of human existence and is well worth preserving. Capitalism, more
than any other form of enterprise, constructively engages the more pernicious,
acquisitive, insecure, or even heinous instincts of humankind, which are

13, STATE oF Swawt Busikess 74 (A Report of the President Transmlited 1o Congress, March 1984). For an addItlonal perspec:
Uve, see ELLIOT CUBRIE & Jezome H. SKOLNICK, AMERICA'S PROBEBM-SOCIAL Issues o Puatic Poticy 23-54 (2d ed 1988),
14, STATE OF SWALL Busixess, supro nole 13, al 74.
15, Id.
16, PuNGPis, supro nole 5, § 2.01 reporier’s note 3. The reporier siates:
The Conference Board date Is drawn from & survey of the Fortuns 500 manufaciuring companies, the For
{une 500 serviee companies, and certaln other corporations, For 1990, medien contrlbutlons represented
1.0 peseent of worldwide preiax income 2nd 1.2 percent of Unlled States pretax income. Based on Inter-
nal Revenue Service data, contributions by all corporalions represznied 1.97 percent of lotal corporate
Income.
Id.
17. See Lipton e s, supra note 5, 2t 1145. Lipton notes: .
Insttutional investors today own over 50% of the common stock of mest mzjor corporations in the
Unlied Swates. By scting In common, insthtgtlonal investors thus have vollng conirol of these corpors-
tlons, This bask fact exphains why, In the short perod from Iis [nception [n 1984 1o the present, the
Coundl of Institutions] Investors (*Councll”), an organtzation that Is virtually enknown fo the gentral
public, has become one of the most powerful forees In the business 2nd Anencial sodd The extent of
{nstltutionsl equity oemership has allowed the Conncll, and the Insthutional investor generslly, 1o gifect

& massive shift n power from management to shaceholders, a shiff that hes attracted 2nd deserves close:
altentlon.
.

18, Ses Constance B, Molley, Moderator's Introduction, in CoMMeRTARIES, STpra nole 4, at 251,
19, Mark Green, Altsinment of Social Goals Requiras Corporsts Reform, in COMKERTADIES suprs nole 4, 88 265, 268.
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endemically interwoven in human character and temperament.® This charac-
teristic-the desire for acquisition and the destre for importance-~has been com- -
mented on in the Bible and by social philosophers and social scientists for
years.*! If individuals have hard-driving urges, and sometimes heinous urges, it
Is better that these be worked out and sublimated through capitalistic checks
and balances than in more direct forms by the government through pervasive
and overriding control over human conduct,?

Capitalism also contributes to innovation, efficlency, and the effectiveness
- of business organizations generally. Capitalism has powerful incentives that
directly promote good human proclivitles, including but not limited to produc
tivity, creativity, and innovation. Although capitalist societies are certainly not
free from anxiety, pressures, and harms, capitalism imposes relatively less bur-
.dens on individuals. Professor James Lorie of the University of Chicago may
have had these qualities in mind when he stated:

All the emphasis, in the discussion of corporate governance, is on
the issue of constraints. This, I think, is characteristic of too much of
the public debate today: We are more interested in restricting, con-
straining, watchdogging, than we are in enabling, encouraging, liber-
ating, Inspiring our people and our institutions to creative
achievement,?

Creative achievement is not always tangible nor even related to the eco-
nomic sector. A society with these qualitles is a more secure society and one
more able to adapt and advance. The profit motive, which is integral to capital-
ism, may be the most effective method for actually creating employment-long
articulated as the major benefit of soclalist and communist economies.2 The
late Professor Donald Schwartz of Georgetown University School of Law com-
mented on the intellectual dialogue about the goal of creating jobs: “The differ-
ence in corporate purposes was also brought out by Mr. Brown’s comments on
English corporate law developments and his observation that many Europeans
and Englishmen saw the main corporate purpose as ‘providing employment.”?s
Schwartz then introduced a potential salient counterpoint: “[I)f they would

only concentrate on 1mproving profitability, there would be plenty of jobs for
everyone.’

20.  Ses, og., Lions Tiosz & Robexr Fox, Tas IMreaial ANIKAL (1971); Dessown Moks, Tas NAKED Aet (1967); RoBExT ARDREY,
Tee TERRITORIAL IupERATIVE (1966).

Zl.  See penérally sources ciled supra note 20.

2. M

2. James H lorle, An Ecanemist's Percsphon I: A View on the Nesd fo Revise Corporation Statutes, In COMMBNTARIES,
Tupra note 4, a1 60,

4. M

25, CousENTARIES, Supr pote 4, at 93. Professor Schwmz wes responding Lo Lbe comments of Bric Brown and Ray mml!,
Jr, fumn:sdy the head of the SE.C, [d.

26.
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C. Evidence of Serious Breakdowns in Present Corporate Law

- Twenty-five years ago, the Fifty-Fourth American Assembly meeting at
Arden House in Harriman, New York involving top business leaders from all
over the United States, concluded in its Preamble that:

Dissatisfaction with American corporations is evident enough, how-
ever, that it should not be ignored. Many believe that those who have
a stake in corporate plans and actions lack adequate influence over
the choice of managers and the decisions they make. With the
growth of the pension funds, more people than ever are “owners” of
corporations, but the voice of shareholders, filtered through institu-
tions and proxy mechanisms, seems feeble. Many customers, dissatis-
fied with product and marketing practices, are organizing as
‘consumers” to redirect corporate priorities. Bmployees are con-
cerned about their job security and the quality of work life 7

At about that time, the Penn Central collapse occurred.”® This event unfor-

tunately did not serve as the call to actlon that it should have. J. Daughen and
P. Bizen indicated:

[Tlhey sat up there on the 18th floor in those big chairs with the
[brass name] plates on them and they were a bunch, of well, I'd bet-
ter not say it. The board was definitely responsible for the trouble.
They took their fees and they didn’t do anything. Over a period of
years, people just sat there. That poor man from the University of
Pennsylvania [Gaylord P. Harnwell], he never opened his mouth.
They didn't know the factual picture and they didn't try to find out.?

Despile these forewarnings, corporation law academians and practitioners
refused to recognize the breakdowns in the law. Now they must recognize them
due to a string of major dysfunctions in the corporate law system. A top-flight
national corporate practitioner, Victor Futter, who for several years served as
Vice President and Secretary of Allied Corporation, now Allied-Signal, Inc., has
drawn attention to current evidence of a radical deterloration in corporate con-
duct and corporate governance generally

One concrete issue that has arisen in corporate governance is the criminal

conduct of some corporate officials. Professor Norwood P. Beveridge has
recently indicated:

27.  Coombe, supm note 10, ot 21

8. See Waller H Brown, 4 Review of the Penn Central Evorganization Procoedings, 36 Bus. La¥. 1903-15 (1961).
29,  Harvey ). Goldschinid, The Governance of the Public Corporation: Internal Relationships, In ComexTARIES, Suprd pole
4, 1 171 (quotlng ). Davcaes & P. Bzex, TEZ WRECE or THE Pexy Czxraar 303 (1971)).
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One need only glance at a newspaper to see that criminal wrongdo-
Ing by corporations is commonplace. In fact, it might be said that
there is no such thing as a corporation, or other business for that
matter, in compliance with law; rather, there are only carporations
(and businesses) out of compliance with the law to varying degrees.
Despite that fact, there are no modern cases holding [corporate]
directors liable to shareholders for breaking the law. There may be
reasons why directors are innocent of most [corporate] criminal
behavior, but obviously there are times when they are not. Some
explanation Is needed for the absence of decided cases supporting
the conventional wisdom.3!

The following scenarios are representative of such instances of corporate direc-
tor criminal wrongdoing.32

One of the criminal activities that has received national recognition
involves violations of securities regulations. For example, Michael R. Miliken,
head of Drexel Burnham Lambert, Inc.'s junk bond department, was convicted
of illegal trading activities;’ and Ivan Boesky, Dennis Levine, and Robert M.
Wilkis were convicted of insider trading3 The savings and loan scandal also
resulted in various criminal investigations. The Dallas Bank Fraud Task Force

charged fifty defendants and obtained thirty-two convictions in its two-year
fraud investigation.3*

38 Vincenl Puller, An Answor fo the Fublic Perception of Corporakions: A Corporate Ombpdsman, 46 Bus Law. 29
(1590) Interestingly, Pulter quoted the Cheirman of Johnson & Johuson as saying, A recent New York Times poll sald that ondy 1/3 of
Amerfcans belfeve that business dees 2n exrellznt or even preity good Job of behaving cthically, A Barrls poll says B2% of Amerirans
belleve business It pimacily motlvated by greed” Id. at 30 (clting James J. Burker, Speech Before thé Hervard Buslness School Ghub of
Greater New York (Mar. 30, 1987)). Burker, however, thought the more sallent polnt was that “while the public clearly has 1 generic
mistrust of buslness, and that should cause all of us deep concern, 1t 1s Imporient to draw & distlnction between that generic lack of
trust and the fact that individugl corporatlons can =nd do overcome that aititude.” Jd. Sanford N. McDonnzll, Chalrman of McDornedl
Douglas Corporatlon, stated [t more sutclnetly when he sad,
[ think the averige man In the street right now things we're sll 2 bunch of crooks. A lof of that Is the
resuli of . .. shows llke Dallas’ and Dynasty’, And the news, of eourse, slways emphasizes the negative., It
doesnt tell about Lthe vast majority of prople who are honest

Id. 21 30 (quollng The Code 4 Company Lives By, DIRecToxsalp, Apr. 1986, al 1, 7).

J1.  Norwood P. Beveridge, Doas B¢ Corporate Director Have 4 Duty Akvays To Obey The Lau, 45 DePaur L Rev, 729,
732 (1996) (chatlons omitted); so¢ sis0 Manning, Suprg note 8, at 1319-20 (indkcating thal one of the princlple reasons behind the
ALL Corporate Governance Project which rulminated In the Principlas was the public outcry resultlng from Lhe pews that US. corpo-
rations were e<tively rnd wilfully Lnvolved In bribery of forelgn offlclals).

3. Fuiles; supra nole 30, at 32:35 (the artlde sens forth Lbe examples provided In the text more fully and ako offers addr-
Uonal exmmples). Columbia Law School Professor Melvin Eisenberg has slso commented that the ‘Walergate debacle prompled the
devdopmen of the ALT'S Principles. He stated:

An element of Walergale was the revelatlon that some of our largest corporntlons had been engaged In
widespread violations of domesuc law, and some others had pald bribss to persons af the highest levels
of forelgn governments and thereby recklesdy edangered our nailonsl securlty by pulling al risk the
polltlcal stability of our closest allies . .. . In the long term, they needlessly shook he publics confidence
In: one of the pllkrs of legltimacy of the American corporute system-the premise . . . that placing control
of the Eztars of production and distribullon Ln the hands of privately appolnted managers maximizes our
natloral wealth without entalling substantial nonfnancis] costs.
Mcelvin A Elsenberg, Modernizafion of Corporate Law: An Essay For Bill Garey, 37 U, Musi L Rav. 197, 208-10 (1983) (citattons omit-

+ Led). For further discussion of corporiile eiminal conduct, see genesally Beverldge, supra note 31, 1 73345 (discussing case law on

director Uabllity for msconduet).

33.  AnnHagedom & Betty Wong, Jones Convicled of Lying lo Jury i Drexsl Probs, WaLL S, |, Mar. 23, 1989, 2t A3; Laule
P. Cohen & Siephen ). Adler, Jndicting Milken, U.S Demands §1.2 Billion qffn’nandar'.h{.ﬁsi&, ‘WaLL ST, J., Mar. 30, 1989, at Al,

34, Siephen Labaton, Business and the Law: LR.S, vs S8.C on Insider Funds, LY. Tuas, Apr. 3, 1989, at D2. Drexel Burn-
ham Lambert, ns. pled gullty 10 six counts of mail and securitkes fraud and paid $673 mUllon in fines, penaltes, restitutlon, aod Inter- '

est {o the government gs well &s to & fund to compensale stockholders. Stephen Labaton, Draxe! as Expectad, Pleads Guilty to &
Counts of Fraud, NY. Tes, ScpL 12, 1989, et D1,

35.  Thomas C Haycs, J Flead Guilty to Fraud in Texas Savings Case, N.Y, Thes, July 6, 1985, at DB,
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Another area of concern is price-fixing, For example, the state of Florida
recovered more than thirty-three million dollars from dairy companies in set-
tlement of price-fixing charges.In addition, the Panasonic Company settled a
price-fixing suit with New York State costing as much 4s sixteen million dol-
lars.3? ‘ '

Some other recent criminal acts include fraud against the public.® Hertz
pled guilty to a thirteen million dollar customer fraud in overcharges for car
repairs.? The Beech Nut Nutrition Corporation paid a two million dollar fine
for selling phony apple juice plus $7.5 million to settle a class action suit; in
addition, two top executives were convicted on numerous counts of fraud and
FDA violations carrying both prison terms and substantial fines.

Finally, racketeering and related incidents have also been investigated.
For example, Hutton pled guilty to laundering money for unidentified clients
who had previously been reported to be organized crime figures* Young &
Rubicam pled guilty to paying kickbacks to win a Jamaica tourist account 42

These examples demonstrate the recent problems that some corporations
have had with criminal conduct. Minnesota has seen similar manifestations of
this problem as demonstrated in several local scandals. For example, Endotron-
ics sold millions of dollars of equipment to distributors even though products
languished in warehouses because users found developing the technology to

36, Georgla, Alabamg, and seven other states 2re expected o Lnstitute slmflar sulls. Jd.

37.  Comstance L Hays, Panasonic lo Return $16 Million fo Consumers, NY. Tses, Jan. 19, 1989, at Al

38, While the text discusses fraud againsi consumers and stockholdess, anther major area of concern Is Fraud agalnst the
government. Boelng pled guilly and 2greed to pay the govemnment more than $5 million for Wegally uslng classified Pentagon docy-
ments. Andy Paszior & Rick Warteman, Bowing Pleads Guilty in Use of Doctrments, Waw St. ., Nov. 14, 1985, et A4. Other Penlagon
fraud cases Include 2 case In which Sundsirend Corporatlon pled gullty to charges that It consplred to bl the United Sistes Defense
Department for milllons of doflars In cost overruns It should have born tnd fraudulenty chatged the governoent for 2 vadely of exec-
Uilve perquisites-for which It pald fines and penalties of $231.1 mlion-and was the largest frrud seldement In the history of the
Unlted States Justice Department. Judith Valenle, Sundsinand to Plead Guilly to Fraud on Dafense Work, Pay US. $115 Mitkion, WL
ST. J,, Oct. 13, 1988, aL A3. :

In another cise, Bell Hellcopter Textron, Inc, agreed 1o pay the federal government §88 million 1o setrle 2 dispute; with the
army for allegedly fraudulently overcharging for helicopler spare parts, Bell Copfer and Army Setlls Cass, NY, Tiues, Mac 11, 1988,
af D1 As part of the settlemen, the company agreed Lo put Inio effect 2 business ethics progmm for its employees. /d

The United States filed sull agzinst Singes Company eccusing It of overchasging the Pentagon by §77 million by Esifying cost
estimates on contraets for flight stmulators. In this civil sult, the government aécused Singer’s Link Flight $tmulater Diviskan of keep-
Ing two seis of books, routlnely rdding  ecret amount or “kifty* Lo 115 charges, and alleged that lop officials of Link Flight, Includlng
the president or his designee, routlnely. approved the overcharges. Jeff Gerth, #.S Sues Singer on Conlracts, NY. Takss, Mar. 15, 1989,
a{ DL *

In another ese, Teledyne sgreed to plead guilty and Lo pay more than $4 milkon to settle charges arising from 2 Pentzgon pro-
curement scandal, and 2 fury convicted 1wo of Its vice presidents for conspiring to defrud the government, Andy Peszior & Bdwerd |
Found, Teledype Unit Is Said to Agres fe Flea, Pay over §4 Mitlion in Pentagon Case, WALLST. [, Mar, 23, 1989, 4t A4. As part of the
setllement, Teledyns "sgreed to strengthen mansgement controls and tighten lnlernal ethlss guidelines” /4,

A former vice president of Unlsys Corporatlon pled gullty (for which he was sentenced to Jail for thirtytwo months and fined
$40,000) to bribery of & Defense Depariment of fickal, drawing for this purpose from & secret $5 million fund set up with Unbsys
money, The eventual sults and settdements may cost Unisys at l=ast $130 million. Andy Pasttor, Proseculors Close i on Unisys, Other
Contraclors as Arms-Procarement Inguiry Gains Momentum, WALL ST, ], Jan. 8, 1990, &t At4: Former Unisys Officer Gets Jaill Term
of 32 Mowras, Wai 57. )., Sepl 18, 1989, t BS. . :

In another case, General Electric agreed to pay & fine of $16.1 milllon to setde charges that I had overcharged the Defense
Department Accepfing the Blams, N.Y, Tives, July 30, 1990, at D1, )

39.  Richand Levine, Hortz Concedes It Overcharged for Car Repoirs, N.Y. TiMks, Jan. 26, 1988, a1 AL

40.  Leonard Buder, 2 Formar Exsculives of Bsoch-Nut Guilty in Phoay Juice Cass, N.Y, Tides, Feb. 18, 1988, at Al Framrdu-
len( conduct can also Jead to dvil sults For example, the SEG. brought & civil sull against Eddle Antar, former chatman of Crazy
2ddle, Ine, which acrused him of engaging in @ “massive Ananckal frard” In overstating the company's earmings over 2 three year
pertod. Arthur . Hales, SBC Suit Charges Crazy Eddia ExChisf, Dthers with Pravd Linked 1o Share Sales, WALLST. ], SepL 7, 1985,
at A4. Some Fraudalent ellegatlons also result In Internal Investigations such a5 when MintScribe Corporation determined thal sealor
management had perpetrated o *masshve frmud” on the company, Its directors, outside auditers, and the Investing publle. Miniseribe
Report Describes ‘Massive Froud : Ex-CEO, Others Said to Have Fabricated Financiol Statements, Wash, Post, Sept. 13, 1989, at C3.

41.  Hulton Pays Fines fo US,, N.Y. Tines, May 17, 1988, at D11.

42, Joanne Upman, Yosng & Rublcam Ploods Guilty to Settls Jamaica Case, WAL ST, J- Feb. 12, 1950, z B4,
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utilize the equipment slow and difficult. Endotronics also realized significant
.Tevenue on a research contract with its primary shareholder# Criminal activi
ties such as those discussed above are not the only concern that the public has.
To many, another manifestation of the problem with corporate gover-
nance, even in corporations which are not beset with litigation or scandalous -
conduct, is the increasing disparity of corporate compensation. Executives of
the top 200 United States corporations make approximately 143 times more
annuval income than their employees; this represents a major change from the
1970s when the- executive's salary was thirty-five times the average worker's
pay.*® Productivity and overall profitability of American corporations have not
necessarily grown, but executive salarles have grown disproportionately in the
past ten years 46 ' '
George F. Will, a conservative commentator, stated:

The compensation of CEOs is generally disproportionate and often
ludicrous in light of corporate performance. Often it is difficult to
determine how much CEOs are paid. Compensation packages can be
wondrously-and purposely-difficult 1o decipher. (The 1990 compen-
sation of International Telephone and Telegraph Corp.’s GRO has
been estimated at between $7 million and $11.4 million.) But Amer-

ica’s CEOs are paid two to three times more than Japan's or Ger-
- many'’s.

In Japan, the compensation of major CEOs is 17 times that of the
average worker; In France and Germany, 23 to 25 times; in Britain,
35 times; in America, between 85-and 100-plus times. The U.S. CEO-
worker disparity doubled in the 1980s-while the top income-tax rate
was cut and workers' tax burdens increased because of Social Secu-
rity taxes.

In 1990, CEO pay rose 7 percent while corporate profits fell 7 per-
cent. How does this happen? CEO compensation is approved by com-
pany directors the CEO helps to choose. Sixty percent of all outside
directors of the 1,000 largest corporations are themselves CROs.
They are raising the floor beneath themselves {7

43.  Maurs Lemex, Sndofronics Charged with S£.C Violat , STAR TR, (Minneapolis), May 4, 1988, af 1D.

44, I The research wes ditecied at esteblishing new uses for Endotronics equipment, and, when It was successful, was sold
back to Endotronlds for additiona] shares of stock. 1d.

- 45, RohSuskind, Tiro Brothers’ Lives: Bolh White Collar, Fat Worlds Aparf, Wal 5., Ang. 18, 1993, =t 1 (quollng Grael

Crystal and Steven | Davis, employment compensation experis)

46, S Gearge F. Vill, CEO Hega Saloriss Hay Provoke New Bout of Antibusiness Fever, Stan Ta. (Minneapolls), Sept. 1,
1931, at 17A {noling that 2 CBO's salury Is disproportionale to corporate performance); s#9 alsp Glenn Howutl, §.1 Millien Pay Pack-
ogé Not Uncommon: 50 Execnlives Thp Thal Mark at Publicly Held Firms In Stale, STar Tem. (Minneapolls), OcL 18, 1393, at ID;

Susan Feyder, Twin Citizs CEOs Second On Porbes Lish Stak Tam, {Minneapolls), May 10, 1953 at 9I; Thomas McCarroll, Brocutive
Pay, The Shareholders Strike Back, T, May 4, 1992, &1 46.
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The remainder of this essay discusses corporation law in light of the fore-
going concerns. The next section identifies the major underlying causes of the
overall dysfunctionality of corporations. This essay next identifies and analyzes
the factors that have produced the scandals and dysfunction plaguing coTpora-
tion law. Then this essay identifies. some of the major actors who have
responded to the dysfunctions, identifying their basic views and the most rele-
vant criticisms of these views. Finally, this essay sets forth a number of recom-
mendations that might address the identifled problems. The essay borrows
heavily from the public debate that wages in professional, judicial, legislative,
and academic contexts. The author suggests that lawyers should have
enhanced role in corporation law. This essay concludes by suggesting some
overall working rules or values that address the breakdown in corporate law.

Il. SOME UNDERLYING CAUSES AND MANIFESTATIONS OF
OVERALL PROBLEMS iN ENSURING RESPONSIVE CORPORATE
LAW

This section identifies major problems and the manifestations of these
problems that the author describes as dysfunctionality in corporations or cor-
porate law. Normal interdependencies and the complications in identifying and
analyzing conduct make it hard to distinguish causes of problems from comse-
quences or symptoms of problems. This itself represents difficulties in the
development of responsible corporation law. Due to this, underlying causes are
not presented herein in any quantitative format. Indeed, the suggestive tone set
forth in the presentation could be mistaken as a poor index of thought by the
author. Social sclence techniques, including quantitative analysis and comfort
with numbers for rulemaking, are not the forte of this author or others who
contribute o this area. However, the lack of such evaluations has been a prob-
lem in developing corporation law, and many important decisions are based on
anecdote rather than on valid or tested data. This process of lawmaking gives
great weight to the impressionistic and articulatory qualities with which the
inputs are presented. .

This essay does not contend that any particular cause or problem is more
important than another, or even that all of the following matters are even
rightly considered problems. There Is fierce public debate about whether many,
if not most, of the following are even legitimate concerns. The debate and Iiter-

ature, however, increasingly suggest that these issues should be acknowledged
as problems. '

47. WL, supra pote 46, 5 17A; sev also Feyder, supra note 46, a1 9D ("The median total pay of chief executtve officers of
Minneapolls-based companies nearly doubled last year, putting the chty second in the excutive compensation sweepstakes . ., . CEOs
& Minneipolishased frms had medkn. total compensation of $1.9 milion CEOS based In Columbas, Ohlo, had the highes| madion
total compersation of $2 million. The natiopal median wes §1.2 milien "}, McCarroll, suprg note 46, a1 46.
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A. The Traditional View of Corporation Law Involves a Narrow View of
Corporations as Legal Phenomenon

Joe Seligman, Professor at Northeastern University School of Law, com-

mented on Bayless Manning's 1958 depiction of the state of corporate law.
Seligman said:

We have come 2 long way since 1958, when Bayless Manning, in his
celebrated review of Mr. Livingston’s book on the American stock-
holder, could announce that 2s a field of intellectual endeavor corpo-
rations law was dead. The statement is no longer true, since many

crucial corporate questions are being treated by laws enacted at the
federal level 4

Seligman then mentioned the Civil Rights Act of 1964,% various water and air
pollution acts, and the Occupational Safety and Health Act as among such fed-
eral statutes.®® Unfortunately, corporate law continues to be perceived narrowly
and as operating on the same plane as Dean Manning's comment reflects. Many
critics indicate that corporate lawyers take a far too narrow perspective and
are uniplanar or one-dimensional in understanding their responsibilities. Cor-
poration law reflects this, ultimately to the detriment of corporations and thelr
independence.

Although corporate law scholarship, it would appear, has fixated for sev-
eral years on the precepts or paradigms of analysis established by statutory
regimes and outdated commentary written over fifty years ago, the present sta-
tus of thought regarding corporate governance is less static.”! Professor Ronald
Gilson has commented, “Much of the existing corporate povernance literature
Is static in character . . . . As we Increasingly realize that history and polifics,
and therefore institutlons, matter, I expect that the next generation of corpo-
rate governance scholarship will be dynamic: How do existing institutions
respond to a changing array of problems?”5?

Indeed, much of the recent scholarship in corporatlon law reflects a kind
of wandering in the desert. Professor Gilson indicates that until the 1980s,
“corporation law was 'trivial,’ or, as Bayless Manning so evocatively portrayed
it, simply ‘great empty corporation statutes-towering skyscrapers of rusted
girders internally welded together and containing nothing but wind.”** Gilson
then states that the 1980s provided an era where corporate governance was
brought out of the “shadow of purely legal analysis." He indicates that econo-

48.  Joel Sellgmuan, Emphasis pn Disclosire Reform, in COMMERTARIES, Suprd nole 4, ot 274; ser generally Bayless Mm'm.lng
-67 Yais 1], 1477 (1958) {reviewing ).A. LIVIHGSTON, TRE AXEXICAN StocEROER (1958)).

4Y.  Civil Rights Act of 1964, Pub. L 88352, 78 Stat, 241,

50.  Occupatlonal Safety and Realth Act of 1970, Pub. L. 91-554, 84 Stat. 1590,

51, Glison, suprd nolz 9, a1 345,

51. M.

52. Id. (quollng Bayless Manning, The Sharvholders Appraisal Remedy: An Essiy _for Froph Coker, 72 Yaik L), 223, 245

037 (1962))
54.  Gllson, supro nole 9, 9t 327.
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mists were brought more directly into the discussion for the specific purpose of
investigating a possible link between corporate governance and corporate per-
formance. The hypothesis, as Gilson indicates, was that betier governance
would yield greater production and profits.* ' ;

Another breakaway approach that is still a primltive social science or
political science approach is described as “comparative systems.” This approach
compares German, Japanese, and American corporation law. The “comparative
systems” scholarship hypothesizes that German and Japanese systems are ori-
ented to look for long-term effects.” These commentators further state that the
American system uses corporate resources to provide for short-term, readily
recognizable returns on equity or stock market investments.s® This school of
thought concludes that the difference results from the financial intermediaries
present in the German and Japanese systems and from tax differences s

Interestingly, with respect to this comparative analysis, Bdward B, Rock of
the University of Pennsylvania Law School has commeénted:

In the pasl few years, comparative corporate governance-German
and Japanese corporate governance in particular, has been a hot
topic in U.S. law reviews and conferences, Some of the best contem-
porary corporate law scholars have focused on German bank cen-
tered corporate governance structures, as well as the Japanese bank
centered keiretsu structure, for alternatives to traditional U.S. forms.
What is one to make of this development? The intuition that one can
fruitfully transplant legal rules or institutions from one system to
another is as old as the law itself. The temptation Is to try to get
something for nothing, or at least at a discount. ‘

This approach, therefore, offers some suggestions for American corporation law
practitioners and academians.

- Perhaps even more primitive, and potentially as removed from corporate
rule making, is the whole branch of highly theoretical and far from lucid rules
best described as a study of cultural context or historical analysis set forth by
the concept described as “path dependence.” In addition to these approaches
which discuss the factors influencing the development of corporation law,
SOme commentators attempt to explain why corporations have had problems
with corporate governance, including the public’s perception. For example, Pro-

fessor Hurst of the University of Wisconsin sheds light on this phenomenon,
stating:

55. M,

56.  id m3z7.

57. M al 33233,

58.  Gilson, supra nols 9, 8l 352-33.
59.  UJd a1333. )

€0.  Edward B. Rock, America’s Shifling Fascination with Comparative Corporale Governance, 74 Wasa. U. LG, 367, 367
68 (1996) (citations omitted). _
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Corporations need generalists at the top-individuals capable of the
instincts of a capable politician and diplomat, as well as a market

- bargainer. Below these people are a growing number of spectalists,
including lawyers, personnel people, and collective bargainers. This
hierarchy is a source of real tension for modern corporate gover-
nance. Where is the corporation going to recruit its generalists if
most of the individuals most familiar with the working problems of a
corporation come up the ladder by specialist roots? Where do you
find these generalists? This is a very real problem for modern Corpo-
rate governance,! :

The words of Peter H. Aranson, uttered approximately twenty-five years
ago, are just as applicable today. Aranson, formerly with the Center for Law
and Economics of the University of Miami, has said:

I'could suggest . . . . that to me and for the preponderance of econo-
mists that I believe I could speak for, the thrust of this conference
[on the structure and governance of corporations] is illegitimate and
unacceptable. That might bother you, or might not, I don't know. If
those in the legal profession would study the political economy of
the corporation, they would find themselves today to be intellectual
relics. They are using 40-to-50-year-old sociology, and that sociology
Is being used by political muckrakers and is being accepted and cred-
ited by many in the legal profession to discredit an institution on
which contemporary economists are in nearly full accord 2

Some others indicate that lawyers' plumber-like, mechanistic, and not fully sen-
sitive use of labels, names, and legal fictions® for matters such as fiduciary
dutles, shareholder democracy, and empowerment add to the preblems that
corporations currently face. These concepts are very weak and inconsistently
employed. : ‘ _
CGorporate lawyers and scholars have not integrated contemporary soclal
science techniques and, for the most part, employ deductive rather than induc
tive reasoning. Where inductive analysis seems to be Increasingly required, the
profession and institutions of American law seem propelled to rely on deduc

61.  Hurst, supra note 10, at 38,
62 Peier H. Aranson, 4 Polllical Beonomist's Perception: Corporations are Hors Logiimats Than Governmank, in Cok-
MEXTARIES, Stifira note 4, 9l B1, 83.
63.  Professor Puller of Harvard Law School has discussed legal flctlons es follows:
[W]e may liken the fiction (v an swkward patch applied {o & rent Ln the law's fsbrt of theory. Wfting the
patch we may trace oul the patiems of Iension thal fore the fabrde gnd al the sume time discern elements
In the fabric Itsel{ that were previously obscared from view. in all this we may galn new Insight Into the
problems Involved In subjecing the recalcttrant realitles of human Ufe 1o the constraln of 5 legal order
striving loward unily and systemsile structure,
Lon L Fuller, /nfrodction (o Low L Futle, Lecal Fictioss at vilkix (1967). Professor Fuller further explains that these fictions gre
encouraged by those who ase nol members of the bar. He states, “Laymen Erequently complaln of the law, they very seldom complain

that it s founded upon fistions, They are more apt to express discontent when the law has refused o edopt what they regard gs an
expedlent and desimble fiction® if ar 7.
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tive methods of problem analysis. In a dynamic environment that presents pres-
sures that are constantly new and equally difficult to perceive or anticipate,
reliance upon primitive social sclence techniques devoid of -quantitative analy-
sis may be out of order. Decislons need to be grounded in hard data and meth-
. odologies developed to elicit such data. Jack Davies, Minnesota Court of
Appeals judge and former law professor, has indicated that legal education does
not equip lawyers to comprehend what he defines as the “lawmaking role”
inherent in their work.* He suggests that lawyers tend to be passive caretakers
when, on some critical Issues, proactive builders are required.’s

Many pressing issues suggest other ways to search for truth and justice.
The law’s, and much of academia’s, present reliance on deductive analysis on
an almost entirely verbal terrain restricts further development as well as
present effectiveness, Attention to the basic problem-solving processes inherent
in the legal system reveals the only explicit steps that need to be taken. Optt
mistically, a well functioning decisionmaking system would evolve corporate
law to eliminate the present areas of corporate dysfunctionality.

Professor Harold C. Martin of Harvard University offers the following def-
initions which serve to make lawyers a little more cognizant of what they are
doing. He says:

Starting from the definitlon of “statement” as “a sentence that is
either true or false,” modern logicians proceed to make a distinction
between (1) those statements whose truth or falsity is determined by
their relationship to other statements and (2) those whose truth or
falsity is determined by reference to the facts of experience . . . [T]he
distinction Is onre between statements whose truth is arrived at
deductively and those whose truth is arrived at inductively. State-
ments arrived at deductively are judged to be true if they are valid
consequences of postulated statements, false if they are incompatible
with such statements. Their truth or falsity, therefore, is dependent
on the verbal structure of which they are a part %

Martin indicates that use of inductive reasoning may be less certain, and per-
haps more agonizing and painful than deductive analysis.¥” The law has an
obligation to confirm its precepts by reference to actual experiences, and has
not yet fully fulfilled this abligation.

The late Professor Donald E. Schwartz of Georgetown Law School offered
penetrating criticism of the state of the law in a brief commentary presented at
the landmark A.L1/A.B.A. symposiums on Corporate Governance. He stated:

64 Jack Davies & Rosear C. LAwRY, INSTITUTIONS AND METEODS OF THE Low i xxd (1982).

65, Id.
g&. Hazoto C Bagmin, TER Logic aHD ReETomc of Exrosmion 45 (1959).
7. Id.
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Largely as a result of the competitive federal system, the striking fact
about corporation law in the United States is that it lacks policy con-
tent. Even as to the internal relationships among competing interests
in the corporation, by and large, corporation law does not act as 2
regulator. Bayless Manning has attributed the lack of policy content
to the fact that “since the mid-19th century we have not had any idea
what we wanted {o accomplish with corporation law, , . "

Professor Cary has analyzed the nature of corporation law from the
standpoint of how state law falls to protect investers, This Is seen as
an economic dysfunction, since Professor Cary views the corporation
and its failings almost entirely from the perspective of economic
‘man. However, one can question whether the analysis explores the
social dysfunction of corporation law.f® '

Another aspect of the more narrow, one-dimensional approach to COTpOTE-
tion law is evidenced by a naiveté or self-righteousness which reflect that the
system is good and works, and by an overwhelming trust in good manners and
good motives. This means that corporate practitioners and the courts judge
people largely by external qualities and how they present themselves. In the
alternative, other presumptions hold that lawyers, regulators, and the public
are essentially feebleminded and easy to outwit. Those who have positions of
corporate trust and rulemaking often unwittingly rely on this presumption.

Lowell B. Sachnoff of the law firm Sachnoff, Schrager, Jones & Weaver of
Chicago, in a discussion of the Equity Funding fraud, pointed out that while
simple schemes insult Lhe intelligence of the public, the more important power
corporate officials have is to cause costly damage to the public:

Equity Funding was hardly a sophisticated fraud. In fact, it had many
of the aspects of some mad comic opera. People in the company truly
sat around and made up Bob and Ray names for nonexistent policy-
holders, and these policies were then reinsured with legitimate rein-
surance companies. All this would be funny except that the public
suffered over $300 million dollars of loss in the value of the com-
pany's public securities. Over all of its lifetime Equity Funding never
made one cent of profit and never had any real value. The conven-
tional fraud rellef was easy to establish against the principal malefac-
tors-except that they had little or no money. The problem was with
secondary parties-the accountants, underwriters, actuaries, and oth-
ers-and it was only through a massive effort by a team of skilled and
diligent plaintiffs' attorneys that a recovery of nearly $65 million

68. Donald E Schwariz, The Paradigm of Federal Charisring, in CoMEATARIES, Suprd note 4, at 325, 333 (clations omll-
led), 558 ganarally GUIDG CALABRES, A CoMMON LAY FOL TEE AGE OF STATUTES (1982) (discussing the Invalidity of stafutory laws ender 2
roastitational and common kaw application scheame).
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dollars for the class of securities holders was achieved-primarily
from the secondarlly liable defendants.®

Another problem, separate from, vet related to the above methodologies
and techniques, adds to the difficulties facing corporations. This danger arises
from the piecemeal approach to addressing corporation problems which
neglects the ramifications of corporate governance on soclety as a whole. Dean
Bayless Manning commented: :

It may be hoped-although, in this I am not wholly optimistic-that
the nation's corporate managers and directors will have learned
from the experience of recent years that In the long view reprehensi-
ble business conduct can only arouse the latent antibusiness animus
that is harbored by so many journalists, academics, legislators, and
general citizens: If that lesson is not learned, the nation's enterprises
will certainly experience a continuing pile-on of government regula-
tions, mandates, and constraints. The ultimate danger is, of course,
that at some point the patient will not be able to survive the thera-
pies. At some point, the internal efficlency and flexibility that have
made American enterprises such a successful institutional adoption
can be diluted or burdened to a degree where they can no longer
function effectively. At that point, the real victim will be not the cor-
porations but the economy of the United States, our citizenry that

relies upon the economy, and the interdependent economies of other
nations.”™

The foundations of corporate law are tradition and precedent. Their influ-
ences may be exaggerated as law continues to develop purely short-sighted
patchwork resolutions unless better means are found to bring hard data about
the social, economic, and legal realities of this diverse, dynamic, and global
community to bear on the questions. The current strength of the foundation is
in doubt. Continued development of the law on this base without an adequate
inspection hardly seems prudent.

B. Emphasis of Corporate Law on Rule-Making Directed to Issues Con-
fronting Public Corporations Rather than Private or Close Corpora-
tions

One of the most widely recognized problems in corporation law is what
appears to be the failure to acknowledge the existence of, and to address,
behavioral problems, authority, and operational nuances of the close corpora-

69.  Lowcll E Sachnoff, The Present Sysfem Does Not Pretent Large-Scals Fraud, in CoMMEXTARIES, supra note 4, 2t 230,
I3%; sex also Bayless Manning, The Sharvholder's Appraisal Remedy: An Essay for Frank-Coker, T2 YAEL] 223, 245 (1962).
70.  Bayless Manning, 4 Taxomomy of Corporate Reform, in COMUENTARIES, supra note 4, al 103, 112 (emphasts added).
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tion or incorporated partnership. As many, including President Clinton, have
observed, more jobs are presently being created, more corporate opportunity
Is developed, and more innovation and risk-taking is done by closely-held cor-
porations than by publicly-held ones.” However, for the most part, the prob-
lems of clese corporations are not investigated or addressed.” Common law
pronouncements are often inconsistent, hard to understand or determine if
they apply, and difficalt to use, Common law precedent must be used in light of
the fact that the statutes for the most part have not been Tesponsive to the spe-
cific problems which trouble. closely-held corporations. More troubling than the
use of common law is the fact that the idealized policies enunciated during the
development of publicly-held corporation law are imposed on the close corpo-
ration.

Unfortunately, most of the commentators and other academians who dis-
Cuss corporations write about giant corporations without pointing out how
eccentric and unique they are. For example, Adolf Berle and Gardiner Means
studied the 200 largest corporations.” This practice is slmilar to spending six
months investigating Muhammad Ali's training camp, and then writing a book
on the American boxer without giving any atfention to the other classes of box-
ers and ignoring their unique experiences. :

A few figures will put the matter in perspective, In 1970, there were about
1,700,000 corporations reporting to the Internal Revemie Service (IRS).™ Of
these, about 300, or 2/100ths of one percent were billion dollar companies.” -
About 105,000, or seven percent, were million dollar companies.” The other
ninety-three percent had less than a milllon. dollars in total assets and were
“small businesses” under every test provided by the IRS.” These differences
have both affirmative and negative implications for our thoughts on structure
and governance. What may be good for billionaires may not be good for mil-

71.  Much has been Wrillen In recent yers on iransferring entrepreneusship Lo the publicly held corporntion. Already 2
namber of examples exist suggesting this may be one of the mose fruftful devlopments In corporate enlerprise. However, this only
zeqves to polnt oul the [nherent advantage the dose corporation may have The shareholderownes Is the one whe s truly at rlsk-lim-
Ited Lighility pot withstanding—and who will reap the rewards. In the dose corporation, the relatbonship of the owner(s) and those con-
Lrolling corporute policy and operstion Is direct enough, If not Mentica, so that personal profil motive will influence -nd color the
decislons belng made on the corporation's behall

72 Ses Joseph E Qlson, A Siatutory lixir for the Oppression Molady, 36 Mexces L Rsv. 627 (1985); Joscph E. Olson, Staf-

" ntory Changes Improve Position of Minorily Shareholders in Cossly-Held Corporations, 35 Hex, Low. 10 (1983),
73.  Ses ADOLF AUGUSTUS BRaiE & GARDINER C. Mians, THE MODERN COZPOLATION AND PRIVATE Propeaty 2027 (rev. ed 1968)
Berle and Means siate-

' Though the American law makes o distinclion between Lhz privae corparation and the quastpublic, the

cconomics of the two are essentlally different. The scparmtion of ownesship from control prodoces g con-

dition where the Interests of owner and of nillmate mansger may, and often do, diverge, and where many

of the checks which formerly operaied 1o Lmit the use of power diszppear. Stze glone tends to give these

gland corporations & soclal significance not attackhed 1o the smaller unlts of privale enlerprise. By the mse

of the open markel for securitles, cach of these corporations essumes obligalions towards the Investing

public which transform It fom 2 legal method dothing the rule of 8 few Individuaks Into en Institution =t

k=28t pominally serving investurs who have cmbarked thelr fands in Its enlerprise. New respomibllities

towards the owners, the workers, the consumers, and fhe Slate thus rest upon the shoulders of those [n

control. In ereating these new relatlonships, the goaskpublic corparatlon may flry be 221d 1o work & rev-

olutlon. It has destroyed the unlly that we commonly call propesty, . ..

id a7,
74 Alfred B. Coorad, Businass Corporgkions in Amaerican Socialy, in COMMENTARIES, Suprd note 4, at 41, 4344; ses also

Etlior Curiz & Jexous H. Stoinick, AuBeica’s Proncews-Soaus ssues & Pusuc Portey 2531 (2d ed 1985).
75.  Conred, supra note 74, at 4344,
76 M
. M

HeinOnline -- 20 Hamline L. Rev. 27B 1996-1997



261] PUBLIC POLICY DYNAMICS OF CORPORATION LAW 279

lionaires and may be utterly irrelevant to others. Looking at it from the other
side, measures that would be preposterous if applied to hundred-thousand-do}
lar corporations, and even to hundred-million-dollar corporations, may con-
ceivably make sense for fifty-billion-dollar corporations,
. Perhaps the single most Important aspect of the failure to recognize the
differences in corporation size is the cost of litigation as It affects shareholders
in a close corporation. Often coerclon, brinkspersonship, localized community
power, and access to important flgures in the legal system weigh in more
heavily than the application of rule of law™ Litigation in close corporations
which develops into irreconcilable shareholder differences usually produces
the traumatic effects resulting from divorce or death, and more often than not
results in irreparable harm to the corporation and dissolution or destruction of
the business.

- Another aspect of the preoccupation of rulemaking with publicly-held cor-
porations relates to the management of corporation affairs. John F. Lubin,

Chairman of the Department of Management at the Wharton School of the Uni-
versity of Pennsylvania, has said:

Melvin Bisenberg’s book Ie Structure of the Corporation has some
interesting themes. One is that it is unrealistic to manage the affairs
of 2 company as specified in most legal statutes. The board simply
cannot perform the functions required by legal statutes. It is Just as
unrealistic to expect the board to be a policy making body and to
really participate in strategy making function.™

Also, on the scholarship Jevel there is a strong preoccupation with public
corporations. As the time of this writing, perhaps the single most intense schol-
arly debate on corporation governance pertained to the favorable or unfavor-
able impacts and significance of the phenomenon of the “institutional
investor,” who now controls a majority of the shares In over fifty-one percent
of the largest publicly held corporations # Institutional investors present a spe-
cific difficulty with traditional corporation law due to the relationship between
the shareholder and corporate offictals. Professor Randall S. Thomas of the Uni-
versity of lowa College of Law, recently described the traditional view:

A central issue in contemporary corporate law is the effectiveness of
shareholders as monitors of corporate management. For example, in
a series of recent articles, legal scholars have debated whether the
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rapid growth in equity ownership positions of institutional investors,
the relative stability of their shareholdings in each company, and
their Increased actlvism in corporate governance matters, will lead

to better monitoring by shareholders and impraved corporate perfor-
mance

Other authors have joined this debate indicating that institutional investing in
the overall system may be inherently dysfunctional since institutional investors
are not individual shareholders who need the protection provided by common
law and regulatory statutes. In addition, institutional investors are themselves
corporations or operate under some form of governance structure and can
force mergers or takeovers or block such moves; these Investors also have a
powerful and pervasive influence on board selection. The problems of control
as they relate to these Institutional shareholders are in fact little different than
control of the investees when taking into account long term shareholder needs
and corporate equilibrating alternatives.

Since most of the current scholarship is concerned with such matiers,
closely-held corporations have fallen even farther away from the front burner
of investigation and concern. Such corporations do not generally face the prob-
lems presented by institutional investors because these investees are not
invited to participate in the closely-held management of such corporations.

Even though closely-held corporations are not given adequate consider-
ation by practitioners or academians, the real problem is with the lack of atten-
tion given to the middle range corporation or small publicly-held corporations.
Large publicly-traded and small closely-held corporations both are numerous
enough to warrant some scrutiny. Not so with the medium-sized corporation.

Ray Garrett, Jr, formerly Chairman of the Securities and Exchange Commis-
sion, has indicated: )

[Plerhaps there is a greater need for protection for investors in the
smaller corporations-those of the awkward size, not closely held but
not too big to attract public attention-and that, perhaps, they should
be subject to more regulatory laws than are necessary or appropriate
for the larger widely held corporations. This object is achieved in
sort of a rough way, since it is the small companies that stay home
and the big ones that go away to Delaware.®

Robert L. Knauss, former Dean of the Vanderbilt University School of Law,
has also commented on this issue:

81.  Bandsll 5. Thomas, improving Shorabokisrﬂoniﬁurirg of Corporation Hanagement by Expaiding Statutory Access
fo Informalicn, 38 Az L. Rav. 331, 331 (1996) (footnoles omitted). .
B2, Ray Gacrew, Jc, The Limited Kole of Corporation Statutss, in COMMENTARIES, supr nole 4, at 95,
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The structure I suggest is that future corporate regulations should be
determined with regard to the objectives of the regulation and with
regard to the particular type of corporation to be regulated. A gen-
eral corporation statute, which attempts to regulate all corporations,
will do nothing very well A three-tlered structure of corporate regu-
lation can be effective-at least in the areas where the greatest need
exists. Specifically, I suggest that state corporation provisions
designed to apply to all corporations incorporated in a state should
be limited to defining standards of conduct for directors, fiduciary
dutles, questions of identification, and basic housekeeping provi
slons. Companies with publicly traded securities, which are regulated
by the Securities and Exchange Commission, could opt out of the
remainder of the corporate regulatory pattern. The small close cor-
porations could also opt out and determine their operating proce-
dures by contract among the shareholders, This leaves the key
operating procedures and structures of the stale corporation act to
apply to the middle group of companies.®

The observations of Erwin 0. Smigel of New York University and H. Lau-
rence Ross of the University of Denver, are worth reviewing in this context:

The size, wealth, and impersonality of big business and governments
are attributes which make it seem excusable, according to many peo-
ple, to steal from these victims. Theft appears to be easler to excuse
when the victim has larger assets than the criminal, as exemplified
by the Robin Hood myth, Congruent with this thesis is the tactic fre-
quently used by bureaucracies: the attempt to “personalize” the loss.
Witness this sign in a Midwestern motel: “If any towels are missing
when you leave, the maid cleaning the room will be responsible for

~ them.” The notice attempts to deter theft by invoking sympathy for
an individual rather than for the bureaucracy. Some bureaucratic
organizations attempt to personalize the impersonal and to make the
large corporation appear to be a family business. Another reason
why crimes against large organizations are more acceptable fo the
public than are other categories of crime may be that our system of
ethics lacks rules which specifically apply to relationships befween
individuals and large organizations. All major historical religions
originated in small communities, in which obligations concerned rel
atives, friends, and neighbors.®

In addition to the lack of ethical tradition recognized by Smigel and Ross,

83.  Robert I Ensuss, The Problems of Smallsr Corporstions, in COMMENTARIES, supra nole 4, al 141, 145.
B4, ExwiN 0. 3wzt & H, LAuEeicE Ross, Cuies AGAtnsT BURBSUCRACY 7 {1970) (emphasis edded),
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there exists in Western culture a historic antipathy to the corporate idea. Abra-
ham Chayes writes about the modern corporation: “As it emerged from the sev-
enteenth century it was by history and tradition at odds with the advancing
spirit of individualism and rationalism.”® This is still true, if C. Wright Mills,
William H. Whyte, and Sloan Wilson are to be believed.®

Other factors add to the dislike of the large organization. A survey at the
University of Michigan noted that “the bulk of the arguments in disfavor can be
reduced 1o criticism or distaste for big business's power or misuse of power
over the worker, the competitor, the consumer, or other socletal institutions.”?
Also, a large majority of the people surveyed regarded big business profits as
excessive.® Size and the related issues of impersonality, bureaucratic power,
and red tape are the main reasons glven for the preference to steal from large
organizations.* However, the relationship between size and stealing preference
Is not a simple one, for our culture is ambivalent toward bigness, rather than
unalterably opposed.”

The owners of the publicly-held corporation are often far removed from
the control. of operationis and even from policymaking. This problem demon-
strates one more reason why the regulators and academians have focused their
energy on publicly-held corporations rather than closely-held ones. Closely-held
corporations have not demanded the same concern or interest because they do
not pose the same number of problems.”"

C. Diasporization as a Possible Underlying Problem Leading to Dam-
ages and Dysfunction

The third possible cause of problems might be described as the combina-
tion of the element of oligarchy with the natural cult or “group can do no
wrong” instinct. Both oligarchical forces and the herding instinct have been
around a long time. These relate to humankind's natural fears and insecurities,

- the tangible actions of human beings in addressing them, and the fundamen-

tals of our gathering as community and society. Drs. Mark L. Taft and Lauren R.
Boglioli wrote:

Members of cults relinquish their individuality and conform to the
practices and beliefs of the group . . .. In fact, three common threads
exist in the aggressive conversion of individuals involved in tradi-

85.  Abraham Chayes, Iniroduction to Cozeorxmions 14 (John B, Davis ed,, 1961)

B6.  Ses C WricET Mavts, Tem Povee Burs (1956); Wit H. WEYTE, Jz., Te Oncanmamion Man (1956) Stour Witson, Tas May
IN TEE GEAY PLANNEL Sutr (1955).

.87, Burrod R Fiseex & STermen B. Wivasy, Bic Business us THE Peoets Ses It (1951).

88.  SuiGEL & Ross, supra note B4, ol B,

B9.  See Punicrpies, supra note 5, § 5,02 reporter’s nole 14 ("The subjects of business ethics snd corporal codes of conduet
hare been the focus of attentlon In the business community for many years. Based on surveys conducted, the larger bhe corporation,
the mors libely it is that a code of conduct will have been adoptad, and in the largest corporations the existencs of suck a code [
almost universal™) (emphasis added) (eltatlons omitted).

S0.  SuiGE( & Ross, suprd nole 84, at 7. ;

51 In1959, Professors Baker and Carey clted the following six major differences between public and close corporations: 1)
stock ownership; 2) control and management; 3) authorlty of officars and directors; 4) financing 5) fAductery princlpley; and 6) share
holder sults, WiLLAM L CARsY & MEYIN A, EiSENBERG, CoRPORATIONS, CasES Anp MaTrzinis 17-18 (Sth ed 1579).
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tional rites of passage, religlous orders, prisons, the armed services,
political movements, religlous cults, and even the professional white
collar groups and businesses. When an individual wishes to become
part of a larger group, he or she must undergo conversion designed
to break down preexisting beliefs and loyalties and replace them
with new values and commitments. In general, three states of conver-
sion exist, including (1) fsolation of the individual from his or her
past life and physical defachment from significant others, (2) psycho-
logical abandonment from one’s former self through humiliation and
guilt, and (3} assumption of 2 new identity and a new world view,
Many Victorian fraternal rituals made use of props, such as blind-
folds. An individual's identity and their faculties are believed to be
submerged by the wearing of a mask or other being, such as an
ancestor, spirit, or totem animal. This other being is then unable to
manifest Itself in his or her body and voice.%

Relevant In this analysis is evidence of raclal and gender exclusion in cor-
poration policymaking, It was recently reported:

Less than 3 percent of the top jobs at Fortune 500 companies were
held by women in 1990 . ... Only 175, or 2.6 percent, of the 6,502
corporate officers employed at the nation's largest companies last

_ year were women . . . . “At the current rate of increase in executive
women, it will take until the year 2466-or over 450 years-to reach
equality with executive men,” sald Eleanor Smeal, the former prest
dent of the National Organization for Women who now heads the
Feminist Majority.*?

There are some signs that this situation may be changing, but not substan-
tially.*t

While the word “cult” appears severe and even abuswe In descrlbmg a
possible reason for the breakdown of corporale rules, historians have observed
that our society has increasingly taken on the configurations of subcultures or
“diaspores,” as historian Arnold Toynbee has used the phrases Such diaspores
maintaln distinct systems of communication and patterns for perceiving and
understanding law.% One of the most important and beneficial diaspores to the
American system of law has been the capitalistic system. However, even this
most widely accepted diaspora supports some outlooks and perspectives which

9Z.  Maee L Tarr & Lavnsd R Bosuow, Fafernily Hazing Revisiled Through A Drotwing by George Beliows, 269 JAMA
211315 (1993) (emphasts sdded).

93.  Earen Ball, Few Women in Top Jobs, Forkane 500 Sk o Man's World, Recom (NJ.), Ang. 28, 1991, u E3.

94.  Women Pass Milastone in the Board Room, NY. Tkms, Dec 12, 1996; see also Women Slowly Gaining Corporals
Bogrd Seals, STAR Tus, (Minnezpolbs), Dee 12, 1996,

95.  See penerully Axnow Turieez, A STUbT of Histoxy 65 (1972) (discusting development of dlaspore fmong Jewish populs-
96 I

tion).
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regulate conduct, both legal and moral, which often are distorted or unrealis-
tic.

One manifestation of the diaspora that corporations exhibit is reflected by
the lack of systematic democracy that permits boards and, potentially more
critically, top executives, to proceed in business endeavors, not only without
the consultation and advisement of others, but also often oblivious to law, ulti-
mately leading to their own and the organization's downfall’” This centraliza-
tion of decision making may be the single most important specific concern
regarding the state of modern corporations. Increasingly, corporations across
America, including Minnescta, seem to be losing their autonomy to less under-
standing and sympathetic external forces, especlally the government, whose
proper place is not running businesses. .

Milton P. Kroll, 2 Washington, D.C. attorney, indicates that this situation
will only get worse.

The public perception of American corporations is at a very low,
point. They are not deemed to be sufficiently or effectively account
able for the economic, political, and social impact of thelr decisions.
That being the case, as this point of view has it, those interested in
the future of our corporations must soon take or support affirmative
and constructive steps that will provide greater accountability-more
effective monitoring of decisional processes-or run the risk that pos-

sibly excessive measures may eventually be taken by legislative bod-
ies reacting to the soclal expectations.®?

This problem seems to decrease with the size of the corporation. As we
traverse the continuum of corporate size, blocks of ownership get larger and
managing groups more secure, but nonmanagement shareholders have even
less frequent ‘opportunities to choose.'® In the close corporation, the share-
holders who are not officers become poor. relations of the managers, whom
they may treat quite well through considerations of family, friendship, and
decency, or very badly.!® We have all seen the plight of shareholders in close
corporations who have incurred the enmity of the managers and have virtually
- 1o recourse except to invest money they do not have in a hazardous lawsuit to
compel dividend payment or a ruinous dissolution.!®?

§7.  See supra text nccompanying notes 2747 (discussing evidence of present breakdowns in corporate law).
98. Id. .
99.  MiltonP. Eroll, Jntroduchon by the Chairman, in CoumenTARIES, supra note 4, at 30, 31.
100.  The Influence that shareholders have on governance through the dection of the members of the beard of directors may
nol all=vinte the problem of lack of accountabllity. Bobert Townsend, President of Avis, once offered management's view of dirertors
I've never heard 2 single suggestion from & director (made by & direclor 6f 2 board mesting) that pro-
duced any result ot all. Ostensibly the seat of power and responsibility, directors are usually the friends of
the chief executive pul there 10 keep him safely In office They meet once g month, gaze at (he fingnctal
window dressing (never at the operating Hgures by which T runs the business), listen to the
chief and his leam talk superficially about the state of the oparation, ask = couple of dutlful questions,

make: {oken suggestions (courleoutly recorded 2nd subsequently Ignored), and adjourn untll pext month,
Roserr Townsem, Up TEE Orcanrzation 49 (1970).

101, Conrad, supre note 74, af 4546,
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Even in those instances when shareholder approval is obtained by corpo-
rations, it is often done in a ritualistic, fictitious fashion. Ray Garrett, Jr., said:

A proposal being entertained by management that will ultimately
require the approval of shareholders is shaped from the very begin-
ning by that fact. Many proposals that simply do not stand up or look
very good when explained in writing for all the world to see are
quickly abandoned. While one can certainly find examples in which
shareholders seem to have approved a proposal against their own
best interests, on the whole I think it probably more accurate to say
that managements of widely held companies simply do not put to
their shareholders proposals that do not seem attractive to most rea-
sonable persons. If this is true and at least to the extent that it is
true, a requirement of shareholder approval can be an important
safeguard, which Is not disapproved by the high rate of success in
obtaining approval. It may be that our typical corporate law today
bases the requirement of shareholder approval too much upon for-

mal aspects rather than upon substance, and this might bear reexam-
ining.1%

Professor Adolph A. Berle and Professor Gardiner C. Means, back in the
1930s, attacked the vitality of democracy and shareholder approval in many

significant aspects of corporate governance and operations. They hypothesized

that corporate operation and governance and relationship between the corpo-
ration and outsiders are governed not by shareholders, but by management or

. other “centralized groups.”'* They claimed shareholders do not have the power

to limit the unbridled control of corporations or corporation management.!s

This point of view suggests that the government might have to intervene
in order to curtail unbridled use of power as part of corporate governance.
However, the net effect of this may create more problems than it would solve,
While unbridled director power may be checked, the careful monitoring and
other traditional duties performed by shareholders may be diluted or weak-
ened from disuse. Institutional investors would not perform the long-term
guardian role and may even distract or divert managers from sound long-term
profit building ventures, If smaller shareholders are released from their Tespon-
sibility to check director power by the government, they may not take up the
remainder of their duties,

Developments over the past decades have not improved the situation, and
democracy seems to be an even more distant goal than ever. It has been dem-
onstrated, for example, that institutional investors are not actively engaged in

102. M
103.  Garrelt, supra nole BZ, at 103,

104,  Besiz & Meaxs, supro note 73, at 73,
105, Jd
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corporation and democratic decisions for the most part. They are passive, yet
vigilant, and make their decisions in subtle ways by simply reinvesting else-
where after they review structured quantitative data!®¢ This disinvestment
results in a lower share value, so these decisions do provide a form of control
over management. Some argue that these investors should do more to ensure
that decisions are made democratically. The effect is somewhat analogous to
people simply deciding to Jeave the country rather than to participate to
improve and correct institutions. ,
As demonstrated abave, control of the corporation, especially the public
corporation, becomes vested and then may be exercised by those holding the
reigns of power with only superficial regard to the formalities of law or any
and all other sets of overriding principles. In many regards, a purpose of the
corporation becomes the preservation or even enhancement of the investiture.

D. Geography and Technology as Problems and as a Mode to Help
Identify Problems

Geographlcal and technological changes to the organization of civilization
have thelr own Intertwined impacts on corporate governance. These changes
present issues worth attempting to define and reconcile within the corporate
governance context. Some of the important multi-cultural aspects of corporate
governance have been noled above. However, the blurring of governmental
jurisdictions and corporations’ weakened geographical ties have at least caused
a dlsilluslonment as to the social role of corporations, This, ultimately, poses a

problem for governance. James H. Lorie, Professor of Business at the University
of Chlcago, wrote:

Corporations sometlmes move manufacturing operations from one
place to another. Abandoning a locatlon creates unemployment-the
costs of which are obvious. The benefits, however, are also abvious
though less visible. Empioyment will be created a the new location.
Among the presumed advantages of the move s increased efficiency,
which is beneficial to prospectlve customers and to shareholders.'®

Thus, Professor Lorle believes that corporate moves clearly benefits soci-
ety as a whole.!® Accordingly, Lorie states, “The move would be undertaken to
produce profit, which is the measure of the value to society of an economic

106, Pamels A Ylehakis recently commented that:
Insitutlonal Invesiors have tradhtbonally found It difficult to ect as owners. Diverse portfolios, Indexing
and conflicts of Lnterest between an Institution’s role as fiduckary and Its roke as an owner have been |
clied 23 reasons why Instiutions do not elweys communleate thelr vi=ws to the corporations they own.
When Instiytons heve chosen to communicate, they have not always done so elfeclively, Many of the
exrly efforts by setbvist Instltutions wese symbollz expressions of frustration.
Pamela A Vishakls, Directors Under the Spotlight: Corporate Gowrnance Updats; st 495 (PLI Corp. Law & Practice Cousse Hand-
book Series for the 27th Anrmal Instituie of Securities Regulxtion, Nov, 1995). E
107. Lorie, supra nole 23, af 53,
108. Jd.
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activity. Social responsibility, therefore, consists in maximizing profits.”1

E. Poor, Eroding, Vague, and Significantly Too Low Standards for Cor-

poration Care and Accountability of Officers and Directors; Potential

Erosion of Criminal Law or Constructive External Governmental Con-
' trofs

The standards governing corporate care and management have been
strongly criticized as being vague, misleading, and poorly developed. Commen-
tators indicate that these standards have now reached a juncture of operability
and discernability too low to be functional. The standards may even be so low
as to encourage corporate mismanagement and abuse of a corporation’s inter-
nal and external constituencles.

Professor Marvin A. Chirelstein has suggested in this regard that “[t]he
problems are complicated, and in most instances the best solutions lie beyond
the competence of courts acting under a vague and gerieral standard of fidu-
ciary duty . . . . What is needed, therefore, is detailed and specific legislation
based on an analysis of recurring problems,"'°

Stanley A. Kaplan, a former Professor at the Unlversity of Chicago Law
School and respected Chicago corporate practitioner, has’stated:

I also feel, however, that the fiduciary obligation is too broad, too
elusive, and too amorphous a concept to serve its function at the
optimum unless we attempt to put some content in if. Realistically,
the fiduciary principle is a generality in search of a specificity in
content. Consideration should be given to the wisdom of expressing
some aspects of that content in express and narrow terms to the
extent that it is feasible, Without adequate definition or comprehen-
sive job description, the roving nature of the fiduciary principle is
made to carry too much baggage. Indeed a case can’be made that an
overemphasis upon the efficacy of fiduciary principle as an almost
exclusive corrective in the corporate field may divert attention from
other structural changes, procedural controls or other machinery
which might serve as a substitute in achieving corporate benefit.""!

5. Samuel Arsht, a leading Delaware corporate practitioner, also commented. on

109. Id. -

110.  ComueiTARES, supra nole 4, 2t 13 (quotlng Speech by Marvin A Chirdsieln, Legislative Solutions for Fiduciary Prob-
ferms, Augzica ExTeaprise INSTITUTE (June 1976)); see also PUNCIPLES, supra nole 5, § 4.01 reporfe’s nole 16 (discussing (he problems
created by Joose Judicial language o5 1o the pplicable tulpability standard).

" 111.  Stanley A. Kaphan, Pair Treafment of Sharehoiders, in COMMBNTARIES, suprz pote 4, a1 215, 218 Professor Eaphan also
staled: .

The Aductary dutles of majority shareholders are even more complex end uncertain. Pulling eside the

problem of deflning 8 majorily shareholder, the genecal Impression at Lhe present Ume fs thal 8 majority

thareholder owes 2 [ductary futy  the minority sharcholder. Most courts and Stale statules defing the

duty as one of fatrness. The cause of clardty was not advanced when the vague term *Rimess® was subsik

tuted for the lecom “(duckery.” -

id. 51 221 (footnotes omitied).
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this same issue;

Let me first discuss briefly the standard of care. That standard,
derived from the law of trusts, is established for the most part by the
common law. Overshadowing specific powers and duties vested in
directors by the Delaware corporation statute, a long and unchal-
lenged line of Delaware cases makes clear that the primary duty of a
director 1s, as a fiduciary, to deal directly and justly with the
entrusted assets of the interest of the corporation. Delaware cases
xtend that duty to officers and controlling shareholders as well!?

One problem with fiduciary duties is that federal courts have ‘systemati-
cally retreated from attempting to define fiduciary dutles, thereby deferring to
the state courts. However, as Lowell E. Sachnoff, a leading Chicago corporate

practitioner, has observed, the state laws and the state courts have not filled
the gap: ’

The simple fact is that the states have not done their job of protect-
ing shareholder interests. Whether or not there is a ‘race to the bot-
tom,’ no one can seriously contest the fact that state laws do not
adequately protect shareholders from overreaching and subtle forms
of greed and rapaciousness. State court opinions have been patch-
work and quixotic. A good example is how Delaware undercut Singer

v. Magnavox by the decision in Tanzer v. International General
Indusiries, Inc '3

There is some question whether any rule can provide guidance to be proactive
rather than reactive with respect to corporate wrongdoing.

Another commonly used standard is the standard of due care, which, like
the fiduciary standard, is based on common law. The standard of due care is
now incorporated in most state statutes, especially those mirroring Model Busi
ness Corporation Act.'™ As with the fiduclary standard, very liltle guidance is
provided by the statutory language, leaving only the guidance provided by dis-
jointed and patchwork common law doctrines. On this issue, Arsht has said:

The standard of due care, as declared by the Delaware Supreme
Court in Graham v. Allis-Chalmers Mfg. Co., is that a director or

112. & Sumuel Arsht, In Staunch Defenss of Delawars, in CoMNMENTARIES, supra nole 4, at 238, 239 {clting Warshaw v. Cal-
houn, 221 A2d 487 (Del 1966); Sterling . Mayflower Hotel Corp, 93 A.2d 107 (Del. 1952); Johnston v, Greene, 121 A2d 919 (Del
1944); Guth v. Loft, 5 A.2d 503 (Del 1939); Eeenan v, Eshleman, 2 A.2d 904 (Del. 1938); FPetty v, Pennlech Papers, Inc, 347 A2d 140
(Del Ch 1575); Condec v. Lankenhelmes; 230 4.2d 769 (Del Ch 1967); Yasick v, Wachtel, 17 A2d 309 (Del Ch 1941); BewesTL Four,
TEE DEAVAZE GENERAL CORPORATION LAV 76 (1972)).

113.  Lowell 5. Sachnoff, Ths Present System Doss Nof Prevan! Largs-Scale Fravd, in CoMMENTARIES, Supro pole 4, at 230, 233

(dliing Stnger v. Megnavox, 380 A.2d 969 (Del 1977); Tanzer v, Internationa] Gen Indus,, Inc, 379 A.2d 1121 (Del 1977)).
114 Ses MopaL Buswess Coep. Act § BAZ (1984),
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officer must take such care as an ordinarily prudent person in 2 like
position would use under similar circumstances. The standard Is sup-
plemented by statutory provisions, such as those permitting good
faith reliance on corporate books and records, reports of officers,
and independent public accountants. Such reliance, however, is qual-
ified by a good faith standards, which means that a person may not
rely in such sources if he is aware of facts or circumstances suggest-
ing either that the source is unreliable or that further inquiry is
needed before placing reliance on such a source."s

A third commonly used rule is the business judgment rule. Among the var-
ious state court decislons and statutes, there are also problems with defining
the business judgment rule. According to Stanley Kaplan:

I think the business judgment rule is due for an overhaul in order to
ensure that business judgment is reasonably exercised and that the
parties attempt (o get the facts on which a business judgment can
reasonably be made. Ts every decision that a board of directors
makes within the category of decislons protected by the business
judgment rule? Or should only those business judgments that are
arrived at in accordance with adequate standards be protected? In
Kaplan v. Centrex Corp. the Delaware Chancery Court took the posi-
tion that before a decision would be protected under the business
judgment rule, there had to be some showing that the parties mak-
ing that judgment had really focused on the question rather than
come to an ill-considered hasty conclusion. That raises the question
of whether there must be adequate inquiry and some reasonable

basis for reaching a particular conclusion if the business judgment
rule is to apply ... .1¢ '

With the business judgment rule, it is uncertain whether application of the rule
presupposes or does not presuppose the exercise of due care.

Statutory concepts of accountability have been eroding quite rapidly over
the past several years. As indicated above, Professor Cary, joined by public crit-

115, Arshi, supra note 112, at 239 (dtatlons omitted); soe akso Introductory Nots to PRINCIPIZS, suprg Role 5, at 178, which
provides: .

Historfeally, courts have not applied duty of care standards harshly. Judges have recogalzed the dangers

Inherent In making posi hot fudgments sboul the care exervised by directors and offiters and have

allowed them contidersble Jeewry. Relaiively few cases have jmposed p i ability for dameg
i Nevertheless, since 1985, more than 35 states have udopted Iegishtion aimed at reducing or diminating the rxposure of directors
(end, In £ few Instances, of officers) to personal liability for monetary damsges for certsin kinds of violation of the duty of care. Sor
i, § 7.19 reporier's nole 6,

116, Eaplan, supra note 111, at 221-22 {clting Eaplan v. Centex Corp., 281 A2d 119 (Del. Ch, 1971)). Professor Schartz has

staled:

{TThe business judgment rule In effest says thal courts will not Impase Labllity on directors because they
made an Incorrect declsion. Critiss do ol argue In favor of maklng directors Insurers or even In fevor of
producing markedly dilferent results, but express concern Uhat the business judgment rule 1s too quickly

applied and that thereby Il encournges 100 Jow a standard of behavior,
CoMMENTARIES, Spra note 4, ar 210.
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ics such as Ralph Nader and Mark Green, who desire to go further, has com-
mented that there is a race to the bottom with respect to state statutes
attempting to accommodate management of corporations who desire not to be
inhibited in any respect. States are competing, many assert, to provide a habi
tat for ill-governance while there are significant pressures on a federal level
and in the prosecutorial realm to deter these behaviors. There is a set of mixed
signals and a dichotomy in American law on the federal and state level in this
regard. While internal standards of corporate governance are confusing, there
are also mixed signals in external standards guiding corporations, all adding
potentially to a state of lawlessness,

The lack of policy and planning in the development of corporate law, dis-
cussed above, suggests that external standards for corporate governance cannot
be decided until the public policy debate is somewhat setiled. This Iack of pub-
lic debate is not the only challenge facing the use of external standards, how-
ever, :

All indications suggest that external governance standards are no less
complex, confusing, or ineffective than internal governance standards -and
rules. Public policy formulators are increasingly challenged to obtain adher-
ence by Americans in all spheres of legal regulation. An article on this subject
appeared in the Wall Streef Journal. The authors claimed: '

We are a nation of lawbreakers.

E

We exaggerate tax-deductible expenses, lie to customs officlals, bet
on card games and sports events, disregard jury notices, drive while
intoxicated-and hire illegal child-care workers.

Janet Reno wouldn't have been in the position to be confirmed unan-
imously as attorney general . . . if Zoe Baird had obeyed the much-
flouted immigration and tax laws. But the crime of the moment
 could have been something else, and next time it probably will be.1"?

Professor Beveridge has indicated that this sense of lawlessness applies equally
to the corporate world:

Principles of Corporate Governance has a vision of the corporate
world that is a vision of uniform compliance with law, although
allowances are made for instances where laws are unenforced,

117.  Stephen J, Adler & Wade Lambert, Common Créminals, Just About Bveryons Violtas Some Laws, Even Model Cifizens,
WarL 7. ], Mar. 12,1993, at 1. The acticle Further provides:
One reason for so mmch lawbreaking, criminologists sy, Is that there are so many laws, with new ones
belng ndded every year A siaie's siatutes, Incloding regulatlons of businesses, can fill 40 vohmes or
more. Stale crimingl codes average about 1,000 pages each. And on top of the stale (omes sl the US

lews: Federal eriminal provisions All some 800 pages. Town and dity ordinances edd fo the Lst
Id,
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ambiguous or invalid, or rightly regarded as a cost of doing business.”
This 1s not a vision of the real world, where the norm of general
compliance with law is an aspirational one rather than a realistic
one, The United States is a nation with a superabundance of laws:
laws that have been forgotien, laws that are rarely or selectively
enforced, laws that no one understands, and laws that are regarded
by everyone as more of a nuisance than a moral command. We are
constantly reminded of this state of affairs when our moral, political,
business, professional, religious, educational, judicial and other lead-
ers are found to have the same weaknesses 2s society at large with
respect to income tax compliance, use of controlled substances,
employment of undocumented aliens or unconventional sexual pref-
erences. The situation is exacerbated by the contention of law
enforcement personnel that criminal conviction should not require
proof ‘of intent to violate the law, a very problematic notion that
greatly confuses the moral and legal issues.!®

Corporate governors are subject to several internal rules and regulations
such as fiduciary duties to shareholders, the standard of due care, and the busi-
ness judgment rule. When these internal checks and balances fzil to produce
legal as well as fair and equitable results, the behavior of corporate governors
is regulated by external rules as well. Reality poses problems for both internal

as well as external factors even though public policy demands compliance with
these standards.

F. Lack of Quantitative and Social Science Input Into Corporate Law
and Lack of Data and Tools for Approaching Corporate Problems of
Internal or External Corporate Governance

The twentieth century is an age when mathematics and technological
advances have been applied successfully to social and economic issues. Only
limited inroads have been made employing the same advances to the law, par-
ticularly corporate law!” Decislonmaking in contemporary American corpo-
rate law is still highly subjective and based on anecdotal evidence, precedent,
and the over-employment of legal fictions. When normal legal processes,

11B.  Beveridge, supra nole 31, a1 77677 (foolnotes omitted). 11 i Interesting that Professor Beverkige cltes @ Sunday Blue
Law which has not been enforeed for many years and does not recelve commiunity support &, 2t 735 n42 This Is the (ype of kaw that
cun be kegitimately viokled withoul depariing from the prindple corporate governince porm of complisnce with the lew, This exem-
ple "Lnvites evaslon or avoldimee [of the law], corraption of public mthorttizs, ind Intonsistent enforcement [of the Law}® Jd.

119.  Certainly there are emplrical and quantiiative works In the corporate law sret. For the most part, howeves, they are rel-
atlvely scarce, hard to locate, not keyed 14 to or direcled st major lxsucs, not in wser frisndly format, dated, or lack 8 Sandardized
methodology and universally recogatied controls They sre still good beginnings, but there s a very long way Io go, Se¢ ank] R. Fis-
chel & Michael Bradley, Tha Role of Lisbilily Rules and the Darivativs Salt in Corporate Law: A Theorsbical and Bmpirical Analysis,
71 CoxneL L. Bav. 261 (19B6); Roberie Romano, Corporaly Governance fn B Aftermath of ur Insurance Crisis, 39 Ruaey L. 1155
(1990}, Roberta Romeno, The Shareholder Sull: Litigation Without Foundation’, 7 JL EcoK. & Ong. 55, 61 (19913 John €. Coffes, Jr.
The Unfaithful Champlon: The Plaint|(f as Moniter in Sharvholder Liligation, 4B Lav & Coxteub. Proes. 5, 26-33 (1985); Bryaat G,
Garth el &b, Smpircal Reseorch ond the Sharcholders' Derivative Suil: Toword & Better Informed Debatz, 48 Lav & Coerrer.

Prazs. 137, 146 (1985, Janet Cooper Alexznder, Do the Merils Mattor? A Study of Settlemants in Securities Class Actlons, 43 Stax L
BEv. 497, 500 (1991).
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heavily grounded in deductive rather than inductive reasoning, are unable to
absorb social pressures, resort is often made to legislative or executive inter-
vention. This resort to mechanisms outside of corporate law upsets not only
the equilibrium and internal integrity of the capitalistic system, but also the
governmental process itself. The subjects of governmental regulation find it
increasingly incumbent upon them to influence the. governmental processes
which regulate them; such lobbying efforts are often unknown to shareholders
and directors, as well as the public electorate. o

At some Midwestern universities, social science technique has developed
an increased applicability to public policy decisionmaking over the past few
decades. Very llttle, if any, of the technique has been applied to judicial
decisionmaking, which, ironically, is one area where the real, tangible world
converges with intangible concepts and Ideas. Basic quantitative data in this
area are either nonexistent, largely unknown, not easily accessible, or very
incomplete.”® Without accessible, consistent, and reliable data, it is difficult for
decision-makers to act responsibly. The mathematical determinations, even sim-
ple correlation analysis, have not been ventured, perhaps because lawyers and
policymakers are simply afraid of numbers or are ill-equipped to deal with con-
ceptual approaches and numbers together.

Parliamentary approaches, based largely on the appesrance of knowl-
edge, quick-thinking, and deductive reasoning, dominate most of the legislative
debate and executive discussion. These approaches similarly dominate the
development of rules in judicial opinions affecting corporations. As indicated,
legal scholarship and law schools seem to be slow and hesttant in adopting and
integrating into their disclplines any significant statistical or social science
techniques. The realm of debate and the scope of the discussions within the
journals and in classrooms is not significantly different than it was one hun-
dred years ago and remalns in an inslpid stage, as previously discussed.

Professor James H. Lorie of the University of Chicago suggests that, with-
out hard quantitative evidence, it is difficult or impossible to even discuss cor-
poration law issues..For example, Professor Lorie has staled, on the issue of
corporate governance; ‘

[Sltockholders can protect themselves as well as impose a sanction
0N management by not investing or by disinvesting . . . . Professor
Cary [in his article] suggests that corporation statutes are devised to
be attractive to corporate managers and that the result is somehow
disadvantageous to investors, I would argue that corporation statutes
that give great freedom to managers are more attractive to investors

120.  The number of close corporatlons es opposed to publictyraded torporations, the varions rategories of corporate assets,
shareholder numbers within publicly-treded corporaiions, and so on, hitve not been widely, thoroughly, or systematically quantified
The nature of corporste democracy zaserted by Institutional iwstors has ot been carefully or eonclusively measured. The number
and proportion of corperatlons committing vioktlons of important federsl statutes has not been determined. Data regarding the
aggregale amount of corpormte funds wilfully laken or converted by corporate managers o the detriment of shareholders and credl-
tors has 0ol been acoumulated, wnd the positlons of the wrongdoers and Lhe nature of their acts have not been Investigzied,
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than statutes that require managers to have frequent recourse to the
stockholders or boards of outside directors . . . . Undoubtedly, Profes-
sor Cary would argue to the contrary, Neither of us has any evi-
dence. In order to shed light on the issue, Professor Kaplan has
suggested a study of the behavior of stock prices of corporations that
have moved their charters from California and [llinois, states with
the most restrictive corporation statutes, to Delaware, a state that
certainly is among the least restrictive.'?! : '

The nature, the degree, and the trends in any imbalances which exist in
the current structure of corporate governance and the broader realm of corpo-
rate law can hardly be responsibly addressed unless and until some of their
basic attributes are measured and monitored.'”* The techniques for doing just

this are available but appear largely to remain foreign to the process by which
corporate law now develops.1%

G. Intellectual and Public Policy Gridlocks or Constraints of Instifu-
tions Otherwise Able fo Respond

A problem, as suggested in the immediately preceding section and else-
where, has been that available public policy information and data is largely
anecdotal, conjectural, hypothetical, and representative of old-line social sci-
ence, and has created an impasse for decisionmaking. Much of the intellectual
or legal means of addressing this, even those on the cutting edge in legal schol-
arship which has developed over the past decade, are still at the embryonic
stages of locating hypotheses for further proof and are still very much deriva-
tive. The technigues for substantially more responsible declsionmaking are
available, but appear largely to remain foreign to the process in which corpo-
rate law develops.

Unfortunately, it is not only corporate policy makers and those affecting
corporate policy directly, such as the courts and legislatures; that use outdated
anecdotal approaches. The same can also be said of portions of the academic
community and members of the bar. Sadly, the resulting gridlock takes on two
characteristics: 1) on fundamental issues, there is disagreement as to whether,
indeed, there are issues or problems and how they should be addressed; and 2)
major institutions that would be capable of addressing them have not been
effectively engaged in the process. ;

The problem may be directly related to the lack of reliable data and
research methodology. That is, the gridlock is perhaps a manifestation of irrele-
vant and dysfunctional methodologies. However, gridlock is, in itself, a problem

121.  Lorle, supra pote 23, af 57.
122 While buslness schools, Including notably the Universlty of Chicago, have sdopizd quantiistive methodologles for ansly-
sts of corporation behavior, Law schools have rerely adopled quantitative mathodologles for elther research or jeac

123.  Louls Lowensteln, Financlal Transparency and Carporats Gavernance: You Monage What You Measurs, 96 Count. L
REY. 1335, 136162 (1996).

HeinOnline -- 20 Hamline L. Rev, 293 1996-1397



294 HAMLINE LAW REVIEW [Vol. 20

that results in conflict on some mainstream issues. The followlng sections
present some such issues.

1. Intellectual and Public Policy Gridfocks

a. Corporate Democracy as a Worthy Goal

Many Important commentators and other figures have considered corpo-
rate democracy and more immediate shareholder sovereignty as a critical,
important, and necessary attribute. This concept is sometimes referred to as
“legitimacy.”* Others have discarded legitimacy, not only as a legal fiction, but
as an unnecessary legal fiction and claimed that corporate democracy is not
important. The legitimacy concept is roughly related to theories advanced by
John Locke and later reflected in such documents as the Declaration of Inde-
pendence. Essentlally this philosophy states that governance and government
In any context are legitimate only to the extent that power is derived from the
consent of the governed after they are provided with sufficient information.

One critical attack on the legitimacy theory Is set forth by Alfred . Con-
rad, Professor at the University of Michigan Law School. Professor Conrad has

questioned the inference that whatever is not legitimate must automatically be
illegitimate or unwise, He writes:

This inference, however, suggests the question whether the demo-
cratlc postulate applies 1o all organizations which, in contrast to gov-
ernments, are essentially voluntary. If AT&T is illegitimate because
its governors are not chosen by the governed, what would be said
about the Roman Catholic Church, Harvard University, and perhaps
even The American Law Institute?'?

Professor Conrad's view is that there is already built-in selfgoverning, self-
equilibrating mechanisms in corporations and certainly not a need for greater
shareholder control.'# Shareholders have absolute control through their ability
to disinvest.!¥

Professor James H. Lorie of the Graduate School of Business of the Univer-

sity of Chicago has also offered criticlsm regarding democracy as a necessary
postulate for corporate rulemaking:

My view of corporate government leads me to a different conclusion.
The literature on the subject that has come to my attention neglects
several important things. First, there is inadequate recognition.of the

124, S5v Jares WILAED HUEST, LEGITIMAGY OF THE BUSINESS CORPORATION IH TEZ LAY oF TEE UNITED STaTES, 17801970 (1977).
125, Conrad, supra nole 74, af 46,

126, fd

127. I
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near identity of the interests of corporate management and corpo-
rate stockholders as well as the effectiveness of the sanction which
stockholders can impose on management by fafling fo invest or by
disinvesting. The interest of stockholders is to enjoy a high rate of
return on their investments, most of which comes from capital appre-
clation. Managers, too, have a keen Interest in having the price of the
stock of the corporation that they manage go up. Typically, the com-
pensatlon of managers is importantly influenced by the corpora-
tion's profitability and by the price of the corporation's stock.
Managers are often large holders of the stock.of corporations that
they manage; they frequently hold stock options; they sometimes par-
ticipate in phantom stock schemes of compensation; and their
bonuses are often associated with corporate profitability. Further,
the tenure of management is jeopardized by poor profitability and
declining stock prices.!?®

Supporting the criticism of corporate democracy and reflecting the dead-
lock is the fact that other Industrial nations, such as Japan, do not utilize dem-
ocratic corporate governance schemes. Harold Marsh, Jr., an established Los
Angeles practitioner, stated: “[W)hatever advantages the Japanese may pres-
ently have over us, which are fairly evident in certain areas of industrial pro-
duction, those advantages clearly were not achieved through an excess of
corporate democracy.”'® :

Indeed, Professor Bdward B. Rock has indicated that the takeover era of
the 1980s, extending into the present decade, reflected a shift from legal and
institutional mechanisms of corporate governance and control over manage-
ment discretion, to market mechanisms for such control.13® Professor Rock has
indicated that “[w]hile academists disagreed on the details, they shared a com-
mon and fundamental belief that the market for corporate control was the sin-
gle most important constraint on corporate management and that the law
should be striving to maximize its effectiveness.”’! Professor Rock then chronl-
cles what may be deemed a movement away from the economic market-based
approach of academic corporate law, and indicates that the view that “the frag-
mentation . . . and traditional passivity of American shareholders [related to ,
abuses by corporate management] was nof the inevitable result of economic
growth, but was rather the result of political choices.”2 .

This intellectual debate is partially based on hypotheses as well a5 the
most primitive social science approaches and quantitative techniques. No new
truths or near truths have been proven or even substantially confirmed.’ The
debate, as chronicled by Professor Rock, seems to have the net effect of produc-

128, lorie, supra note 23, at 56 (emphasts added),

129.  Harold Marsh, Je, [/ It Ain¥ Broks, Don't Fix It", in CoMMENTARIE, supra ool 4, at 293, 308,
130.  Rock, suprz note 60, at 374.

131. M

132 Jd. 1 376 (emphasts added),
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ing a gridlock.

b. The Purpose of the Corporation in Society

Another problem arising out of the apparent gridlock caused by feuding
methodologies is the definition of the purpose of the corporation in society.
With respect to the socletal purpose of the corporation, Professor Milton Fried-
man states, “There is one and only one social responsibility of business-to use
the resources and engage in activities designed to increase its profit so long as
it stays within the rules of the game, which is to say, engages in open and free.
competition'¥ without deception or fraud.”*

In contrast to this, Professor Neil W. Chamberlain demands that corporate

governors {ake on a more soclally responsible and positive role in their commu-
nities. '

[O]nce we recognize the management of a large corporation today is
as much a political office as an economic function, the lack of stan-
dards would cease to surprise us and should worry us less. To what
standards of social responsibility can we hold any political office

holder, the mayor of a city, the governor of a state, the president of a
nation?. . .,

These two separate ideas about the true role of the corporation are not
easily reconciled. The conflict between commentators also adds to the gridlock
preventing corporation law from developing beyond its present borders.

c. The Concern of Whether Corporation Standards Are Being Watered
Down In a Race Among States to “The Bottom”

The issue of whether there is a watering down of standards or 2 lessening -
of corporate statutory sanctions also adds to and results from the academic as
well as practical gridlock surrounding corporate law. The commentary in this
regard need not be repeated here but might be summarized in this remark by
Dean Bayless Manning: “Professor Cary points out with some asperity that

133.  The concept of competltion seems |o be Invested with g paradox. The essence of enterprise 1s that every avallzhle
edvantage IS to be galned and taken. As the distinetlons grow, consumers are presenled with chokces which both enhance the valne
they might recelve for heir money and decrease the choices of prices lo pay for recelving  particular value, This paradax means that
the enlerprise might receive  premium price simply for belng different, rather than belng better:

Galning advanizges and taking them produces direct costs for the enterprise. However, the advantzge may be that the
enterprise has found ways In the market which allow [t 1o transfer some of Iis costs to others. Such & ramsfer ks lrghlimate (o the
degree It is based on & falr bargaln between the pacties. If the transfer Is o @ communlly or soclety, striking Lhe batgain becomes
political g5 well 23 economic. Fortunately or not, the body pollts Is ot so consimined with regard to changing Ms mind 25 1o & bar
galn and may choose to change what )t changes, afier the fact

Every buslness enderprise 1s & guest of Iis communlty and subject to irs whims as 1o how cosis are 1o be borne between the
two. Economic declsions based on cost aBacations mmust bear in mind the political process within the communily which s setting the
allocation. Cammunites contnue lo rethink the allocations of cost gssoctated with thelr herltsge, Inchiding primitive waste dispasal
methods, stavery, and subsequent raclal discriminailon, snd the need for  sockal net to provide necessaries for the members who-can
no longer obtain adequate food, shelter, or health care. These coxts are nelther trivis] nor avoidable '

134 Mrcron Farmus, CapraLisi AND Feeepon 133 (1962).

135. Nell W. Chambeskaln, Tho Greening of the Boand Room: Reflsctions on Corporsts Responsibifity, 10 Cots. |1 & Soc.
Prans. 15, 3637 (1973 nea gensrully NeL W. CEAMBERLAIN, THE LIMITS OF CozPORATE RESPONSBILITY {1973).
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many members of the Delaware judiciary came out of corporate practice. To my
mind that is an enormous advantage." In other words, it appears that it may
not necessarily even be a race to the bottom as those states which have permis-
sive statutes, 25 some commentators insist, also have a strong and knowledge-

able judiciary and body of case law which balances out the statutory
deficiencies,

d. The Debate Over Fiduciary Duties

The intense debate over fiduciary duties-what they are, what they should
be, and whether they are being observed-signifies another area of gridlock.
According to Dean Bayless Manning:

As for the claim that Delaware’s courts have little compassion for
minority shareholders and underestimate the importance of high
fiduciary standards for corporate management, it must be said that
no demonstration to that effect has been made. And no evidence has
_been adduced to show that shareholders or the tre'asuriespf Dela-
ware companies have been visited by disaster as a result of misbe-
havior condoned by that state’s judges.!?

This view lies in stark contrast to the views of Professor Marvin A, Chire-
Istein who sald: “The problems are complicated, and in most instances the best
solutions lie beyond the competence of courts acting under a vague and gen-
eral standard of fiduciary duty . . .. What is needed, therefore, is detailed and
specific legislation based on an analysis of recurring problems.”'s®
- These two quotations represent polar opposite opinions. Again, corpora-
tion law cannot develop further within the confines of a system that is affected
by such a gridlock in views.

e, The Need for Checks and Balances

Another major issue that contributes to the academic and practical grid-
lock facing corporation law also has two diverging opinions. On the need for
checks and balances or countervailing forces, there are many who assert that
external forces provide sufficlent equilibrium.'® Professor James H. Lorie iden-
tifies several external forces that influence corporate managers. “In sum, those
who argue that managers exercise power without effective checks overlook the
following: (1) Competition in the markets for the corporations’ goods and ser-
vices; (2) Labor unions; (3) Federal, state, and local laws of astonishing variety;

136, Manning, supra note 70, &t 118,
137. Jd a2 115,

138. Speech by Marvin A Chirelsteln, Lagv.rmna ‘Solutions for Fiduciary Problems, AMEncan ExTezpaise INsTTUTE (Juns

1976).
139.  These commentatoss also debale whether corporals govermanee Is even a legltimate concern for debate glven the exter-
nal forces that regulate the behavior of management.
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(4) Derivative and class action suits; and (5) Disclosure requirements.”4® Rich-
ard J. Farrell, Vice President in charge of the Legal Department for the Standard
* 0il Company, agrees with Professor Lorie. Farrell states:

I categorically reject the notion that these corporations [which are
suggested to be minning amok and therefore in need of reform] are,
on the whole, poorly managed. [ know personally too many intelli
gent, dedicated, and honest board members to accept the notion that
directors always act at the whim of their chairman without indepen-
dent thought. I know too many good plaintiffs' lawyers to believe
that there is widespread undisclosed self dealing, corruption, or dis-
regard for shareholder interest, As to what is going on, Professor
Vagts has correctly noted the growth of outside directors and audit
committees. These trends have developed from within the business
community.'4!

This essay has provided an overview of the problems and breakdowns fac-
ing corporation law. Public opinion towards corporate governors has steadily
retreated, and many consumers have expressed dissatisfaction with corporate
products and marketing practices.'2 Even more distressing is the number of
criminal investigations and civil complaints that have been made against direc-
tors or other corporate insiders. This author does not suggest that even 2
majority of corporate governors make unscrupulous, illegal, or questionable
decisions. However, the public has voiced some doubt as to the honesty and
responsibility of corporate governors,

While these two divergent viewpoints do not rely so much on commenta-
tors with different philosophies, they do represent a conflict in the discussion
of the need for checks and balances in corporate decistonmaking procedures.

This conflict represents just one more cause of the gridlock surrounding corpo-
ration law.

f. The issue of Independent Directors

On an issue perceived by many as critical-the role of independent legal
actions against corporations or their directors-there also seems to be grid-

lock.™ On one side of the conflict, Professor john F. Lubin of the Wharton
Schaol of Business, has stated:

He who claims an injury has more and more sought relief by bring-

140.  Lorie, supra nole 23, ot 58.
141, Richard }. Rerrell, Corporations are Almeady Overgovernsd, fn CORMENTAMIES, suprd pote 4, at 188, 185 (emphasis

UL 5w supra note 27 and accompanying text.
143, Ser supro notes 3244 and accompanying text.
144, Thit Issue also calls Into question the value of any oversight role for the judlete] system. )
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ing an action against the board of directors. Are such actions fair,
however, to the members of the board (particularly the outside direc-
tors) who are honestly trying to exercise their best business Judg-
ment and to meet their fiductary responsibility to the shareholders?
Moreover, will such actions cause the quality of boards to inevitably
decline, or will boards increasingly bring all potentially “dangerous”
matters directly to shareholders, thus minimizing their risk but prob-
ably making for ponderous and inefficient management?4s

In today’s world, many advise against serving as a board member, whether as
an independent director or not, because such a position creates a risk for per-
sonal liability. - ‘

In an article regarding the effectiveness of outside directors as corporate
governance mechanisms, Laura Lin has indicated that:

Despite this important too] that the law and reformers have assigned
to outside directors, substantial disagreements remain regarding
whether outside directors are effective monitors. Currently there are
two opposing schools of thought. According to the managerial hege-
mony theory (drawn from organization and management sclence lit
erature), management may support regardless of its composition.
Contrary to the foregoing, the “effective” monitor: theory (drawn
from financial economics), argues that outside directors are motj-
valed to protect shareholders’ interests because of their desire to
protect their reputation capital as “experts in decision control "4’

Just as with the other issues, the divergent opinions, represent algridlockb
in the development of corporate law. The true value of independent directors

has not been quantitatively investigated and the two schools of thought appear
to remain diametrically opposed. -

2. Constraints of Institutions Otherwise Able to Respond

The foregoing issues only provide a very brief sampling of 2 some issues
that are currently generating debate within the legal profession and the busi-
ness community. The inability of this profession to resolve the gridlock on its
own may interfere with, or decrease the effectiveness of; any material efforts
for change within the corporate legal community. This may ultimately lead to
change that is motivated, and perhaps determined, by outsiders such as the
public at large or the government. '

Private non-governmental institutions that are in a: position to respond

145. Lubln, supra note 79, ot 86-B7.

146, Laurs Lin, The Effectiveness of Outside Directors [s A Corporate Governance Mechanism: Thaories in Eeidance, 90
Ne. U. L Rev. 898, 901-02 (1996)
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and could be expected 1o respond have not effectively done so. These Institu- .
tions include lawyers' professional associations and the stock exchanges. In’

other professions or industries, these groups would normally be considered the

most likely to identify problems and advocate solutions. This situation is

reflected by Professor Donald E. Schwartz in his conclusion:

[Olne conclusion that drew the strongest, most broadly based sup-
port was that a real need existed for 4 major study of the duties and
Habilitles of officers and directors of corporations and for the fur-
ther study of possible changes in the governance structure. Moreover,
it was the overwhelming consensus of all groups that this was 2 role
to be played by the American Law Institute 147 :

Importantly, even affer the comprehensive Symposiums-which were
somewhat akin to a Constitutional Convention-some assert that questionable
progress has been made. In 1978, Professor Herbert Wechsler, former Director
of the American Law Institute, attempted to summarize the predicament facing
corporation law practitioners and academics. He made these comments several
years after the Model Business Corporation Act was enacted in most states,
including Minnesota. Professor Wechsler said:

By this time Dr. Lewis, who was in his old age, had become very
bold. He now thought that the Institute should be concerned, not
only with the law that is but also with the law as it ought to be and,
as he put it, “as it will be.” Dr. Lewis felt strongly that the Institute
should undertake to develop something in the corporate field that
would be a projection for the future. By this time, he was on the
left, but the Council was solidly on the right, however, as it has
always been, and Lewis’ forward-looking view was not adopted . . . .

This is the third time that the idea has been before the Institute. |

think that there is, perhaps, more receptivity 1o it now than there
has ever been before 148

Finzlly, on March 31, 1992, after eleven tentative drafts, the American
Law Institute issued a quasi-Restatement of the law or a set of norms for attor-
neys and other corporation law principals that provided an excellent review
and summary of scholarship and case law in the corporate governance area.!4?
The words of Geoffrey C. Hazard, Jr., Professor of Law at Yale Law School and
Director of the American Law Institute at that time, aptly describes the

147. Donuld E. Schwartz, Intreduction io CoMmMaNTARIES, supra note 4, ot 3, 7.
148, Wechsler, suprs note 10, 2t 18 (emphasis added).
149, Ses gmorally Geoffrey C. Hazard, Je, Formward 1o Pricipizs, Sufrd note 5, af fr.
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expected response to and reception of this undertaking.

The work taken 2s 2 whole is a formidable treatment of a complex
subject that has many controversial aspects. Apart from its contribu-
tion to the law the draft is a contribution to legal scholarship in cor-
porate law and to the ecomomic and institutional analysis of
corporate governance. Comment directed to the project has ranged
from assertions that its formulations would work great legal change
harmful to corporate enterprise, 1o assertions that it would insulate
corporate directors from established legal responsibilities, to asser-
tions that its formulations have ylelded little change after much
effort. It seems not incautious to suggest that these assertions cannot
all be correct,!50 E-

- Dean Bayliss Manning has offered the following commentary on the pro-
cess that members of the American Law Institute used when creating the com-
prehensive regulatory work: '

All the more credit is owing to the President if one-discerns that, as
became increasingly apparent as the Project wore on, the parliamen-
tary deliberative processes of the ALI were ill-suited to cope with the
ever-growing Tome [the developing draft]. Those processes of open
town hall floor debate were splendidly democratic, open, and even-

handedly administered by the Chair,” So why the 'unkind term ill
suited.

As a generalization, during the floor debates on the Project at the
annual meetings, some 350 to 400 people were present, participat-
ing, and voting. That is hardly an optimum number to tackle the
delicate drafting of over 800 pages of complex regulations. While
there is no doubt of the aggregated outstanding professional quality
of the professors, judges, and practitioners that make up the mem-
bership of the ALL it was apparent throughout the fifteen years of
floor proceedings that only a minority of those present had a work-
ing famillarity with corporation law, and even fewer were
acquainted closely with the institutional functioning reality of corpo-
rate management and the boardroom.!s! ‘

The ALI experience may not have been the most efficient method of gathering

150 X,
151.  Mannlng, supre note B, al 1326:27. Dean Manning also described the declslonmuking process utlized by the ALL He
said, “The first posstble aptlon would be 16 debate the mecrodssys-whether to scrsp (he whole Profect (2 motion that was naver mede

or debated). The second possible opiion was 1o debate proposed minutias of drafiing-here and Lhere Inserting g ‘substantally or
changing & “will' to 2 ‘should’ or the blackletter text” [, a1 1527,
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knowledgeable people together to create a regulatory scheme. However, the
Principles were accepted by corporate practitioners and academics alike.

The ALI Is not the only public institution that has affected the rules regu-
‘lating corporate governors. Harold Marsh, Jr, a respected Los Angeles practitio-
ner, has recognized the very valid role that the New York Stock Exchange has
provided in enforcing basic shareholder rights and promoting the active super-

vision of management personnel by directors. Notwithstanding these minor
influences, the overall efforts have been unsuccessful:

The [stock] exchanges have shown an inability In some cases to
adopt rules over the opposition of the managements of the listed
companies, for example, in connection with the amendments to the
articles of incorporation relating 1o mergers or other acquisitions,
which count a person’s vote one way if he is a “good guy,” that is,
favored of management, and count his vote another way if he is a
“bad guy.” Presumably, this problem might be overcome by more
prodding from the Securities and Exchange Commission; and the
Commission could even order the adoption of certain rules. But then

we are really talking about SEC actlon and not action by the stock
exchanges as such.!s

Many Issues pose problems for corporation law practitioners and academ-
Ics to ponder. Due to the polar-opposite nature of opinions on most of these
issues, the decisionmaking process has reached an impasse. The legal profes-
slon and business community have failed to adequately respond to the chal-
lenges facing corporation law professionals, While the ALl demonstrated
concerted and steadfast effort, the process it adopted was relatively lengthy
and inefficlent. In addition, the New York Stock Exchange has attempted to
influence corporate governors but has met primarily with failure.

H. The Endemic Problems of Corporate America: the Perception of
Helplessness in Itself Is a Problem

Overall societal problems wind their way into corporation law and have
helped cause corporate irresponsibility. Corporatlons are just one manifesta-
tion of the general malaise affecting the nation; commentators relate that pub-
lic confidence in all institutions is “on edge” or distrustful. The underlying
theme of this work is that the problems of American corporations and society
at large and the resolutions of these problems are increasingly Interrelated and
interdependent,

On this subject, Milton P. Kroll wrote:

152, Mapsh, supra note 119, a1 304

HeinOnline -- 20 Hamline L. Rev. 302 1956-1997



261] PUBLIC POLICY DYNAMICS OF CORPORATION LAW 303

An overriding consideration, however, is that the American public
demands accouniability from all power sources in our society. The.
corporations are such a sonrce, The public perception of the Ameri-
can corporations is at a very low polnt. They are not deemed to be
sufficiently or effectively accountable for the economic, pelitical or
social impact of their decisions,'?

Government has Inherent lmits and can be used 2s a scapegoat in
response to all kinds of society’s problems. Corporations are also used as
scapegoats-by the government and the public. Dean Bayliss Manning indicates
a wide range of species of corporate critics.' His views in this regard are dis-
cussed in greater depth in the next section.

One criticism focuses on the primary function of corporations and its
effectiveness historically in this regard. Richard J. Farrell, former Vice President
for Law and Public Affairs of Standard Oil Company, stated:

People tend to lose sight of the fact that the large publicly held cor-
poration was not created to solve society’s ills-but rather to serve as
a means of accumulating enough capital to provide the facilities and
jobs needed to produce goods and services-our first and foremost
social responsibility. Corporate America does its primary job very
well and [adds] to the general well-being of the entire society. Gov-
ernment, education, church, and any other institution you care to
name has benefitted from the efficlency of our industrial base.!5

As previously indicated, others challenge this limited criterion for the
evaluation of the contribution of corporations, Constance Baker Mottley, United
States District Court Judge for the District of New York, has written:

There are good reasons for this [negative] corporate attitude, and it
Is not because corporate managers are insensitive to their communi-
ties. It is by now commeon knowledge in the corporate and economic
community that the operations of corporations result in *negative
externalities” to the community, that is, costs to the community,
which are not generally chargeable to the corporation. The most

i

153. Eroll, supra nole 99, at 31. Professor of Economics Peter H. Arenson i the Universlty of Misml has indicated thay the
public’s pereeption of corporile Amerlea muy not be valid,
It seems to me that the current criticim of the corporate sedlor hes nothing (o do with the fact that the
putattve culprits are organized In corporste form. There i5 nothing In corporateness thal genecates thess
kinds of problems. There are In the Sovict Union examples of polhution far grester than anything that we
heve known in the Unlted States We have cases of bribery and frand, or whatever other form of Hiegal
activity Lhat Is supposed o be the special provinee of corparations, and yel we know rhat the corporzle
managet cannod retaln the residuels from such activily, unllke an orgenlzation that is formed g 8 part-
nership or sole proprietorship.
Aramon, suprd pote 62, at B1.
154, Seo Baviess MaNsinG, CORPOTATIONS AT THE CROSSEOADS GOVERMANCE AHD REFORM 9—36 {Denott ed,, 1579),
155, Farrell, supro note 141, 21191,
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obvious is polhution. In addition, our society has recently placed new
and renewed emphasis on certain goals, such as the elimination of
employment discrimination on zccount of race, sex, and age. Corpo-
rations cannot be expected to further these goals on their own,
espectally if these goals conflict with the pursuit of profit 1%

These two approaches to the question of how well the corporation is fill-
Ing its role need to be reconciled. Professor Schwartz stated:

Those whe give the kaleldoscope z few turns have a different picture
of corporate problems, or-more particularly problems caused by the
corporation. They focus on the externalities of economic activity,
and since the corporation pervades virtually every aspect of our life,
the social problems that relate to economic activity are the sum total
of soclety's social problems. Thus the reformers who share this per-

ception focus on the problems of the environment, racism, sexism,
and consumerism ", . . . -

- .. Do we seek economic efficiency or do we seek social justice? The
answer, of course, is that we seek both, and indeed that we more or
less seek both within the structure of the corporation.1s7

Mark Green suggests that the very perception by the public of widespread
endemic wrongdoing by corporate insiders Is itself 2 significant externality:

[Tlhere is a shocking level of illegality committed by major compa-
nies .. .. But to ignore this fact is to ignore certainly the public hos-
tility that is now being generated by such corporate behavior, And
that public lack of faith is a very important element in the entire dia-
logue in which we are engaged. It cannot be Ignored that over 400
companies have admitted to criminal or illegal or, in the most euphe-
mistic terms, improper payments, payoffs abroad or at home. These
are not Ma and Pa groceries. More than one third of the 500 largest
industrials have admitted these violations to date. The Antitrust Divi-

. slon of the Department of Justice says they have 100 grand juries
probing into pricefixing, an issue that conservatives and liberals
alike agree should be the target of the antitrust laws, 1%

Corporations do not suffer governance difficulties alone. The federal gov-
ernment has also sustained several recent failures including Watergate, Iran-

156, Molilsy, supra note 18, al 250 (emphasls edded)
157, Schwarty, supra note 68, at 326,

158.  Green, supms note 19, at 267.
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gate, Abscam, White Water, and the Savings and Loan failures. These
governmental examples illustrate how endemic snch perception problems really
are. The fact that the public has knowledge of these difficulties, on the other
hand, may be a sign of the success of our overall social and political institu-
tions to find, investigate, and effectively deal with internal problems. However,
justiftably or not, these perceived failures contribute to a feeling of futility in
individuals and small groups desiring even modest reform:

Just as the scandals facing politicians at the federal and local level can cre-
ate disharmony among constituencies with resulting cries for change, so can
public perceptions of corrupt corporate insiders. Corporate governors face a
problem posed by public opinion itself, in addition to thé actual moral incon-
sistencies that they have provided. '

I. The Rejection of Shareholder Role and Shareholder Democracy

Many believe that with shareholder democracy, corporations would be
guided in decisionmaking matters so as to respond to the express needs of par-
ticular shareholders as well as bridge their perceived insularity from the con-
stituencies in which corporate operatives transact business. Shareholders, in
other words, could provide a bridge to reality. This is one of the main themes
in contemporary theory urging more shareholder democracy. The absence of
shareholder input has resulted in poor decisions, wholly apart from the wrong-
doing of individual corporate insiders. In addition, the voting system has bro-
ken down and become ineffectual. Managers can regulate which matters will be
presented to shareholders through a proxy vote and which require more demo-
cratic participation. They also control the flow of information. :

In contrast, Ray Garrett, former Chair of the Securities and Exchange Com-
mission, has suggested that shareholders do not want additional power. He
said, "In the past it has been popular in certain circles to view shareholders on
the whole as pretty dumb and careless, They do not know what is in their own
interest to begin with, and they are too lazy to read the information provided
for them and too unsophisticated to understand it if they do.”sY

Garrett, and other like-minded commentators, deny any real progress to
be made by increasing shareholder participation in the governance of the cor-
poration. These diverging views represent another difficulty facing corporation
law practitioners and academics alike,

159.  Garrett, supro nete 82, at 104, Garrett 2lso commented on the conlroversy gver shareholder democracy:

. It leads me to wonder whether the rguments in favor of greler shareholder Initiative reflect 4 struggle
between Invesiors and sn smutocratk and unresponstve manggement or whether they.are 2 manifestalion

of (he desires of those whose Involvemant as shareholders Is tangentls) 1o 8 desire to shape corporate

conduct closes to thelr own specal conrerns 2 1o what Is good for us and soclety. The question Is made

more cogent by the sirlking absence of any pressure from sharcholders in generdl, fncluding insti-

Hional sharsholders with professianal management, for any such enkanced role.
Id. at 106 (emphasts added).
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J. Misplaced Reliance on the justice and Governmental Agency Sys-
tems, Which, for the Most Part, Are Ill.Adapted to Address the Situa-
tion Effectively

Many blame corporate problems on the legal justice system, the legal pro-
fession, and the failure of government agencles to follow mandates. Related
criticisms are that even when government mandates are followed, the response
Is so slow and expensive for those asserting rights that the process is ineffec-
tive. Deficlencles in the statutory law as well as the unclear rules set out in the
case law that developed independently of or in conjunction with statutory law
has already been discussed herein. This indecipherabie and constantly chang-
ing set of rules falls to create predictable results for practitioners and corporate
insiders.

Some commentators suggest that the only clear rules governing corpora-
tions in Minnesota and elsewhere originate in the federal court system, and
that they are coming too slowly. Harold Marsh, Jr. has argued:

['suppose there could be added to this list [of problems with govern-
mental authority] the entire federal judiciary. The story has been
told about the European attorney who was asked to speak on the

subject of Buropean business regulation and whose entire speech
consisted of the following:

In England anything is permitted that is not expressly prohib-
ited. In Germany everylhing is prohibited that is not

expressly permitted. In France everything is prohibited, but
anything can be arranged. -

One might add to this litany a statement that in the United States
nothing is permitted until it has been approved as wise social and
economic policy by a federal judge after nine years of litigation. 1%

It Is interesting to note that case law has been deemed more and more
important in the corporation law context. For instance, Professor Donald E,
Schwartz has indicated that “[s]tafutory law is only one aspect of corporation
law; the more significant content of corporation law may be that which is made
by judges.mé

This essay has already reviewed the problems inherent in attempting to
define fiduclary duty, the duty of due care, and the business judgment rule
through case law development. However the judicial system is not the only gov-
ernmental branch that has come under attack by commentators for its addition

160.  Marsh, supra note 129, =t 297.
161.  Schwartz, supra note 68, 8l 532 Fee olso Manping, suprs pole 70, &t 119,
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to the body of corporation law, :

With respect to federal regulatory agencies, the following comment has
been made by Professor James H. Lorie:

Its undoubtedly true the Food and Drug Administration has pre-
‘vented the marketing of harmful products. It has also prevented the
marketing of helpful products. If penicillin were discovered today, it
would be about 20 years before it would be judged safe for distribu-
tion. When a federal agency such as the FDA has a regulatory power,
it can make two kinds of mistakes. It can certify the distribution of
something that's harmful. And it can fail to certify the distribution
of something that's helpful. Thelr conservatism causes them fo
almost maximize avoldance of the first kind of mistake, which causes

them almost to maximize the commission of the second kind of mis
take 12

Separate from being overcautious or slow, the judicial and regulatory sys-
tems, and governmental systems generally, have been criticized as having the
Inherent limitations of not being proactive and, perhaps, being altogether inat-
tentlve. According to Harvey L. Pitt, former General Connsel of the Securities
and Exchange Commission, and now a prominent Washington corporate law-
yer:

The regulatory approach, as distinguished from the enforcement
approach, has a different set of perspectives, First, I think that it has
to be recognized that the Commission, given its perspective, has to
be sensitive to the fact that fine tuning with respect to corporate gov-
ernance and structure Is a difficult task and one to-be undertaken
only after great consideration. We are in the process of doing that
through well-articulated hearings of corporate governance.!$3

Fitt further stated that government has a limited role in corporate governance
Issues. He said, “[Tthe Securities and Exchange Commission was not created 1o
regulate the internal affairs of industrial corporations. That function has been
left to state law,"1é4

The courts on all jevels, including the United States Supreme Court, have
been accused of being insensitive and naive on many fundamental corporate
governing issues. For example, Professor Donald B. Schwartz has drawn atten-

tion to an overly optimistic view of shareholder democracy and reality that
may exist on the highest federal level:

162, Ponel Diseassinn, COMMENTABIES, Supro nole 4, a1 150,

163 Harvey L PilL, The SEC and Corporafs Govrmancs, in COMMENTARI, sprd nole 4, o 182, 186; sor glso Exchange Act
Eelease Nos. 3413482 end 3413901 (1977).

164 Pitt, supra pote 163, gt 182-83.
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For example, the law must not attribute nonexistent power fo the
stockholders and make the mistake of believing that checks and bak
ances really exist. Thus, we should not pretend that stockholder ratl-
fication of corporate action should alleviate self-dealing managers
from the burden of demonstrating the fairness of their conduct. Lest
you think we have stopped kidding ourselves about where corporate
power lies, allow me to polnt out . . . the recent Supreme Court Deci-
sion of First National Bank of Boston v. Bellotlti . .. 1%

The exact language at issue in the decision of Justice Powell in Bellotti
reads:

Ultimately shareholders may decide, through the procedures of cor-
porate democracy, whether thelr corporation should engage in
debate on public issues, Acting through their power to elect the
board of directors or to insist upon protective provisions in the cor-
poration’s charter, shareholders normally are presumed competent
to protect their own interests.1%

Professor Schwartz indicated that the very pinnacle of American jurispru-
dence may be lagging significantly behind reality in assuming that in dysfunc-
tional instances, all other indications of normalcy will be attendant, By the
very essence of dysfunction, problems affect the entire structure and demand
that far-more than empty assumptions be applied.

The role of criminal law must also be consldered in this regard. Its penal-
tes serve as a deterrent to the prohibited activities and also remove offenders
from the situations in which they can commit such actions, Bayless Manning,
former Dean of Stanford Law School, has stated:

To enact laws against these different categories of blameworthy cor-
porate and managerial behavior is helpful, but not in itself enough.
Prosecution can catch only a few evildoers, and it also has the disad-
vantage of coming after the fact, The criminal sanction is also clearly
inappropriate to deal with simple managerial inefficlency. What is
needed is a set of built-in institutional arrangements that on a daily,
ongoing basis prevent, or at least contain within tolerable limits,
undesirable conduct or ineffective performance by corporate manag-
ers, directors, and their companies. !¢’

Finally, litigation has become extremely expensive, and for shareholders

165, Schwartz, supra nole 68, a1 334
166.  First Nat'l Bank of Boston v. Bellot, 435 U.S. 765, 794-95 (1978).
167.  Mannlng, supra nole 70, at 128; ses ako Beveridge, sipra nole 31, at 729.
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in close corporations and public corporations alike, resources are limited, Few
people can afford an attorney, even on a simple claim against a corporation,
and there is evidence that contingency fee arrangements as an incentive for
attorneys to take on such actions are threatened.!

The above discussion demonstrates that the methods of response envi-
sioned and practiced by the judicial and executive branches through the court
and regulatory systems do not resolve the problems faced by corporate gover-
nors and practitioners. The process does not respond to the bigger problems
facing corporation law, but rather addresses single instances of bad dealing or
other criminal acts by corporate insiders. In addition, these governmental sys-
tems take too long to respond to conflicts because of the very nature of rule-
making and the extensive litigation schedules.

K. Truncated Development of Constitutional Law as Pertains fo Corpo-
rate Activity and Governance

Some have drawn atiention to the fact that the United States Supreme
Court, in attempting to avoid making corporate governance a federal matter,
has caused severe problems with the states by interfering with state processes.
The federal attempts at preemption have influenced state legal systems which
now also accommodate corporate law abuses. The stales’ race to the bottom
has occurred almost simultaneously, arguably, with the unwillingness of the
United States Supreme Court to get involved in corporate affairs. Constitu-
tional law concepts of equal protection and property rights have not been
applied to corporate governance for over fitty years. This lack of federal
response leaves damaging effects. J. Willard Hurst, Vilas Professor of Law at the
University of Wisconsin Law School, has said:

[n the late 1930s the Court returned to the presumption of constitu-
tionality with a vengeance. I think it is a good lawyer's prediction
that it would be extremely difficult to persuade the Supreme Court of
the United States to hold an economic regulatory statute unconstitu-
tional under the Fourteenth or Fifth Amendment. Although the Court
has not abolished Judicial review of economic regulatory lepislation,
it has raised the presumption so high as to leave a wide range of
options for legislators. While this leaves the door open to legislative
invention and ingenuity in the public interest, it also leaves the door
open even wider to the ingenuity of lobbyists for special interests.

168 Alermative dispute resolullon (ADR) measnres gre now slowly beginning o impael corporale law, In Soms gread, such
25 secucitles law, erbitrations have becoms standard practice; In pther grees, ADR s tn Its Infancy, Unlted $tates courts at all Jevels
ofien require prefial ADR, and the federal and staie exscuttve branches are Incorporating ADR processes In more end more regukatory
schemes. The American Arbtrailon Associzlon offers arbltralors for use In commercial dispules and & mimber of nonprofit and for
profit arbliration and mediatlon services extst In most wajor cltles. The Center for Publie Resotrees in New York, New York promotes
2 pledge by corporations 10 Inchide ADR provislons in 2l contreets. Over 500 mefor corporatlons nationwide have signed the CPR
pledge. See Burbars McAdoo, The Minnesols ADR Experience; Exploration fo Institutionakizakion, 12 Hasume J. Pus, L & Pory 65
(1991) (comprehensive overviaw of ADR tn Minnzsota); 0 afso John C Coffes, Derivative Litigation Under Part VIf of the AL Prin-
Fiples of Corporste Governance: A Revisw of the Positions snd Premisas, CAS3 ALFABA 237, 263-64 (1995),
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Given the frame of the present presumption of constitutionality, it is
not difficult to present to the Court a convincing argument that
some reasonable public justification exists for a particular statutory
regulation and that, therefore, it ought to stand even though it also
yields a very special and private benefit to a specific group. Thus,
one must recognize that the current strong presumption of constitu-
tionality in the economic regulatory field opens the door to spectal
interest lobbies, thereby putting the ultimate moral responsibility for
watching out for the public interest back on the legistature. The pre-
sumption of constitutionality Is thus ambiguous in Its public interest
implications.6?

Corporate insiders face an increasingly hostile public image with little or no
regulatory help. The federal judiclary needs to take a more proactive role in

corporate governance issues or otherwise signal the state systems to pick up
the slack.

L. Infancy of Corporate Regulatory Law, Corporate Impact on Com-
munities, and the Need for Time to Experiment

The infancy of the whole subject of corporations’ widespread impact on
our soclety can be seen as a problem, or at least an impediment to developing
solutions. Slightly over fifty years ago, our economy switched from consisting
largely of independent, sole practitioners or partnerships and family farms to
its present corporate industrial orlentation. Only in recent decades have indi-
viduals and communities felt the soclal impacts of this industrial orlentation.
Due to this infancy, any Immediate and strong reform would be ill-advised. Sug--
gested reforms may have detrimental and irrevocable side effects worse than
the illness they are intended to cure. The concept of corporate governance and
the phenomenon of corporate misdeeds must be placed in historical perspec-
tive. Social science and quantitative techniques have, at best, made.only modest
inroads into this area of public policymaking and only negligible inroads into
law and American jurisprudence. The modern corporation, which did not
evolve Into the present form of the publicly-traded corporations until perhaps
the 1920s, has had almost no time to establish adequate tools for action.

J. Willard Hurst has recognized many of the problems caused by the rela-
tively rapid growth of the modern corporation. He stated:

As we move into the first quarter of the twentieth century and into
our own time, we see a virtual disappearance of the captain of indus-
try figure. In its place we have 2 professional, a bureaucrat, an inst-
tutional career man or woman. It is quite clear that part of our
current inheritance includes questions that center about this trans-

169.  Hursy, suprg pote 10, &t 37-38.
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formation from the captain of industry who seemed 1o validate him-

self by his own immediate creative will, to the institutional man,

Adolph Berle took heart from this . . . . Other critics doubted. this and

suggested that the institutionalization of corporate leadership would

produce its own varieties of vested interests, conflicts of interests,

and inferests in maintalning the executive status as such, with dubi-
ous results to investors and the general society.

Another factor in the small nineteenth century corporation, which
was an fncorporated partnership in functional reality, was that the
board of directors was an Involved group. When considering the
boards of today's large corporations, it is quite clear that we Inherit
from the last 50 to 75 years of development questions about the
function and effectiveness of the board . . . . This cluster of problems
raises a wholly new type of question In this field-the issue of legiti-
macy of the governance of the large scale corporation.1”

Despite this problem of newness, it is quite clear that forces are working
to resolve the conflicts that have arisen in 2 manner that is favorable to soci-
ety, while salvaging the corporation from society’s total control over gover-
nance issues. For example, selfpolicing has made tremendous progress,
including use of outside directors, audit committees, enhanced charitable glv-
ing to the community at large, loaned executives, and corporate-based ombud-
spersons. If corporation management is indeed insular, it is concelvable that
measures such as these will serve to bridge gaps and provide for the flow of
information to enable responsiveness. Even external criticism, as scathing as it
is from internal sources, necessarily requires time for responses,

Professor Harvey J. Goldschmid has stated: “Considerable activity and
experimentation in board rooms has been spurred by the securities law explo-
sion ... . and by the critiques of Cary, Nader, Green and Seligman, {and others),
But studies to date indicate . . . that the experimentation has been limited and
certalnly not broad enough in scope.””

A. A. Somme, Jr., former Commissioner of the Securities and Exchange
Commission, and a leading Washington, D.C. corporate Iawvyer, has indicated
that plenty of laws already exist that can and must be enforced before radical
change is imposed on corporaticns. Be stated:

I'would suggest that using the corporation laws to correct either the
deficiencies of present legislation or deficiencies in enforcement is to
seek remedy in the wrong place. The right way to correct those defi-
clencies [in the law]. . . is by tightening up the laws, if they are too

170 Id w34
171.  Goldschmid, supro pote 29, w 172
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loose, by substitu-ting new laws if the old ones are conceptually inad-
equate, and by stepping up enforcement with a larger commitment of
money and people, if the fault lies there 172

While some recognize that current internal and external policies allow
room for corporations to grow, others have suggested that corporate governors
need to anticipate a more competitive international business world. These com-
mentators call for further relaxation of the laws regulating the administration
of corporations. While abuses may occur, there may be even greater detriment
if remedies are impulsively or single-mindedly imposed. john F. Lubin, Profes-
sor at the Wharton School, has indicated: “A remaining-problem is the multina-
tional firm problem. There is this peculiar difflculty about, the differences in
laws, the imposition of American values and standards in actions taken against
competition from corporations that are built on different systems.”173

Even within American society, corporate institutions may have a higher

standard of governance than other institutions, Including government. Victor
Palmieri has stated: :

Even with all the recently exposed corporate failings, I ask whether -
the standards of performance, viewed obJectively, are comparable to -
those of our public agencies. I su ggest that our standards of private
governance are higher than our standards of public governance and
that there is, therefore, no automatic solution in public control. It is
obviously a political problem in which the lawyers have the greatest
leverage in forming the solution.1™

Palmieri's quote suggests, separate from an international balancing out, that
there is a need to review the American corporation in light of governance of
other institutions In our society.

The corporation infancy problem and the need for time to experiment
relate not only to the development of corporation Jaw and legal scholarship,
but also serves as a call to arms for states to abandon the ‘race to the bottom”
and instead race upward with their legal systems.'” If action is taken at a fed-
eral level, it is concetvable that innovation and prerogatives will be irreparably
harmed. Harvey L. Pitt, former General Counsel to the Securities and Exchange
Commission, and others have indicated that the major federal institutions were

172, AA Sommer, Jr, Should Corporation Laus Panction lo Restrain Anfisocial and Nisgal Conduck?, in COMMENTARIES,
supra mote 4, af 255, 257, . :

173.  Lubln, supra note 79, at BE, There Is 4 whole new challenge, beyond the scope of this esszy to necommodate, posed by
the multinational businest world whose business conduct Is based upon mores or values different than our own. As we set up sel-
equillbrating mechantsms within present corporats govermance, It would appear wise 1o also bear In mind the nature of the world In
which we move, Varfous moralitles exise world-wide snd may Inject themselves Into American corparale lew governance. It will be o
challenge 1o determine, over time, which of these morelities are germine and which are mere pretests.

V74, Victor Palmled, Latuyers are the Key bo Corporate, Govarnance, {n COMMENTARIES, Supra nols 4, at 365, 366,

175, States which Impose & frnchise tzx on corporations chariered In thefr siate have & potent/ally significent Incentive 1o
Btlenct Incorporators to thelr forisdiction even though the inducement may be, on balance, detriments]
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not developed to address such problems, but state statutes were established for
this purpose. :

State statutes have gone undeveloped in recent years-and perhaps the race
to the bottom could be at least slightly reversed to a race to the middle. The
viability of state government itself is threatened, separate from that of corpora-
tions, by immediate forceful federal regulation. This automatic and equllibrat-
ing check and balance aspect of our Constitution may not yet have clicked into
action. -

Some suggest the present slowness and adapting processes are a reflection
of the good faith and expeditious attempts to reconcile cornflicting objectives.
Working out conflicts takes time, especially in the private sector. In the long
run, the highest level of benefits would occur by resolving these issues within
the context of the private sector and its market forces. '

M. Geograﬁhy and Technology as Problems and as a Mode fo Help
Identify Problems '

Geography and technological changes to the organization of civilization
have their own intertwined impacts on corporate governance. These changes
present issues worth. atlempting to define and reconcile within the corporate
governance context. Some of the important multi-cultural aspects of corporate
governance have been noted above. However, the blurring of governmental
Jurisdictions and corporations’ weakened geographical ties have at least caused
a disillusionment as to the social role of corporations, and ultimately pose a

problem of governance. James H. Lorie, Professor of Business at the University
of Chicago, wrote:

Corporations sometimes move manufacturing operations from one
place to another. Abandoning a location creates unemployment-the
costs of which are obvious. The benefits, however, are also obvious
though less visible. Employment will be created at the new location.
Among the presumed advantages of the move is increased efficiency,
which is beneficial to prospective customers and to shareholders.
How does one balance the cost imposed on the community that is to
be abandoned against the benefits that are to be conferred on
employees at the new location and on customers and shareholders?'7s

Lloyd N. Cutler, of Wilmer, Cutler, and Pickering of Washington, D.C., has

drawn attention to the international aspect of geographic boundaries. He
stated: :

We are in an interdependent world, as evidenced by the fact that of

176, Lorks, supra note 23, &1 55,
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the world's 50 largest industrial multinationals, less than half are
based In the United States. And our standards, poor 2s they may be
and as close to the bottom as they may be, are infinitely higher with
respect to disclosure, marketing organization, duties of directors, and
rights of shareholders and investors to sue than the standards of any
of the other Industrlal democracies. It is very important that we try
to create a corporate entity that does not look to most of the world
as If it is owned and controlled from abroad.””

J. Fred Weston, of the Graduate School of Management of the University of Cal-
lfornia, has also indicated that the issues facing corporations in the United
States might also have importance when viewed on a global basis. He stated:

Concentrated Industries are characterized by higher degrees of capi
fal Intensity than. less-concentrated industries. This is 2 worldwide
phenomencn not limited to the United States. Concentration does
not mean the absence of competition because the dimensions of com-
petition are so numerous that it would be difficult or impossible to
achieve collusion on all of the dimensions of competition. At this
point it may be conceded that concentrated industries are more effi
cient from an economic standpoint, but may be undesirable because
of power and soclal responsibility consideratlons . . , .78

This discussion suggests that corporate governance problems require anal-
ysis that takes into account geography, technology, and cultural considerations,
Concentrated industries, when viewed from a global perspective, have advan-
tages. Yet their social impacts, which also cross Jurisdictions and cultures, must
be evaluated from multiple perspectives.

L. A BRIEF ATTEMPT TO CATEGORIZE AND IDENTIFY GROUPS OF PARTICI-
PANTS AND THOUGHTS IN CORPORATION PUBLIC PQLICY DEBATE

This part of the essay identifies some of the groups who apparently pro-
pound theories about corporate law and offer particular resolutions to prob-
lems affecting corporate law. By identifying these groups and theories,
responses can better be weighed and formulated. For the most part, groups
reflecting schools of academic thought have already been identified. There cer-
tzinly seems to be some overlap between these groups. Despite some previous
commentary to the contrary, there is, has been, and continues to be a signifi
cant merger of positions between academic and legal communities as well as
the rulemaking authorities of our society, namely the judicial and legislative

177, Lloyd N, Culler, Bconomic ffficisncy o5 the Focus of Structaral Reform, in CouxanTARIES, supra nole 4, &t 346, 34845,

17% J. Fred Weston, Bconomist's Perception IT; Largs Corporations ond Corporate Governdnce, in COMMENTARIES, Supro
note 4, at 61, 71,
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branches of the government.

A. Some Groups

There are many ways to characterize and catalog groups and the catalog-
ing is subject to change over time. Even more tmportantly, it is difficult to
determine the segment of the population represented by each group, either
number or nature; the degree of support for their position ‘within both the
sphere of corporate insiders and that of interested others cannot be deter-
mined either. Indeed, there are probably more groupings than are discussed
herein. This difficulty in determining the real impact of these groups Is one
reason to update corporale law methodology.

This section attempts to identify categories-a necessary first step. As with
much corporate governance debate, there has been moderate discussion on the
relative significance of each group and very little systematic, quantitative anal-
ysis applied in measuring the strengths of any particular group. Some of these
groups now exert a subtle and implicit influence, yet are very loosely organized
and only occaslonally appear to have their présence noted in current intellec-
tual discussions.”” Some categories of actors advocating changes policy, and in

some instances implementing such solutlons, or otherwise active in the debate
follow. &

1. Those Who Support Strong Anti-Trust Law

One category of thinkers includes those who believe that only strong
employment of antitrust law will keep matters at bay. This group finds strong
public support through many sources of leglslation.!® This group assumes a
kind of “trickle down" effect will somehow operate to make corporations
responsible to society as a whole, if not to shareholders specifically. This group
has current voice in the work of Berle and Means who, 1n many respects, are
ancestors of the original antitrustors.’!

This guthor identifies several weaknesses in this group's position, First,
the group fails to consider all of the externalities faced by corporations, includ-
ing labor and employment law as well as environmental impacts. In addition,
the group operates under the false assumption that scaling down size alone
will produce benefits. Internal governance rules and shareholder rights are not

important to this group, while they play a vital role in the reality of corpora-
tion law.

2. Those Who Support Governmental Intervention on a Limited Basis

People belonging to this category of thought encourage governmental

175. Manning, suprd note 70, at 10931; ses also Baykess Manning, Thinking Siraight About Corporats Latw Reform, in Coa-
PORATIONS AT THE CROSSROADS: GOVERWANCE AND REFOXN 9, 9-36 (Deborth A. DeMoll ed, 1980).

180. See, ag, Shermen Antitrust Act, 15 U.SC. 5§17 (1994); 7 U5.C. § 19 (1594) (Rgriculnure antitrust legislation),
181.  Sse BERE & Mauns, suprg note 73.
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intervention on a case by case basis, This group tends to have an ad hoc, plece-
meal approach that does not identify with any systematic methodology. This
group has proposed several changes in corporation [aw over the years,

For example, this group heralded 2 movement towards national incorpora-
tion utilizing some form of minimum standards to be applied in selected areas
of corporation law.®2 Under this proposed legislation, any matter not
addressed at the national level would have been within the province of the
State to regulate. This group also introduced the Foreign Corrupt Practices Act
of 19778 which was directed at corporations and bribes made by officers to
forelgn officlals. '™ This legislation resulted fFom the perception thai such
bribes affected our national security and the political stability of the United
States.

This author recognizes the impact that this category of critical thought
has had on modern corporation law. However, this approach is not systematic
and responds to specific pressures and wrongdolng rather than corporate and
shareholder issues.

3. Those Who Focus on Independent Directors

This category represents people who emphasize the role of independent
directors and other codeterminations on corporate governance decislons. This
group places great weight on the nature of the board of directors, which is per-
ceived as having significant powers for good governance in (1) ensuring that
management is dolng its job on a day-to-day basis in the interest of the corpo-
ration and the shareholders; and (2) ensuring the board itself is responsive and
receptive to shareholders’ needs,'®s

While the goals sought by the proponents of the tse of independent direc-
tors may be admirable, some critics refer to the influence that management
continues to have on even independent directors.!® This author questions
whether independent directors are effective in that split board philosophies
are difficult to integrate into something with any meaning. In addition, there
are difficultles with identifying who should take seats on the board and who
should be represented. Finally, one other criticlsm is that heightened judicial
scrutiny of directorial decisionmaking will result in making the role of inde-
pendent director undesirable 1

4. Those Investors Who Want Adequate Informatiori Flow

This school of thought is influenced by the SEC's philosophy that an

182, Sev, o5, Profecion of Shareholdars Rights Act of 1980, Hearings on & 2567 Befors the Subcomm. on Securities and
the Comm, on Banking, Housing ond Urban Affairs, 96th Cong,, 2d Sess. (1980) (dlscussing the Protection of Shareholders Rights
Act of 1980 and the Carporation Democracy At of 1980),

183. Pub. L No. 95-213, 91 Stat 1494 (1977) (vodified a1 15 U.S.C. §§ 78dd-1, 78442 (1978))

184, Ser 15 US.C. §§ 78dd-t, TBdd-2 (1978).

185, For o discussion of Independent directors, see supra notes 14446 and accompanying text,

186.  Lin, supro note 146, a1 90102

187. Jd at 963-66.
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informed investor is the cure to the ill that plagues corporations. However, this
idealogy is greatly criticized. Dean Manning indicates that “it is simply not sup-
portable to contend that the deficiencies that [proponents of the group] . . . see
constitute a crisis that calls for radical reform."® This author also suggests that
existing disclosure rules achieve the results that this group desire, but that
additional problems and dysfunction continues to exist.

5. Those Who Emphasize Minority Shareholder Rights

This category of people believe that increasing minority shareholder
rights will avoid oppression by the majority,** This position also asserts that
minority - shareholders are not sufficlently protected at the present time,!%
While the last fifteen years has seen an increase in the number of institutional

investors and a decrease in this position, some protection has been provided to
minority shareholders,'”! :

6. Those Who Stress Managerial Accountability

This group is also known as the hegemony theory group. This theory pro-
poses that anyone whose power goes unchecked is a problem and therefore
needs to be controlled.”” This group acknowledges the efficiency of the corpo-
rale enterprise, but iterates that everyone should be accountable to someone
else, just to keep people honest.!s3 Finally, this group propounds that leaders
with unchecked power will lose contact with reality which isolates them from
unpleasant information and encourages erratic judgments, creating misery for
everyone involved and ultimately leading to disaster for the corporation. 1?4

7. Those Who Rely on the Judicial Branch

This category also advocates national level action, but prefers the experi-
ence of the judiclary. This group suggests that case by case analysis and good

jodgment will ultimately protect and equilibrate corporate insiders. Dean Man-
ning stated: '

[Clase by case process has the advantage that lawsuits involve real
circumstances rather than hypothetical scripts and are addressed to
disputes over real economic interests-rather than zbstract “oughts”.

188, Manning, supr pole 70, at 114,

1B9.  Ses Joseph B Olson, Representing Minority Sharsholders in Closs Corporalions Under the 1984 Revised Mode] Busi-
ness Corporation Ack, 65 Wass, L. Rev. 507 (1986); Obon, supra note 72, o 627 (4 Skutory Elizer); Olson, Supra nole 72, a1 10
(Statufory Changes)

This group asserts that the cumbersome casts of shareholder dectvalive sults, the ability (o manipulate proxy voles, and the
practice of dilutlng shares have Iacgely survived These practlees were ienlifled in F. Hopcz O'NaaL & Ropees B, TeoupsoM, O'NeAL's
Qreeessioq OF MINORITY SHAREROLDERS §§ 3:01-3:20 (2d ed. 1975 & Supp. 1996).

190.  Olson, supra note 72, ot 627-79 (nollng thal non-controlling shareholders in dloselyheld corporations are I g “greal
position of vulnerahility™). ’ *

191, O'Neaw & TeoursoN, supr note 189, ot §§ 5:26-5:30.

192, Lin, sapra note 146, at 91217, 2

193. M.

194  Manning, supra note 70, a1 124,
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When in such a case a judge aticulates or refines a legal proposition .
condemning certain conduct by the enterprise or by its managers, -
directors, or professional advisors, he has the advantage of seeing
before him 2 real rather than imagined example of behavior. Such
step by step development is not dramatic and does not satisfy the
urge of some for publicly spotlighted corporate change. But surely,
steadily and soundly reforms the law.1%

This position insists that the judiciary tailors the nuances of law to each partic-
ular case set in front of It,

This author recognizes several problems with this position. Judges are
simply overworked. In addition, the judiciary is reactive rather than proactive
In scope. While the judiciary's impact continues to grow due to increased
shareholder derlvative actions, class actions, and other litigation, legal rules
should not be created in this ad hoc, situation specific manner,

8. Those Who Rely on Market Forces

This group increasingly relies on the use of the marketplace for corporate
reform. They focus on such avenues of change as increased flow of informa-

tion, independent directors, and institutional investors. Professor Rock com-
mented:

Beginning in the 1980s, with the widespread dramatic emergence of
hostile takeovers in the United States, the focus of corporate law
scholarship shifted dramatically away from the Eisenberg approach
of focusing on legal and institutional mechanisms for controlling
management discretion. In its place, scholars looked to the market,
and particularly to the so-called “market for corporate control” to
protect shareholders from management and managerial abuse. . . .
While academics disagreed on the details, they shared a common
and fundamental belief that the market for corporate control was the
single most important constraint on corporate management and the
law should strive to maximize its effectiveness.!9¢

In addition to the use of the marketplace, this group also injects more of a
social science technique, :

One criticlsm of this category has been propounded by the “path depen-
dency group” and they suggest that no institution should be considered perfect
just because it results from the ungoverned operation of the marketplace.”? In

195 M, =119,
196. Rock, suprz note 60, a1 374, ’
197 Ronsld J. Mann & Curlls ], Milhaupt, Infroduchon to F. Hodge O'Neill, Corperate and Securities Low Symposium; Path

Dependencs dnd Comparative Corporate Govsrnance, 74 Wase. U. LQ. 317, 520 (1996); 520 aJs0 Mark Roe, Chaas and Bvolution in
Law ond Econamies, 109 Haev. L Rev. 641 (1596)."
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addition to the market, history, ideology, and behavior settings determine how
institutions are formed and what their values will be.19®

The groups discussed previously do not exhaust the various categories of
people that have proposed solutlons to many of the problems facing corpora-
tlon law academics and practitioners. However, they do suggest some of the
schools of thought. The following section turns to a discussion of the general

philosophical underpinnings that also influence those in the academic and
legal communities.

B. Theoretical Understandings

It is worth noting that many of the preceding groups, to varying extent
and often unconsciously, derive their theoretical or legal underpinning from
varlous schools of legal thought as to how law should relate to humankind,
Responsible corporate law decision making would seem to require an apprecia-
tion of this. Indeed, they are varying ways of searching for “truth” or for “jus-
tice.” There are at least four or five major schools of jurisprudence, one
running back to anclent Greece,

In a somewhat different vein, yet perhaps relevant to understanding
present problems that corporation law faces, some would assert that attention
to well-reasoned and articulated judicial philosophy or the broad theoretical
underpinnings of the law have been, and are, largely absent from the forefront
of corporate law decisionmaking and from contemporary debate on corporate
law public policy. This absence may in some ways be akin o the absence of
such contemporary and widely-used disciplines as quantitative technique and
soclal science, perhaps to the detriment of all..This point was perhaps sug-
gested by Morris R. Cohen and Pelix S. Cohen in the preface to their work 1%
They also show concern over how legal philosophy is appreciated and intro-
duced to practitioners-to-be. They write as follows:

There is still a powerful drive among many contemporary philoso-
phers to keep their philosophies pure and unpolitical by avoiding
contact with the realities of human controversy and social disorder,
As strong, or even stronger, is the opposition of many practical men
to critical reflection upon existing legal institutions. Both these
views result in a view of Jurisprudence as a maze of Inert ideas, a
museum of intellectual curiosities far removed from logic or practice,
What follows is that analytical, historlcal, metaphysical and soclologi-
cal jurisprudence and the various hybrids and offshoots are exhib-
lted before innocent students like a series of butterflies, all neatly
labeled, pinned to their proper cards, and thoroughly dead. The his-
tory of law, its logical analysis, the scientific study of the social con-

198.  Mann & Mihanpt, supra nole 197, at 320.

199. Mormis B, Cohen & Fellx S, Cohen, Profice o Momwis B. Conmy & FeLr s, COEEN, READINGS IN JUrisPruDEncE & LeoaL Pek
LosopEY i (1951).
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sequences, and the evaluation of those consequences, instead of
being viewed as related problems posed by 2 common subject matter,

come to be viewed as mutually exclusive objectives of conflicting
“schools.”%0

. The Cohens' further provided:

The-teaching of jurisprudence, so conceived, commonly results only
In the suppression of curiosity and the turning of clean cutting
minds into intellectual junk shops. The human product of this pro-
cess, distrustful of all generalizations and abstractions, is likely to be
quite incapable of projecting ideas into the future, since the future
itself is an-abstraction. But the long-range problems of social order in
competition with rival ideas can certainly not be solved by those
who fail to understand the force of ideas. And it Is anclent wisdom
that in the long run nothing is so powerful as an idea when its time
has come. In that moment the “proud men of action” as Hein

remarked, are “nothing but unconscious instruments of the man of
thought. "2

Legal jurisprudence has been influenced by a variety of philosophical
underpinnings. The academics who provide practitionersto-be with a legal
foundation rely on their own backgrounds ‘and schools of thought. The follow-
ing discussion provides some important influences.

1. Natural Law

Natural law theory is the view that legal principles are not the product of
reasoning, scientific method, or even precedent. This theory is based on the
premise that law is discernible by determining certain moral and ethical abso-
lutes. Law 1s conceived as not advancing any particular group, theory, or sys-
ten. Aristotle has stated that natural law has the same force everywhere and
that it exists independently of human thought* For example, there is a uni-
versal moral principle that murder is bad and wrong. Murder is 2 violation of .
natural law, according to Aristotle, as it Is universally regarded as a fundamen-
tally bad act® The natural law view was strong during the Middle Ages, and
even today natural law has not entirely died out.

2. Positivist Law

The positivist perspective is not a simple and easy one to articulate. Legal

200. Jd al by,
201 Jdav

202, Awistorie, TaE Basic Woars oF Agistore 1014 (Richard McEeon ed,, 1941),
203, /A
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positivism, according to H. L. Hart, puts forth the view that “it is in no sense a
necessary truth that laws reproduce or satisfy certain demands of morality.”24
In other words, “the existence and content of the law can be identified by refer-
ence to the social sources of the law (e.g. legislation, judicial decisions, social
customs) without reference to morality except where the law thus identified
has itself incorporated moral criteria for the identification of the law."2%

In light of the consequences of unresolved issues in- corporation law, the
causes, and the pressures of groups advocating change, where does this leave
public and business policy variables that might be injected into law? Certainly,
to an extent, natural law concepts- would be applicable. There are universal
absolutes that have governed the affairs of humankind since the time of Aristo-
tle and before. Certain positivist concepts based upon acceptance and capacity
for enforcement also present possibilities for-reforming corporate governance.
Both theories seem to be heavily based on a faith in humankind; either that
universal, fundamental rules of law apply, something like the law of gravity, or
that human nature is essentially good (including the natures of those charged
with making and administering the law), and that in either case, there will not
be fundamental disruptions,

However, some critics of contemporary corporate jurisprudence suggest
that much of the dysfunction of present corporate law is from being too
heavily based on positivist and naive predicates of human nature, or universal
moralities often arising from European morality assumptions. Further, one can

argue that both positivist and naturalist theories are largely based on a deduc
tive analytical framework. '

3. Realist, Sociological, and Social Science Jurisprudence

The general legal theories discussed above have favorable and usable
attributes. However, at the present time, if only to also enable use of these
attributes, the regimen for corporate law jurisprudence that presently seems
most practicable is that of legal realism, ascribed to Oliver Wendell Holmes and
directly related to sociological and social science methods. Justice Holmes did
not automatically rely on universal themes or theories from which deductions
could be made, but based advances in legal theory on how the legal systems
really work and on how all forces, including sociological, psychological, and
purely whimsical, come into play. ;

Holmes and the school of legal realism believe that ‘judges, lawyers, and
juries are influenced by their own values, beliefs, and attitudes, Realists believe
that the dominant belief system or contemporary morality of the time will sub-
stantially substitute for the natural laws or positivist values. Judges, juries, and
lawyers all draw on their own ethics and perspectives. They tend to believe
that law is entirely the workings of mankind and perhaps thereby, indirectly,

204, H1 HART, THE CONCEPT oF La¥ 18586 (Penelope A Bullock & Joseph Roz eds,, 2d ad. 1994).
205. Penslope A Bullock & Joseph Roz, Fostscript 1o HL Hakr, supro note 204, ot 269,
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the workings of God. Humankind's role is the most immediate touch to the law.
Realists tend to abhor the focus of legal education on pure abstract reasoning
and suggest a more pragmatic approach-an approach which assesses the objec-
tives of applicable rules and the assoclated risks, weighing risk versus benefit
. in the process of adopting them 2%

The recent propounding of various corporate governance hypotheses,
Including the recent thrust into comparative corporation governance, the all
encompassing “path dependency” approach, and the economic market
approach to governance, would suggest that the social science school of juris-
prudence is now beginning to influence legal schelarship in the corporate gov-
ernance area and may ultimately be reflected in laws and rule making.

4. Critical Legal Studies School

There are presently footings underway known as critical legal studies -
which see strong and inappropriate biases in our present legal system in favor
of the rich and powerful. Critical legal studies theorists believe that affirmative
and expeditious modifications of existing law that would advance economic
equality and eliminate distinctions based on class, race, and sex are long over-
due. Adherents of this system are now in major law schools, and the numbers
of adherents appears to be growing. The advocates of critical legal studies are
not an insignificant school of legal thought, and, like the others, employ aspects
of the other schools of legal thought 27

The previous discusslon identified some of the groups of critics of corpo-
rale governors and their main concerns. In addition, this part also discussed
the major philosophical underpinnings in Jegal jurisprudence. These factors,
together with the other sections of this paper, have demonstrated some major
problems facing corporation law practitioners and academics. The next section
identifies some possible solutions.

IV.  SOME WIDELY URGED IMMEDIATE PROPOSALS

There would appear to be benefits to the use of the concepts of all schools
of jurisprudence, or the various schools in the search for truth or justice, which
are not necessarily incompatible with corporate law. Based upon limited past
experience, limited quantitative data, and logic, there may be some identifiable
lowest common denominators for change in corporate law that would help cre-
ate an ever-renewing and self-equilibrating body of law requiring minimal gov-
ernmental involvement, and with protection of shareholders and soclety at
large. At the very least, it would appear that these common denominators
should be fmplemented pending the emergence of more effective and worthy
replacements, if any. The most often considered as promising candidates are

206, Ser Oliver W. Holines, Jr, The Path of the Law 10 Haxv. L Rev. 457, 460 (1897); ses also Eard N. Uewellyn, A Realistic”
Jurisprudence-Tha Naxt Stap, 30 Cotnu. L Rev. 431 (1936); Jeronz Poung, Counrs ox Tetal (1949).
207.  See gememlly BARTUEY A BEBNNAN & NANCY KUBASEE, THE LEGAL BXVIEONMENT 0F BUSINESS 78 (1988).
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selected and presented here. Regardless of the relative merits of the jmmedi
ately following proposals, without the implementation of the broader proposals
such as methodological modification, it is questionable whether the denomina-
tions will be sufficiently effective. The following is not intended to be an
exhaustive discussion or listing.

A. Modify the Character of Boards of Directors:

Boards of directors face many difficulties, including ill-defined duties to
shareholders and increased criminal activity among some notorious insiders.
Some proposed changes that can be implemented on boards are: more outside
directors; direct director selection by shareholders absent influence by manage-
ment or current board members; term limits on directors; a requirement that
no board member of a publicly-traded corporation be permitted to run for elec-
tion unopposed; stricter rules for screening board members and their conflicts
of interest, especially during and after service on the board; means for expe-
dited removal of board members who act irresponsibly or fail to respond to
shareholder concerns; and more increased diversity of representation on
boards of directors.

Any proposal for reform that seeks to enhance the effectiveness of boards
of directors would require more support resources. For example, it has been
urged that the board of directors should not be dependent upon corporate legal
counsel or corporate accountants for their information, but should have avail
able independent support services to counter-weigh and be less influenced by
management. With such resources, the board should have the capacity to gener-
ate their own information, hold management responsible, and provide their
own reporl to shareholders. This system would be somewhat akin to a trustee
having separate legal counsel, recognizing that grantors and separate beneficia-
ries of trusts are entitled to their own legal counsel. For some reason, this con-
cept of trust and estate law, which is also the source of concepts of fiductary
dutles, seems largely absent from American board relationships with bath
shareholders and management. '

Another suggestion meriting serious consideration establishes two sepa-
rate types of boards and provides for clear delineation of the duties and
responsibilities of each board. The dutles should not necessarily be those now
set forth by management. Similarly, the agenda of board meetings should not
be set by management, but rather independently, by the board and its
resources.

With respect to the boards of directors, it would appear that there is pres-
ently a need for judical rules to foster and encourage the most honest and
capable of persons to serve on boards. Certainly, independent directors who
exercise good judgment cannot thereby be deemed fo have taken enhanced
responsibilities which would not otherwise be attendant to their duty by the
fact that they serve as independent directors. This is but one area where the
judiciary perhaps more than the legislative branch can begin weaving 2 body
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of common law.

B. Give Greater Rein to Judges and Expand Capacities for Sharehold-
ers to Have Judicial Access and Review

Proposals for corporate reform often center around the use of streamlined

derivative actions, Derivative actions presently are very cumbersome and inef-
fectual as it is often difficult to accomplish standing to sue. Arguably, case law
 requirements to notify management allow defense mechanisms to be estab-
lished. Often management is entrenched by virtue of the capacity to draw upon
corporaie resources to fight such litigation. This reform should be limited or
balanced. When defense tactics are employed by management to contest share-
holder litigation, management should, as in a security offering prospectus,
label thelr actions as defensive actions. All shareholders then can be clearly
aware of what is occurring. The range of defense tactics available to manage-
‘ment, under this suggestion, should be more limited. Greater emphasis should
be placed upon providing our federal and state judges sufficient legal resources
to be able to address corporate governance issues. In the past decades, court
calendars have increasingly been congested with criminal law matters which
crowd out corporate law matters and sap judicial resources.

Professor Cary has indicated:

At the same time | am concerned that federal statutes, including the
securities laws, may be construed too narrowly, not based upon the
merits of the issue but simply as a means of relieving the courts from
an overcrowded docket. Concern over the growth of federal litiga-
tion is a separate question. And the recent case that has been trou-
bling me most is Piper ». Chris-Craft. 1 am distressed that the
concept of standing is shrinking, however, because I believe that

shareholder litigation is the best way (0 avold greater direct govern-
mental intervention, 20t

In addition, some commentators have indicated an enhanced role for the fed-
eral courts is in order. J. Vernon Patrick stated:

The question remains, however, whether state courts will provide
adequate remedies in these corporate mismanagement cases, Is there
2 need to go into federal court? I think that federal courts still pos-
sess innumerable advantages. For example, some states, such as Vir-
ginia, do not have a class action remedy. In those states there is no
Teasonable alternative to federal court because the normal stock-
holder obviously cannot afford to litigate by himself. I think that

- 208, Wlllem L Cary, Foders! Hintmum Stardards, in CORMENTARIES, Stpro sote 4, af 319, 324 (lting Plper v, Chrs Craft
430U 1 (1977)), :
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serious questions exist as to the ability of state courts to adjudicate
what are really nationwide controversies.?* -

Caution is urged in the use of derivative suits for helping to ensure corpo-
rate responsibility. Derivative suits are not without responsible critics, 10 Any

deflection of the corporation’s ability 1o attract responsible directors will
detract from some of the other proposals.

C. Enhance Information Flows and Disclosure From Both Corporation
hanagement and Corporation Direciors fo the Sharehalders

In 1977 The Securities and Exchange Commlssion concluded:

The Commission recognizes that under the existing regulations
shareholders often may not be provided adequate opportunities to
participate meaningfully in corporate governance or the corporate
electoral process. Shareholders generally have limited information
relating 1o certain significant corporate policles and practices on
matters which are not submitted to shareholders for their appraval;

and, as a practical matter, limited access to corporate proxy machin-
ery.

Some have indicated that little improvement has occurred since 1977. Accord-
ing to former SEC Chairman Roderick M. Hills:

Information provided 1o boards of directors in too many cases is
entirely the product of management and no effort is made and no

authority is glven to outside directors to make an independent inves-
tigation.

209.  J. Patrick Vemon, Permifting Mismanagement a Foders! Foriun, in COMMENTALIES, supra nolz 4, a1 736, 237,
210.  As staled In PRINCIPLES, supra note 5;
Nonetheless, private enforcement, 25 represented by the dectative asllon, should nof be [dealized. Rxpert-
ence suggests thal the sockl casls assoctated with Intracorporate litigation can somelimes outweigh the
benzfits. In overview, two problems stand out: First, the threst of Mabllity for violatlons of the duty of
care may redoce managertal Incentives 1o lake botness risks, with resulting loss to sharcholders and o
the economy generally. Glven that the fees recetved by directors are relailvely modest in proportion 1o
their overal] Income, the threat of litgation could also deter oy qualified persons from serving os
directors, especlally [n the cxse of fnznclally troubled companies. Second, in both cless and dedvattve lr-
Igaton, Incentives exist for & privele enforcer to bring 2 nop-merdiorions action for Its milsanre or sctfle
menl velue Even In merfiorioas cases, & privale enforcer can reach mn Insdequale or even collusive
sclllement that exchanges 1 low corporate recovery for 2 high award of allorneys’ fees tha Is pald by the
wqmnﬂmxﬂmﬁenmundxrﬁmmu[ﬂﬂpdmlwhﬂtﬂnphmuﬂ%gﬂncmmﬂﬂh:nnﬁalﬂu
defendant's cxpense, the derivative action Is 8 three-sided littgation with three neczssary parties: phain-
UH, defendant, and the corporation. As = prclical mazdter, the first two partles can pass Lhe costs of the
litigation on to the third by resching & setflement that maximizes thelr own Inlerests, but does not bene-
A the corporation.
14 at 588-89; 596 also Saylor v. Lindsley, 456 £.2d 896 (2 Clr. 1572} “Mlthough fudictal oversight of (he settlament process cen reduct
the severlly of this problem, the court's cipaclty to prevent Improper selllements 15 limiled, and other safegoards are therefore alst
desirable” PRINCIPLES, Supro note 5, at 588

Z11. A Statement of [ssuas, in COMMENTARIES, Supra nole 4, o 14 (clting 'Bnhmge Art Release No, 3413482 (Aprll 28
1977))
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Inside directors vote too often on salaries of employees, on questions
of whether merger proposals should be accepted or on tender offers-
-all subjects that present some conflict of interest for management.?'2

The direction of corporate selfgovernance and equilibrating self-suffi-
clency needs to avoid federal intervention, especially by the legislative and
executive branches. Some reformer shave suggested “minimum standards’
regarding duties of care for officers and directors be established on a federal
level. Others have advocated federal corporate charters for at least larger cor-
porations. Some have proposed international incorporation.

However, most reformers appear to believe that policy should be geared
to minimize federal intervention, and that voluntary steps should be encour-
aged. As Victor Palmieri has indicated:

Bven with all the recently exposed corporate failings, I ask whether
the standards of performance, viewed objectively, are comparable to
those in our public agencies. I suggest that our standards of private
governance are higher than our standards of public governance and
that there is, therefore, no automatic solution in bublic control 13

There are inherent limitations on criminal laws, These limitations should
temper any further resort to criminal sanctions to modify corporate conduct.
Dean Bayliss Manning has indicated:

To enact laws against these different categories of blameworthy cor-
porate managerial behavior is helpful, but not in itself enough. Pros-
~ecutlon can catch only 2 few evildoers, and it also has the
disadvantage of coming after the fact. The criminal sanction is also
clearly inappropriate to deal with simple managerial inefficiency.?4

Central values of good corporation law and of rules and regulations affect-

ing corporate governance are that they avoid active involvement of governmen-
tal authority and are self-correcting.

D. Better Use Of Private Corporate Institutions

Reforms should make better use of available private institutions. There
are many self-correcting mechanisms within corporations which can be
enhanced. These existing privately-centered mechanisms should be given free
rein and, wherever appropriate, enhanced.

212.  Hearings on Corporate Rights and Responsibilitlas Befors the Senate Comm. on Commercs, 94th Cong, 2d Sess. 327-
28 (1976) {testimony of Roderick M. Hills, former Chalrman, SEC), reprinted in CauMeNTARLES, supra pole 4, 2t 1415,

23, Palmies, supr note 174, ol 366 (emphads sdded). -

214, Manniny, suprd note 70, ol 128,
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The New York Stock Exchange and other exchanges have had an impact
upon corporate governance in a number of ways. For example, New York Stock
Exchange membership requires that outside directors constitute a majority of
the audit committee. The exchanges have strong incentives to act on behalf of
the investors who use their services. At the same time, there is at least the pet-
ceived potential for a race to the bottom among competing exchanges.

Independent legal counsel, according to many commentators, could have a
role. Commentators say that just as there are independent accountants, there

could also be independent legal counsel. Detlev F. Vagts of the Harvard Law
School has said:

If other types of monitoring or investigating functions are called for,
doubtless they [lawyers] could be procured from outside; manage-
ment consulting firms would be delighted to adapt their functions to
supply what board of directors calls for. There is, indeed, a good
deal to be said for arrangements that place the staff outside of the
regular corporate housing and render it more invulnerable to influ-
ence from the full-time managers.?s

Another independent mechanism is the corporate ombudsperson. Victor
M. Futter suggests that a party somewhat like federal whistleblowers but
accountable directly to the board and free of reprisals could be implemented.
Though the position would be independent of management, the ombudsperson
would not be directly accountable to governmental authorities. These persons
would be legally protected and entirely neutral, From this position, they would
be able to ferret out impropriety and misgovernance, In Putfer’s view:

By communicating to the entire corporate community that the
ombudsperson is there, that top management has created him to
insure proper corporate conduct, that there is a readily available
means of communication which it is expected will be used, that there
will be no repercussions for such communicators, and that one no
longer has the excuse that he was told to do something and was
afraid he would lose his job if he did not, the Board and top manage-
ment have sent a signal to the corporate community that ethics and
corporate responsibility are to be the hallmarks of corporate behav-

for. This should serve to encourage proper individual conduct
throughout the organization.

In addition, the ombudsperson would serve in an advisory capacity
to the CEO and assist in the formulation of new corporate policies,

25 Deltev F. Yogs, The Governance of the Corporation: Reallly and Law, in COMMENTARIES, Suprd note 4, ot 159, 163,
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the modification of existing policies, and the installation of preven-
tive measures and compliance programs.?'é

Present limited experience with ombudspersons has not been a negative
one. Certainly there is a need for more fact gathering and rule formulation in
the use of ombudspersons.

E. Increase Personal Responsibility

Another reform mechanism is greater officer and director responsibility
stemming from a personal sense of duty and ethics. This is a more subtle and
intangible mechanism, yet is perhaps the most important means of corporate
reform. Good people are necessary and do serve in corporate positions. These
are people of high ethics and standards and who are sensitive to both the need
of corporations to make money and the needs posed by public policy externali-
tes. Former Securities and Exchange Commissioner A. A. Sommer, Jr. sums up
this important point when he says:

(A] general notion holds that there is not a sufficient self-governor
within the corporation. Now, in large measure we rely In this coun-
try for compliance with law, not upon the enforcement agencles but
upon the sense that most of us have that it is important for us to be
law-abiding. To some extent, we rely upon ethical .concepts to con-
trol human conduct far more than we rely upon law enforcement
agencies,

In that regard, it reminds me of the definition of conscience as “that

still, small voice within that says that if you do it, you're going to get
caught”

+ Itis for this reason that there is so much emphasis today upon inde-
pendent directors, audit committees, and the independence of audi-
fors, and the responsibilities of corporate counsel in the
independent governor role. These are efforts to plant inside the cor-
poration another level of assurance that corporations are going to be
law abiding. And I think that people are increasingly looking to
those particular entities as the means by which law-abidance is going
to be accomplished.?”

F. Enhance Real Corporate Democracy

Another reform would enhance corporate democracy and, thus, enhance

216, Fudter, supro note 30, at 3637,
217, Sommer, supro note 172, at 258-59.
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director and management legitimacy, to the extent they are executing share-
holder mandates. Bven cynics who believe that corporate democracy in its
present state is a sham, ineffectual, or largely a fiction, agree that if there is not
corporate democracy, the public will revolt. Professor Schwartz commented:

If corporate pundits all agree that shareholder democracy has no via-
bility, the public may suddenly wake up to the fact that there are no
effective controls and no effective accountability machinery control-
ling the power of corporate managers. That might strike the public
as a more dangerous situation than they had believed, when that
realization {s coupled with the growing knowledge of the manner in
which the corporations have important effects on peoples’ lives. The
result of that newly appreciated knowledge might mean that the pub-
lic would find it necessary to impose much stricter restrictions on
management's power by means of governmental control .. . 2

Paul M. Neuhauser, Professor at the University of lowa College of Law, sug-
gested:

[W]e will need a new emperor. If shareholder democracy does not
work and if there is no real accountability, logic would suggest that
we abolish shareholder participation, in form as well as substance,
and recognize the reality of a selfperpetuating management 19

Many of the commentaries regarding the enhancement and power of the
board of directors are also applicable to shareholders. Por example, share-
holder approvals can be expanded. Many have advocated longer proxy periods,
greater requirements for cumulative voting, and a greater shareholder role in
the selection and voting on directors.

G. Enforce What is on the Books

Another reform that is not so easily seen as a reform Is to enforce current
law, especially judge-made law. Critics have indicated there is “plenty on the
books” for intelligent corporate lawyers and intelligent jurists to apply. The
problem suggested by A. A. Sommer, Jr. and others is not social responsibility,
but compliance with fundamental principles learned very early in life as a mat-
ter of personal ethics and acculturation to fundamental tenets of civilized soci-
ety. Unfortunately, enacting additional rules and laws will not address this.

218,  COMMENTARIES, supro nole 4, af 249,
21%.  Paul M. Newhauser, Tho Limits of the Limited View, in COMMENTARIES, SHPra nole 4, © 272, 273.
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V. FINAL CONCLUSIONS, AND SOME MORE BROAD MEASURES

Certain concluslons can be made regarding public policy formulations, in
addition to the specific reforms that are presented herein.

First, perhaps the most important figures in corporate governance are law-
yers.? It would appear that if lawyers are performing thelr role responsibly,
corporations will function more effectively and soclety will benefit. This
would appear to remain true even given widely differing views of what
‘responsibly” means. Lawyers-including the supposed mode of tralning of law-
yers, the supposed thought processes of lawyers, the supposed narrow percep-
tions and sometimes quite insular personal backgrounds of lawyers generally,
and often, sadly, the supposed greed of lawyers-have been perceived as the
ultimate source of the problems causing corporate misgovernance. Lawyers
are seen to contribute to misgovernance not only as it arises within the corpo-
ration but also through their role in the enactment of statutes and In the devel-
opment of case law which is unresponsive and detrimental.

Victor Palmieri has indicated:

[1Jf you look at the companies that have experienced problems, you
very often find a failure of function and responsibility by counsel to
the company. They were not where it was at. And I would hope that
there might be some attention given to how lawyers can fulfill the
new needs of the economy as expressed through this critical vehicle
of the corporation, which I suggest to you, they are not doing.??!

The corporate bar has been noticeably absént from serving as jurists, and
this is perceived by many as to have adversely affected the course of corporate
law and jurisprudence generally. There are states, such as Delaware, which -
present exceptions and have been subject to the reverse criticism. This Sug-
gests that a balanced approach might be most effective.

Beyond the conclusion that the role of lawyers should be reevaluated and
enhanced, there seems to be recognition by corporate and government com-
mentators alike that corporations must recognize externalities if corporations
are to be a workable productive phenomenon in our soclety. Former Deputy
General Counsel of the United States Department of Commerce, Homer E.
Mover, Jr., has stated:

The initial instinct, almost without exception, is that steps to
improve what we might call corporate social performance must nec-
essarily be at the expense of profits. More and more business lead-
ers are challenging this notion, and we have done the same,

220 See Palmier, supra oote 174, ot 365464,
221 id ut 366,
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Moreover, even in the short run, there are sufficlent examples to
challenge this assumption. One of the best examples is energy con-
servation, which serves both social and economic goals.?22

On a broad level, there is a need for rules that better accommodate human
nature. Historians such as Charles Beard long ago pointed out that it is concelv-
- able that the most idealistic socially beneficial measures are also those that,
while being idealistic in their content, accommodate, appeal to, and recognize
self-interest and the uglier sides of human nature. Beard's thesis on the enact-
ment of the Constitution is that enactment was much due to the fact that the
principal proponents of the Constitution and many at the Constitutional Con-
vention felt it was the only method by which they were likely to have their
bonds in the fledgling and failing Confederacy redeemed. They voted for the
Constitution both out of self:interest, namely ensuring bond redemption, and
the lofty ideals expressed by the Federalist Papers.#3 Intelligent public policy
regarding corporate governance has to better recognize the most pervasive
externalities as well as internal conduct and human nature,

A third working rule seems to be that a system of checks and balances is
necessary within the corporate system. There are limitations to what can be
legislated or ruled upon by judges. Many deficiencies can be held in check by a
selfequilibrating system. A selfequilibrating system is not only enhanced by
externalities as a balancing pressure but also can be enhanced by internal sys
tems of checks and balances. There seems to be 2 recognition that absolute
power gravitating 10 corporate managers, unchecked by boards, shareholders,
or other mechanisms, will diminish the contral of managers in corporations in
the end after the resultant governmental intervention. The role of independent
and knowledgeable legal counsel in this system of oversight is significant In
this regard.

A fourth broad and underappreciated proposition is that law in corporate
governance is not the only answer, and that ethics must hold sway. Of course,
this does not mean uncritical adherence to narrowly conceived rules by selfish
or clever mechanisms to outwit or circumvent them. Ultimately, reverence for
the dignity of human beings must be the prime value, if only to ensure the lon-
gevity of capitalism and corporations. ; :

Finally, society’s needs and the configuration of corporations will be
changing over time. New models of regulation, both internal and external,
should constantly be explored. The operative rules must be updated and done
$0 in a non-wasteful way, The updating and reevaluation process must employ
contemporary techniques and draw upon other disciplines, such as the social
sciences and mathematics, both for factual data and analysis methodologies.

All in all, the corporation will continue to play a central role in capitalis-

222, HomerE Moyer, Jr, Encouraging Corporate Soclal Responsibility, in Cosmaitamies, supra note 4, 2B1, 28182,

223. See, e.g., Coauzes A BEARD, AN ECoNomic INTERPEETATION Of TBE CONSTITUTION OF TEE UNITED STATS (1929}, Teowss Noxoy
Canves, Bssars N SociaL Jusnce (1915).
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tic soclety and in contemporary civilization. The elegance of capitalism is that
it provides an equilibrating heuristic when aspects of the soclety lose effective- -
ness or are dysfunctional. Forces are already in play in response to the matters
discussed here to the extent and the degree that they actually impact the effec-
tiveness of corporations. The real issue is whether the corporate law of the var-
lous states is so entrenched and institutlonalized that it cannot now adequately
respond or even has already lost its relevance. If it is or has, then it is 2 matier
of how state corporate law is supplanted from within or without. The commu-
nity at large will suffer the loss when governance of the enterprise is ineffec-
tive. The learning and adaptive aspects of the heuristic take place in the
community at large, So, finally, it is here that the law must either recalibrate
itself or observe its successor.
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