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Contrary to the legal norm, the functions of managing the business of
a corporation and making business policy generally vest in the execu-
tives rather than the board. After examining the reasons why this
condition prevails, Professor Eisenberg analyzes past proposals for
reform, which typically have sought ways to reinvest these functions
in the directors. Finding fault with the premise of these proposed re-
forms—that directors can successfully either manage or make busi-
ness policy in modern, complex corporations—he then assesses the
remaining functions of the board. His conclusion is that one such
function, monitoring the performance of the chief executive’s office, is
both critical to the corporation and uniquely suited to the board. He
therefore proposes changes in the law of corporations and corporate
accounting to ensure that the board will have adequate independence
and sufficient data to perform this monitoring function effectively.

A major function of corporation law is to regulate the manner in
which the corporation is constituted; either directly, by distributing
decisionmaking power among the various corporate organs, or in-
directly, by setting the parameters within which the private actors can
make such a distribution themselves. At the core of the distributive
apparatus of most corporate statutes is a deceptively simple provision:
“The business and affairs of a corporation shall be managed by a board
of directors.”* This provision, in turn, reflects what might be called
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the received legal model of corporate decisionmaking in general, and
management structure in particular. According to this mnodel, corpo-
rate operating procedure is pyramidal in form: at the base is the body
of shareholders, empowered to elect the board and vote on other major
corporate actions; at the next level is the board of directors, whose
duties are to select officers, make policy, and generally manage corpo-
rate business; and at the pyramid’s apex is the corps of officers, who
“have some discretion but in general are deemed to execute policies
formulated by the board.”® It has becoine increasingly clear over the
years, however, that under what might be called the working model
of management structure—that is, the model which embodies actual
corporate practice—most of the powers supposedly vested in the board
are actually vested in the executives. The purpose of this Article is
to explore the skew between these two models of corporate decision-
making, to consider the inore prominent alternative models which have
been suggested, and to propose a direction for reform.

I
~LAW AND PRACTICE

A. The Received Legal Model and the Working Model

Under the received legal model of the corporation, the board
selects officers, sets policy, and generally manages the corporation’s
business. Under the working 1nodel, however, the board normally per-
forms none of these functions. To begin with, in practice the board
seldom manages the business of a corporation. “Under the system of
directorates which has developed in this country among large, listed
companies, directors are unable to ‘manage’ corporations in any
narrow interpretation of the word. . . . Directors do not and cannot
‘direct’ corporations in the sense of operating them.”® Instead,
in small, closely-held corporations the business is typically managed
directly by owner-managers,* while in large, publicly-held corporations
(the principal subject of this Article) the business is typically managed
by the top executives.

2. W. CarY, CORPORATIONS—CASES AND MATERIALS 150 (4th ed. 1969)., See
also, e¢.g., 1 ABA, MobeL Bus. Corpr. AcT ANN. 752, 754 (2d ed. 1971); H. BALLAN-
TINE, CORPORATIONS 119-20 (rev. ed. 1946); N. LATTIN, THE LAW OF CORPORATIONS §
69, at 239 (2d ed. 1971).

3. J. Baker, DIRECTORS AND THEIR FUNCTIONS—A PRELIMINARY STUDY 12
(1945) [hereinafter cited as BAKER]. Sce also R. GORDON, BUSINESS LEADERSHIP IN
THE LARGE CORPORATION 79-90, 114-15, 128, 134, 143-46 (2d ed. 1961) [hereinafter
cited as GOrDON]; H. MAURER, GREAT ENTERPRISE——GROWTH AND BEHAVIOR OF THE
Bic CoRPORATION 195 (1955) (*‘If outs'de di:ectors really try to manage, there is
hell to pay’ ") [hereinafter cited as MAURER].

4. See, e.g., M. MACE, THE BOARD OF DiRECTORS IN SMALL CORPORATIONS 87
(1948).
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Indeed, the proposition that the board usually does not manage
the corporation’s business is not directly controverted by any serious
student of corporate practice. It is often said, however, that the board
does make business policy,® and it is frequently implied that by making
business policy the board fulfills the statutory command.® In fact, of
course, policymaking is not equivalent to management: for example,
although civiians may make policy for the Army, they certainly do not
manage the Army. But in any event, the typical board no more makes
business policy than it manages the business. In the large, publicly-
held corporation, policymaking, like management, is. an executive func-
tion. As early as 1945 the economist Robert Aaron Gordon reported
in Business Leadership in the Large Corporation that in both financial
and non-financial matters there was little or no indication that the
boards of la~ge companies initiated decisions on either specific matters
or broad policies. While the board’s approval function was more im-
portant than its initiating activities, Gordon found that “even with re-
spect to approval, many boards in these large companies are almost
completely passive,” and that the final approval function was usually
exercised by the chief executive in conjunction with either his immedi-
ate subordinates, an executive or finance committee of the board, or
a few influent’al directors acting as his informal advisors.”

Similarly, John C. Baker of the Harvard Business School reported
the same year that major policies in production, marketing, finance, and
personnel were usually formulated by the executives and not even
formally confirmed by the board (although there was often consultation
with individual directors), while in such maftters as addition of new
products, preparation of operating budget, and negotiation of collective
bargaining ag-eements, the board’s role was limited to receipt and con-
sideration of after-the-fact reports.® More recent studies, particularly
that of Professor Myles Mace,? have confirmed these earlier find:ngs.'?

5. See, e.g., J. BACON, CORPORATE DIRECTORSHIP PRACTICES 93 (Nat'l Indus.
Conference Bd. Studies in Business Policy No. 125, 1967) [hereinafter cited as 1967
CONFERENCE BOARD SURVEY]; 1 G. HORNSTEIN, CORPORATION LAW AND PRACTICE 526
(1959).

6. See, e.g., 1967 CONFERENCE BOARD SURVEY, supra note 5, at 96; BAKER, supra
note 3, at 12, 131-32; H. KooNTZ, THE BOARD OF DIRECTORS AND EFFECTIVE MANAGE-
MENT 33-44, 46-58 (1967) [hereinafter cited as KooNtZz].

7. GORDON, supra note 3, at 128-29, 131. See also id. at 114.

8. BAKER, supra note 3, at 131-32,

9. M. Macg, DIRECTORS: MYTH AND REALITY 47-48 and passim (1971) [herein-
after cited as MacE].

10. See, e.g., J. Bacon & J. BROWN, CORPORATE DIRECTORSHIP PRACTICES: ROLE,
SELECTION AND LEGAL STATUS OF THE BOARD 16-17 (Conference Board Rep. No. 646,
1975) [hereinafter cited as 1975 CONFERENCE Boarb SuRVEY;] C. BRowN & E. SMiITH,
THE DIRECTOR Looks AT His JoB 24-26 (1957) [hereinafter cited as BRowN & SmitH];
MAURER, supra note 3, at 200-02. Bur see P. HoLbEN, L. Fisa & H. SmutH, Top
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B. Modern Board Practice

The drastic skew between the received and working models of
management structure is not simply an accident of time or temper.
Rather, it is the virtually ievitable result of several critical constraints
imposed by modern board practice.

1. Constraints of time

Some simple statistics: Although a board of directors normally can
act only at meetings, a 1967 Conference Board study of 454 manufac-
turing and mining corporations found that the boards of 45 percent of
the surveyed corporations met no more than six times a year, and the
boards of 96 percent met no more than twelve times a year.!! Virtu-
ally identical findings emerged in a 1970 survey of 474 industrial cor-
porations by the management-consulting firm of Heidrick & Struggles.!?
Since board meetings usually last only a few hours,'® the upshot is that

MANAGEMENT ORGANIZATION AND CONTROL 17, 214 (enlarged ed. 1948) [hereinafter
cited as HOLDEN, FisH & SMiITH]; INVESTOR RESPONSIBILITY RESEARCH CENTER,
INc,, CHANGES IN THE CORPORATE BoarD RooM: WHAT SHouLD BE DONE? WhHo
SnouLp Do IT? 5-6 (1974) [hereinafter cited as IRRC].

The same analysis is generally applicable to nonbusiness corporations. See H.
WiLeNsky & C. LEBEAUX, INDUSTRIAL SOCIETY AND SOCIAL WELFARE 272-73 (1958);
Kerr, The School Board as an Agency of Legitimation, Soc10LOGY OF EDUCATION, Fall
1964, at 34, 49-55. .

11. 1967 CoNFERENCE BOARD SURVEY, supra note 5, at 127 Table 21, The figures
for other types of corporations surveyed were generally comparable, except for the public
utilities (of 81 surveyed, 9.9 percent met more than 12 times a year—but none met more
than 15 times—and 29.6 percent met six times or fewer) and the banking corporations
(of 40 surveyed, 65 percent met 10 to 12 times a year, 30 percent met 13 to 25 times,
and only 2.5 percent met fewer than 10 times). Id.

A more recent Conference Board survey of a smaller population—129 industrials—
reported that just over 40 percent held 10 or more meetings per year; no breakdown was
given for the 60 percent holding fewer than 10 meetings. See Brown, The Board of
Directors and Its Work Routine, CoNF. Bp. REc., March 1972, at 36,

12. HEDRICK & STRUGGLES, PROFILE OF THE BoArRD OF DIREcTORs 5 (1971)
[hereinafter cited as HEDRICK & STRUGGLES]. The percentages for merchandising, in-
surance, and transportation companies were similar to those for industrials. Among the
utilities, 27.8 percent held six or fewer meetings a year, and 11.1 percent held more than
12 meetings a year. Among the banking corporations, 4.4 percent held six or fewer
meetings a year, and 26 percent held more than 12 meetings a year.

The Heidrick & Struggles survey was conducted by a questionnaire sent to the 1,000
largest industrial companies, 50 largest merchandising companies, 50 largest transporta-
tion firms, 50 largest life-insurance companies, and 50 largest utilities, as ranked by sales
volume i Fortune magazine, and 300 largest commercial banks, as ranked by deposits
in Polk’s World Bank Directory. Id. at 2. Of the corporations surveyed, 750 piovided
usable responses, including 474 mdustrials, 158 banks, 26 transportation comnpanies, 23
merchandisers, 33 insurance companies, and 36 utilities. Letter fiom Heidrick & Strug-
gles to the author, Sept. 30, 1972.

13. See KOONTZ, supra note 6, at 158; ‘Outside’ Directors Are ‘In, CHEMICAL
WEEK, August 18, 1971, at 57 [hereinafter cited as ‘Outside’ Directors Are ‘In'l; cf.
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few boards spend more than 36 hours a year in meeting time, and about
half spend only 18 hours a year or less.’* Since time spent preparing
for ineetings is roughly comparable to meeting time,® it is obvious that
by reason of time constraints alone the typical board could not possibly
“manage” the business of a large, publicly-held corporation i the
normal sense of that term:® Such businesses are far too complex to
be managed by persons who put in the equivalent of five to ten work-
ing days a year. Furthermore, the same imperative precludes the
board from making business policy: In a complex -organization con-
cerned with complex choices, policy cannot be developed on a part-
time basis.!?

Nutt, 4 Study of Mutual Fund Independent Directors, 120 U. Pa, L. Rev. 179, 221
(1971); Townsend, Let’s Install Public Directors, Bus. & Soc'y REv., Spring 1972, at
69.

14. Some directors may put in additional time on committee work, but this is nor-
mally relatively limited. For example, although the most common board committee is
the executive committee, one-fourth of the 512 manufacturing companies included in a
recent Conference Board survey did not have such a committee. J. BAcON, CORPORATE
DIRECTORSHIP PRACTICES: MEMBERSHIP AND COMMITTEES OF THE BOARD 50, 54 Table
13 (Conference Board Report No. 588, 1973) [hereinafter cited as 1973 CONFERENCE
Boarp Survey], In those which did, one-fousth of the committees had no outside di-
rectors, and one-fourth had only a minority of outside directors. Id. at 56 Table 15.
Almost 10 percent of the executive comnnittees never met. The inedian number of meet-
ings for those which did meet was seven per year. Id, at 55 Table 14,

15. A study conducted by the Conference Board reported that of 93 responding
companies only 19 believed directors spent more time on corporate affairs outside than
inside meetings. Of the reinaining 74 respondents, 36 believed about as much time was
spent outside as inside, and 38 believed less time was spent—usually much less, Brown,
supra note 11, at 37; cf. ‘Outside’ Directors are ‘In,’ supra note 13, at 60. See also Gar-
rett, The SEC Study of Directors’ Guidelines, CONF. Bp. REec., July 1974, at 57, 58.

16. Of course, if the board consists of officer-directors, then the individuals who
do manage the corporation’s business are also directors, but they do not manage the busi-
ness by virtue of their directorial capacity. Similarly, large shareholders may utilize the
board as a means of exercising control without actually taking a managerial role, see
text accompanying notes 75-77 infra, and the board may then play an active role. But
in this case too the board’s force derives from nondirectorial capacities.

17. MACE, supra note 9, at 185; MAURER, supra note 3, at 200-01. Even where
a part-time board does purport to make policy, the meaningfulness of its decisions may
be questionable, “One executive . . . remarked that he did not care who formulated
the policy so long as he was left to carry it out, because he knew that by the time the
operating organization had modified the so-called major policy decision to meet realities,
he would have pretty much his own way.” M. CoPELAND & A. TowL, THE BOARD OF
DIRECTORS AND BUSINESS MANAGEMENT 66 (1947) [hereinafter cited as COPELAND &
TowL].

There are, of course, cases where the board does play a meaningful role in making
business policy, see MACE, supra note 9, at 48-52, but in many or most of these cases
it will probably be found either that the board is dominated by executives or important
sharcholders, see note 16 supra, or that the business of the corporation does not involve
many operating decisions. Cf, SEC, INSTITUTIONAL INVEsTOR STUDY REPORT, H.R.
Doc. No. 64, 92d Cong., 1st Sess. 811-14 (1971) [hereinafter cited as SEC, INVESTOR
REPORT].
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2. Constraints of information

Some further statistics: Although an opportunity to consider rele-
vant data is obviously essential to meaningful decisionmaking, of 474
industrials surveyed by Heidrick & Struggles only 17.2 percent sent di-
rectors manufacturing data prior to the meeting, only 21.3 percent sent
marketing data, only 5.7 percent sent an agenda, and 11 percent sent
no information at all.'®* In many corporations- the executives go so far
as to wholly deny the board—supposedly entrusted with supreme
power over the corporation—access to certain categories of information.
One-fifth of the executives questioned on this subject in both the Con-
ference Board and Heidrick & Struggles surveys responded that di-
rectors should not have unrestricted access to company plans and oper-
ating da‘a.??

Furthermore, the board normally has no staff of its own to evaluate
the information it does receive or to gather information directly. In-
stead, the board must rely on the executives to perform those functions,
either directly or through the executives’ own staff.?® Getting addi-
tional information is frequently very difficult. In many cases a director
does not know what additional information he should request. Evea
if he does, it is regarded as improper—“just plain bad manners”?'—
to ask executives challenging questions at board meetings.?? Thus the
amount, quality, and structure of the information that reaches the board
is almost wholly within the control of the corporation’s executives.?® [t
need hardly be added that this kind of power over information flow
is vi:tually equivalent to power over decision.?*

3. Constraints of Composition, Selection, and Tenure
While constraints of time and information restrict the board’s abil-

18. HEIDRICK & STRUGGLES, supra note 12, at 5.

19. 1967 CoNFERENCE BOARD SURVEY, supra note S, at 132; HEIDRICK & STRUG-
GLES, supra note 12, at 6. See also KOONTz, supra note 6, at 161; Weinberg, 4 Corpora-
tion Director Looks at His Job, 27 Harv. Bus. REv, 585, 588-89 (1949). A note
accompanying the Heidrick & Stiuggles data states that “[almong [those corporations
which do not give uniestricted access] . . . are organizations involved in government
work, since exposure to their data necessitates security clearance,” but it does not
explain how many corpo:ations have this probleam or why the diiectors are not cleared.

20. SeeJ. JURAN & J. LoUDEN, THE CORPORATE DIRECTOR 287 (1966) [hereinafter
cited as JURAN & LOUDEN].

21. MACE, supra note 9, at 54,

22. See id. at 52-61, 186-88; Nutt, supra note 13, at 221-22. One chief executive
told Mace that he liked to have insiders on the board so that he could take advantage
of the “commonly observed courtesy” that the president will not be asked embarrassing
questions in the presence of his subordinates. MACE, supra note 9, at 124; cf. id. at
54,

23. Cf. CorELAND & TowL, supra note 17, at 169; JURAN & LOUDEN, supra note
20, at 288; MACE, supra note 9, at 30; Zald, The Power and Functions of Boards of
Directors: A Theoretical Synthesis, 75 AM. J. Soc. 97, 104 (1969).

24, Cf. Kerr, supra note 10, at 51; Zald, supra note 23, at 104,
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ity to manage the business or make policy, they do not directly subordi-
nate the board to the corporation’s executives. Direct subordination
does necessarily follow, however, from a cluster of elements relating
to the composition, selection, and tenure of directors.

a. Composition of the board. The most striking of the compositional
elements is the degree to which the typical board includes persons who
are economically or psychologically dependent upon or tied to the cor-
poration’s executives, particularly its chief executive. Indeed, a sub-
stantial number of seats are held by executives themselves. Employee-
directors held half or more of the board’s seats in 29 percent of the
approximately 500 manufacturing corporations included in a 1973 Con-
ference Board survey,?® 49.8 percent of the industrials in the Heidrick
& Struggles sample,?® and 55.9 percent of the 1970 Fortune 500.%"
Dependent on the chief executive for both retention and promotion,*®
and on other executives for day-to-day support, the inside director is
highly unlikely to depart at a board meeting from the inside line deter-
mined by management prior to the meeting. As the corporate figures
interviewed by Mace reported:
The vice president inside-director type is in a precarious position

at a board meeting. He just can’t say anything in disagreement with

his boss, so what he usually does is sit quietly and wait until he is

called upon to speak.2®

Insiders don’t ask questions or raise issues at board meetings be-~
cause their points of view and contributions have all been expressed
at meetings of management prior to the board meeting. All the in-
siders have been through the monthly performance review. Rarely—
no, never—does the head of one operating group raise a question at
the board meeting concerning the performance of another operating
group. He would not do that at a board meeting,30

25. 1973 CoNFERENCE BOARD SURVEY, supra note 14, at 2, 3. Among approxi-
mately 340 nonmanufacturing corporations only 14 percent had boards with insider ma-
jorities. Id. Financial institut’ons in particular have traditionally had a low proportion
of inside directors. Cf.id. at 3 Chart 3.

26. HEDRICK & STRUGGLES, supra note 12, at 4. In the nonindustrial categories,
less than 20 percent of the banking, insurance, transportation, and utility corporations,
but 65 percent of mercbhandising corporations, had msider majorities or evenly divided
boards. Id. at 4.

27. Smith, Interlocking Directorates Among the ‘Fortune 500, ANTITRUST L. &
EcoN. Rev,, Summer 1970, at 47, 49-50. Smith’s data actually covered only 495 of the
Fortune 500, since information on five corporations was unavailable. Of tbe 495 cor-
po:ations, 49.7 percent had a majority of insiders and 6.2 percent were split evenly be-
tween insiders and outsiders. Id. at 50. Of the aggregate seats in the 495 corporations,
57.5 percent were held by imsiders and 43.5 percent by outsiders. Id. at 47-48 & Table 1.

28. See note 88 infra.

29. MACE, supra note 9, at 119-20.

30. Id. at 120.
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. . . We have a sort of rule around here—we’ve even formal-
ized it in a sense. Now, we fight like cats at the management meet-
ings. But if any of our key inside people on the board feels strongly
opposed to something the president is asking the board to approve—
and again, this doesn’t happen very often—rather than go to the
meeting and vote for it contrary to his judgment, he just doesn’t go
to that particular board meeting. This is sort of a screwy idea, but
that’s the way it’s done here.3!

Nor is dependence on the corporation’s chief executive confined
to inside directors. Recent surveys suggest, for example, that approxi-
imately one-fifth to one-fourth of the outside directors in large American
corporations are lawyers or investment bankers.? Probably most of
these are suppliers of services to the corporations on-whose boards they
sit, and are therefore highly interested in retaining the good graces of
the chief executive, who normally has control over the purchase of such
services. The same surveys indicate that approximately 12 to 15 per-
cent of outside directors are commercial bankers, who are also often
intent on retaining the corporation’s business.?® Many if not most of
the remaining directors are psychologically tied to the chief executive
by friendship, former colleagueship, or both.?+

b. Selection and tenure. As a result of current practices on selection
and tenure, even those directors who are not bound to incumbent man-
agement by economic or psychological ties are unlikely to be truly inde-
pendent. To begin with, directors are typically selected not by the
board, as might be expected, but by the chief executive.?® In making
these selections most chief executives will take into consideration
wlether the candidate can be counted on not to rock the boat.
The retired chairman of a medium-sized company in the mid-
west stated: - “In the companies I know, the outside directors always
agree with mnanagement. That’s why they are there. I have one

31, Id.

32. Smith, supra note 27, at 48-49 & Table 2 (20 percent of 1970 Fortune 500);
1973 CoNFERENCE BOARD SURVEY, supra note 14, at 29 Table 6 (25 percent of 511 man-
ufacturing companies). The Conference Board data is somewhat ambiguous: Of 2914
outside directors, 359 listed their principal affiliation as “law,” and 299 as “investments.”
The Heidrick & Struggles data does not break out figures for the occupation of outside
directors.

33. Smith, supra note 27, at 48-49 & Table 2 (12 percent); 1973 CONFERENCE
BoARD SURVEY, supra note 14, at 29 Table 6 (15 percent).

34, See 1973 CONFERENCE BOARD SURVEY, supra note 14, at 28 Table 4; Cabot,
Management and the Director, CONF. Bp. Rec., April 1974, at 50.

35. See 1975 CONFERENCE BOARD SURVEY, supra note 10, at 6, 10, 12; BRowN &
SMmiITH, supra note 10, at 109-10; GORDON, supra note 3, at 109, 121, 130 & n.24, 131;
MACE, supra note 9, at 94-95; MAURER, supra note 3, at 201; Pfeffer, Size and Composi-
tion of Corporate Boards of Directors: The Organization and its Environment, 17 AD,
Sct. Q., June 1972, at 218, 220,
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friend that’s just the greatest agreer that ever was, and he is on a
dozen boards. . . .’3¢

Beyond the fact that he is usually selected in part because he can be
counted on to go along, a new director is likely to be aligned with the
chief executive simply by virtue of the fact that he owes the latter his
appointment®”—an element reinforced by the chief executive’s role in
orienting new directors to the board.?8

Perhaps even more important than the power of selection, in vest-
ing the chief executive with control over outside directors, is the fact
that in life as in law the power to hire implies the power to fire. A
director who has been brought on the board by a chief executive—
as outside directors typically are—is therefore likely to regard himself
as serving at the latter’s sufferance. “Also communicated to, and gen-
erally accepted by, directors was the fact that the president possessed
the complete powers of control. Those members of the board who
elected to challenge the president’s powers of control were advised,
usually outside the board meetings, that such conduct was inappropriate
or they were asked to resign.”®® Nor is this power exercised infre-
quently: Almost 37 percent of the industrial respondents in the Heid-
rick & Struggles survey reported that they had fired directors.*°

Because it is inherently undesirable for law and practice to be in
a state of visible opposition, the drastio skew between the legal and
working models of the board would be of serious concern even if no
specific dysfunctional consequences could be perceived. In fact, how-
ever, a number of such dysfunctions can be identified. On a relatively

36. MACE, supra note 9, at 99; c¢f. MutuaL Funps 285 (R. Mundheim & M., Wer-
ner eds, 1970) (remarks of Allan F. Conwill); University of Pennsylvania Law School
Conference on Mutual Funds, 115 U. Pa. L. Rev. 663, 739 (1967) (remarks of Abra-
ham L. Pomerantz). As one executive was quoted:

“Here in New York it’s a systems club. There is a group of companies

. . . where the chief executive of Company A has B and C and D on his

board, They are all members of the Brook Club, the Links Club, or the

Union League Club. Everybody is washing everybody else’s hands.”

MACE, supra note 9, at 99.

37. Cf. 1975 CoNFERENCE BOARD SURVEY, supra note 10, at 25; Moscow, The In-
dependent Director, 28 Bus. Law. 9, 11 (1972); Nutt, supra note 13, at 219.

38. Cf. BROWN & SMITH, supra note 10, at 88-89; Nutt, supra note 13, at 219.

39. MACE, supra note 9, -at 80. See also id. at 79, 80-81; 1975 CONFERENCE
BoARD SURVEY, supra note 10, at 10.

40. HEDRICK & STRUGGLES, supra note 12, at 11. Some of these firings may have
been attributable to poor performance rather than insubordination.

The percentage of other types of companies which had fired directors ranged from
32.3 to 38 percent, except for the utilities, only 11.1 percent of which reported such fir-
ings. .
Legally, of course, the chief executive does not have power to discharge a director;
however, a recalcitrant director can be dropped simply by arranging that he is not re-
nominated when his term expires.
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particularistic level, many legal rules have been shaped on the premise
that the board manages the corporation’s business in fact as well as in
law. For example, by proceeding from the assumption that officers
play a subordinate role to the board, the rules governing the anthority
of officers frequently embody an unrealistically restrictive view of an
officer’s power of position.* Standards of care, by the same token,
often seem to be pitched to the outside director rather than the execu-
tive, as if the former were really running the business.** In duty-of-
loyalty cases the courts have often given disproportionate weight to the
fact that outside directors have approved a transaction in which execu-
tives are interested,*® while the legislatures have sometimes gone so far
as to provide that approval by outside directors is sufficient to sterilize
an otherwise infected transaction.** In a wider context, the skew be-
tween belief and reality has led to what might be called the quack-
cure problem—the danger that belief in the validity of the received
legal model will forestall meaningful regulation by lulling shareholders,
legislators, and the public into the illusion (which often seems deliber-
ately conjured-up?®) that a disinterested board is supervising the cor-
poration’s affairs.*® ‘

41. See, e.g., Schwartz v. United Merchants & Mfrs., Inc., 72 F.2d 256 (2d Cir.
1934); Phoenix Western Holding Corp. v. Gleeson, 18 Ariz. App. 60, 500 P.2d 320
(1972); Hurley v. Ornsteen, 311 Mass. 477, 42 N.E.2d 273 (1942); Douglass v. Pan-
ama, Inc., 504 S.W.2d 776 (Tex. 1974).

42. See, e.g., Graham v, Allis-Chalmers Mfg. Co., 41 Del. Ch, 78, 188 A.2d 125
(Sup. Ct. 1963); Glassberg v. Boyd, 35 Del. Ch, 293, 116 A.2d 711 (1955).

43, See, e.g., Meiselman v. Eberstadt, 39 Del Ch. 563, 568, 170 A.2d 720, 723
(1961); Beard v. Elster, 39 Del. Ch. 153, 164-65, 160 A.2d 731, 738 (Sup. Ct. 1960).

44, See, e.g., DEL. CODE ANN. tit. 8, § 144(a) (1) (Michie 1975).

45. Cf.Amex Votes to Reshape its Structure, N.Y. Times, June 8, 1972, at 69, col.
6; Exchange Members Grant the Public a Louder Voice, N.Y. Times, March 2, 1972,
at 55, col. 7; Metz, Directors’ Role at Exchanges, N.Y. Times, Dec. 26, 1972, at 54,
col. 4; Price of Friendship: How Rich Acquaintances of California Publisher Evidently
Lost Bundle, Wall St. J., Aug. 11, 1972, at 1, col. 1; Public Directors Cautious at Big
Board, N.Y. Times, May 21, 1973, at 51, col. 5.

46. See MACE, supra note 9, at 107-08; S. VANCE, THE CORPORATE DIRECTOR—
A CRrrticAL EVALUATION 63-68 (1968) [hereinafter cited as VANCE]; Cary & Harris,
Standards of Conduct under Common Law, Present Day Statutes and the Model Act,
27 Bus. Law., Feb. 1972, at 61, 65-66 (special issue) (remnarks of Professor Cary);
Heineman, What Does and Doesn’t Go On in the Boardroom, FORTUNE, Feb, 1972, at
157, 159; Zald, supra note 23, at 103; Townsend, Book Review, N.Y. Times, Dec. 12,
1971, § 7 (Book Review), at 3.

For example, in the Investment Company Act of 1940 Congress sought to regulate
conflicts of interest between investment comnpanies and their investment advisers, which
were typically under common control, primarily by directing that no more than 60 per-
cent of an investment company’s board could be affiliated with its investment adviser
in specified ways, and that contracts between an investment company and its adviser re-
quired periodic approval by either the shareholders or a majority of the unaffiliated di-
rectors. Investment Company Act of 1940, §§ 2(a)(3), 10(a), 15(a)-(c), 54 Stat. 790,
806, 812-13 (1940). In practice this technique of regulation turned out to be virtually
worthless, because the unaffiliated directors of investment companies, like the outside
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I

PROPOSALS FOR REFORM OF THE BOARD: BRINGING THE
WORKING MODEL INTO LINE WITH THE RECEIVED LEGAL MODEL

Given the skew between the legal and working models of manage-
ment structure, and the resulting dysfunctions, it is not surprising that
proposals for reform of the board have become a permanent part of
the American corporate scene. Most of these take the received legal
model as a starting point and seek to bring corporate practice into line.
From that point on, however, the proposals show wide variation, falling
into three broad categories: those calling for professional directors;
those calling for full-time directors; and those calling for fully-staffed
boards.

A. Professional Directors

One common type of proposal calls for filling board places with
persons who would make a career out of serving as directors in a num-
ber of corporations, and would therefore preswnably be more expert
in and 1nore attentive to their directorial oblhgations—so-called profes-
sional directors.*” * It is unlikely that private action could be depended
upon to effectuate such a reform. Over 88 percent of the corporations
in the Heidrick & Struggles survey, including 85 percent of the indus-
trials, reported that they had no interest in using professional direc-
tors.*® Yet it is equally unlikely that such a reform could be effected

directors of other corporations, were not in control of the board, were selected and in-
doctrinated by insiders who represented the investment adviser, and were often closely
tied to insiders even though not technically “affiliated.” See SEC, INVESTOR REPORT,
supra note 17, at 207-15, 363-64; SEC, REporT ON PuBLIC PoLICY IMPLICATIONS OF IN-
VESTMENT CoMPANY GrROWTH, H.R. REP. No. 2337, 89th Cong., 2d Sess. 10-17, 94-125,
150-51, 162-78 (1966); WHARTON ScrooL OoF FINANCE & COMMERCE, A STUDY OF Mu-
TUsL FunDps, H.R. Rep. No. 2274, 87th Cong., 2d Sess. 27-36, 463-66, 475-539 (1962)
[hereinafter cited as WHARTON REPORT]; Nutt, supra note 13, at 184, 215-20. But see
University of Pennsylvania Law School Conference on Mutual Funds, supra note 36,
at 741, 755 (remarks of Joseph E. Welch).

The Investment Company Act was overhauled in 1970. Among other things, a spe-
cific duty was imposed on investment company directors “to request and evaluate . . .
such information as may reasonably be necessary to evaluate the terms” of the invest-
ment-adviser contract, and a fiduciary duty was explicitly imposed on the adviser with
respect to its compensation. 15 U.S.C. §§ 80a-15(c), 35(b) (1970). See Nutt, supra
note 13, at 265.

47. See, e.g., W. DOUGLAS, DEMOCRACY AND FINANCE 52-55 (1940); HOLDEN, Fisa
& SMITH, supra note 10, at 225; JURAN & LOUDEN, supra note 20, at 331-33; cf. Bacon,
Directors Under Pressure, CONE, Bp. REC., Feb. 1972, at 44, 44-45 (remarks of James
E. Robison).

‘48, HEIDRICK & STRUGGLES, supra note 12, at 10. See also JURAN & LOUDEN, supra
note 20, at 333-35.

In addition, 64.5 percent of the surveyed corporations, including 56.7 percent of the
industrials, had no interest in using retired executives as directors, and most of the re-
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by law. For one thing, it would be extremely difficult to define the
term “professional director” statutorily. For another, it is questionable
whether a suitable population of potential appointees presently exists;
in a 1973 Conference Board survey of 851 boards, for example, only
75 seats were held by persons who considered themselves to be profes-
sional directors.® Although the population problem might be miti-
gated by extensive use of retired executives, that solution would simiply
foster another, equally difficult problemn: the creation of a corporate
gerontocracy, in cenflict with the recent trend toward setting a retire-
ment age for directors as well as executives.®®

Even putting aside the difficulties of making such a proposal oper-
ational, the wisdomn of putting it into effect scems very doubtful when
its implications are considered. Because directorships under present
corporate practicc are part-time positions, directorship fees are rela-
tively low: median annual compensation for board service is in the
$3400-4800 range."* To earn a living as a professional director comn-
mensurate with, the skills required, an individual would therefore need
to hold upwards of a dozen directorships.®> Assuming that the number
of large publicly Lield corporations for which such a reform might sensi-
bly be required is approximately 2750,5 that the average number of
outside directorships in such corporations is six,** and that all outside
seats would be filled by professional directors, approximately 15,000-
16,000 seats would have to be filled in this manner. If each director
were to hold a dozen seats, all of these directorships would be filled
by just 1300 individuals. Not only would this generate an enormous
and institutionalized conflict-of-interest problem but, what is worse, the

maining corporations had no interest unless there was an age restriction. HEIDRICK &
STRUGGLES, supra note 12, at 10,

49. 1973 CONFERENCE BOARD SURVEY, supra note 14, at 29 Table 5, 39 Table 9.
See also 1975 CONFERENCE BOARD SURVEY, supra note 10, at 40,

50, See 1973 CONFERENCE BOARD SURVEY, supra note 14, at 42-47; HEIDRICK &
STRUGGLES, supra note 12, at 10; JURAN & LOUDEN, supra note 20, at 182-83; cf. BRowN
& SMITH, supra note 10, at 117; Companies Act of 1948, 11 & 12 Geo. 6, c. 38, § 185
(special notice required for resolution appointing a director over the age of 70).

51. J. BacoN, CORPORATE DIRECTORSHIP PRACTICES: COMPENSATION 3 Chart 3
(Conference Board Rep. No. 596, 1973). This range includes both manufacturing
($4800) and nopmanufacturing ($3400) corporations.

52. Cf. Vanderwicken, Change Invades The Boardroom, FORTUNE, May 1972, at
156, 282.

53. This figure is based on the number of common stock issues traded on the New
York and American Stock Exchanges. Letter from Dorothy Geraghty, Research Associ-
ate, New York Stock Exchange, to the author, Mar, 3, 1975 (1542 issues); Letter from
Robert A. Coplin, Vice-President, Information Services Division, American Stock Ex-
change, to the author, Feb. 27, 1975 (1222 issues).

54, The data permits only an estimate on this point, but the figure of six seems
fairly reliable, and a range of five to eight would be highly reliable. See 1973 CoN-
FERENCE BOARD SURVEY, supra note 14, at 1-2; HEIDRICK & STRUGGLES, supra note 12,
at 4; Smith, supra note 27, at 48.
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professional directors would form an interlocking communication net-
work tying the country’s major corporations together in a wholly unde-
sirable way.®®

Finally, one may doubt the accuracy of the premise that profes-
sional directors are more likely than nonprofessionals to be meaning-
fully involved in managing the corporation’s business or making busi-
ness policy:

In England, where they have a “profession” known as “company
director,” the boardroom life is popularly regarded as a cushy sine-
cure. Said Lord Boothby, a life peer, in a reflective moment: “If
you have five directorships it is total heaven, like having a permanent
hot bath . . . . No effort of any kind is called for. You go to a
meeting once a month in a car supplied by the company, you look
grave and sage, on two occasions say ‘I agree,” say ‘I don’t think so’
once, and if all goes well you get 500 pounds a year.”8

B. Full-Time Directors

A second type of proposal for bringing board practice into line
with the received legal model is the restriction of board membership
to “full-time directors,” that is, individuals who are in the corporation’s
employ on a full-time basis, but differ from executives in that they do
not have operating responsibilities.’” Such a model lifts from the board
the time constraint that in itself debars most directors from making busi-
ness policy. An official of Standard Oil of New Jersey, which had such
a board for many years,®® put the argument as follows:

[I]t’s just inconceivable that a director in a corporation can discharge
the [director’s] responsibilities . . . unless he does more than attend

55. Cf. Smith, supra note 27; Smith & Desfosses, Interlocking Directorates: A
Study of Influence, Miss. VALL. J. Bus. & EcoN., Spring 1972, at 57. See also Clayton
Act § 19,15 U.S.C. § 19 (1970) (* . . . No person at the same time shall be a director
in any two or more corporations, any one of which has capital, surplus, and undivided
profits aggregating more than $1,000,000 . . . if such corporations are or shall have been
theretofore . . . competitors. . . .”); Protectoseal Co. v. Barncik, 484 F.2d 585 (7th
Cir. 1973); F.T.C. Says 3 Concerns Violate Law on Directors, N.Y. Times, Nov. 25,
1972, at 1, col. 2; Goodyear Chairman Quits Alcoa Board; FTC is Notified, Wall St.
J., Dec. 1, 1972, at 6, col. 1; Kerr-McGee’s Head Leaves Qutside Board, N.Y. Times,
July 11, 1974, at 48, col. 1; Legal Actions Prompt Directors to Reassess Their Corporate
Roles, Wall St. J., Sept. 17, 1974, at 1, col, 6; Littlefield Quits Board at Chrysler, Re-
mains at GE After FTC Move, Wall St. J., March 23, 1973, at 9, col. 1; Second Alcoa
Director Cited by FTC Quits a Post, Case Against 3 Firms May Go On, Wall St. J.,
Dec. 4, 1972, at 7, col. 1; 25 on Boards of Oil Companies Scrutinized in Antitrust In-
quiry, N.Y. Times, March 12, 1974, at 1, col. 8. But cf. Towl, Qutside Directors Under
Attack, Harv. Bus. REev., Sept.-Oct. 1965, at 135, .

56. Chamberlain, Why It's Harder and Haider to Get a Good Board, FORTUNE,

Nov, 1962, at 109.
See generally BROWN & SMITH, supra note 10, at 57-93.
8. See id. at 57; VANCE, supra note 46, at 190-91,
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a board meeting once a month. Unless he works in between those
monthly board meetings very hard, he’d come up with a lot of statis-
tics and have a lot of office traffic, but the real issue is whether a
director of a corporation can or cannot discharge his responsibilities
adequately . . . if he does not know enough about the functioning
of the managers who are implementing board policy, and the results
that they obtain, to form of his own knowledge proper opinion about
what’s going on.

Now that means, as I say, hie’s got to be something more than
a once-a-month director.5®

As with the professional director, however, it is doubtful that the
full-time director concept could be implemented by law. The distinc-
tion between operating and nonoperating decisions is not sufficiently
clear to be the subject of legislative mandate, and even if it were, most
corporations could not easily develop or afford a complete set of full-
time top managers who had no operating responsibilities.” Finally,
even if problems of statutory definition were overcome and the require-
ment restricted to those corporations which could afford it, the wisdom
of precluding corporations from combining operating and nonoperating
functions in the same individuals is doubtful, since in many businesses
the major nonoperating functions (such as measurement of divisional
performance, allocation of resources among divisions, determination of
corporate-wide business principles, and establishment or acquisition of
new businesses) cannot be compartmentalized from operating deci-
sions.®

59. BROWN & SMITH, supra note 10, at 58.

60. See id. at 62-63; JURAN & LOUDEN, supra note 20, at 170-71.

61. In 1966 Jersey itself significantly changed its full-time director concept by
adding part-time outsiders to its board and transferring the old board's functions to a
Teconstituted full-time executive committee. VANCE, supra note 46, at 191,

Perhaps partially in recognition that a board consisting solely of full-time directors
is unfeasible in most cases, a variant of the full-time director concept has come into
prominence within the last several years, Under this variant, a few (but less than all)
of the directors, without taking on management responsibilities, would spend a signifi-
cant portion (but less than all) of their time directly involved with the corporation’s
business. See, e.g., Patton, The Working Director—Management's Middleman, CONF.
Bp. Rec., Oct. 1972, at 36, Several major corporations have put such a concept into
practice, For example, Westinghouse announced in 1972 that its top executives would
retire from their managerial positions at 60, rather than at 65, and would then “be re-
tained as ‘officer-directors,” reporting to the board on a variety of significant long-range
problems. The ‘officer-directors’ would spend two-thirds of their time on corporate busi-
ness until the normal retirement age of 65, and would draw two-thirds of their previous
salaries . . . .” Westinghouse to Cut Top Officers’ Duties at Age 60 to Facilitate Suc-
cession Process, Wall St. J., July 12, 1972, at 8, col. 2; see 1975 CONFERENCE BOARD
SURVEY, supra note 10, at 36, See also id. at 37-39; Vanderwicken, supra note 52, at
282, 290. Again, such a practice would be difficult to require in operative statutory
terms. Furthermore, such arrangements in themselves seem to hold out little gain over
present practice, since such special directors are likely to be super-consultants, dependent
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C. Fully Staffed Boards

Still a third type of proposal calls for equipping the board with a
substantial staff of its own to advise it in reviewing management pro-
posals and thereby allow it to exercise at least a policymaking—if not

. a.managerial—role.? The best known and most complete proposal of
this type was made by Arthur J. Goldberg in 1972 at the time of his
resignation from the board of TWA.

The Goldberg proposal begins by pointing up the skew between
the received and working models of the board, and the inevitability of
such a skew under current corporate practice. Since outside directors
“cannot acquire more than a smattering of knowledge about any large
and far-flung company,” the board “is relegated to an advisory and le-
gitimizing function that is substantially different from the role of policy
maker . . . contemplated by the law of corporations.” As a result,
“[i]t is difficult, if not impossible . . . for the most dedicated director
to have much impact on policy decisions.” Thus the outside director
is not fulfilling the policy-making role contemplated by corporate law,
leaving him “open to justifiable criticism and legal recriminations.”%?
The cure proposed for these ills is the establishment of “a committee
of overseers of outside directors” which “would be generally responsi-

on management for their positions, for their support, and for acceptance of any propo-
sals they might make, Cf. Patton, supra, at 38.

A variant of the variant calls for a special director who would be nominated or
approved by some organ independent of the corporation and who would have special re-
sponsibilities and special facilities. See Moscow, supra note 37; Townsend, supra note
13, Under Moscow’s proposal such a director would be expected to devote at least 12
working days annually to the corporation’s business (in addition to attending board
meetings), and would have the purpose of promoting *“the long term business success
of the corporate enterprise. . . . [and representing] the collective body of future share-
holders. . . .” Moscow, supra note 37, at 12. This seems like quite a lot to do in 12
days, Townsend’s proposal, which would apply only to corporations with over a billion
dollars in assets, calls for the appointment of a full-time “public director” by an ad hoc
committee of congressional members. The corporation would give this official an office
on its premises and a million dollars a year with which to pay his own salary and hire
staff, He would “receive notice of all meetings conducted throughout the company
[which would be] automatically open to attendance by him or one of his staff mem-
bers,” Townsend, supra note 13, at 69 (emphasis in original). He and his staff would
have access to all files, He would be required to call two press conferences a year to
“report on the company’s progress or lack of progress on issues of interest to the public.
It will be argued that he will reveal company secrets. Let us pray he will,” Essentially,
this is not an idea for a new kind of director, but for an observer posted at the corpo-
ration by the state. The staff would be the observer’s, not the board’s; the obligations
would run to the public, not to the corporation, While the title of “director” might flow
from the historical evolution of Townsend’s proposal, it is irrelevant to the proposal’s
substance. For the kinds of difficuities such a proposal might involve, see note 106 in-
fra. :

62, See, e.g., KOONTZ, supra note 6, at 169-70.

63. Goldberg, Debate on Outside Directors, N.Y. Times, Oct. 29, 1972, § 3, at
1, col. 3. See also N.Y. Times, Oct. 19, 1972, at 69, col. 5.
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ble for supervising company operations on a broad scale and make peri-
odic reports to the board.” This committee would be authorized to hire
a small staff of experts “who would be responsible only to the board
and would be totally independent of management control,” and to en-
gage highly skilled consultants—such as scientific advisors, demo-
graphic experts, consumer advisors, advertising consultants, and finan-
ciers—to provide an independent source of expertise for the board.
Together, the staff and consultants “would look into najor policy ques-
tions and report to the committee and through them to the board as
a whole before decisions are taken on management recommendations.”
This assistance “would reassert the position of the board as a focal point
for creative policy input for corporate decisions.”%*

The Goldberg proposal carries to its logical conclusion the proposi-
- tion that the working model of the board must be brought into line with
the received legal model, Given the premise that the board is to man-
age the business of the corporation (or at a minimum make business
policy), it follows that unless the board is to consist of full-time corpo-
rate employees, which would be prohibitively costly and possibly ineffi-
cient in most corporations, it mnust have at its disposal a staff and con-
sultants to scrutinize management’s activities, policies, and proposals
preliminary to review and revision by the board.

- Notwithstanding its logic, however, the Goldberg proposal is both
unsound and unworkable. Stripped of its trappings, it would create a
shadow staff with an institutionalized obligation to second-guess the
management, but with very limited responsibility for results. Assuming
that the directors are part-time, in cases where the recommendations
of staff and management diverged they would have little choice except
to adopt one set of recommendations or the other. Yet absent self-
dealing on the part of management, the board’s staff could normally
be expected only to decide again—with much more limited facilities
and feel for the business, and at the price of additional expense and
time—issues which management and the corporate staff have already
once decided. If the conclusions of management and staff are the
same, nothing will have been gaimed for this price. If they differ, it
is far from clear how the board will choose between them. In short,
the proposal would add a further and unnecessary level of decision-
making to corporations which already tend toward overbureaucratiza-
tion; would add immensely to the difficulties of running the corpo-
ration’s business; and would produce a wholly undesirable diffusion of
responsibility as among the executives, the shadow staff, the overseeing
committee, and the board itself.%®

64. Goldberg, supra note 63, at 3.
65. Cf. Blough, The Outside Director at Work on the Board, 45 N.Y. STATE BJ,
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I

THE FUNCTIONS OF THE BOARD

Given that the Goldberg proposal carries to its logical conclusion
the premise that the working model of the board should be brought
into line with the received legal model, and given further that the pro-
posal is both unworkable and unsound, its ultimate thrust is to demon-
strate, however inadvertently, the invalidity of the premise from which
it proceeds: Since the board cannot be expected either to manage the
business or make business policy, the task of reform must lie not in
aligning the working model of the board with the received legal model,
but in structuring the board to ensure effectuation of any meaningful
functions it can perform, and particularly any functions it is uniquely
qualified to perform.

With management and policymaking beyond the board’s reach,
four clusters of functions remain: providing advice and counsel to the
office of the chief executive; authorizing major corporate actions; pro-
viding a modality by which persons other than executives can be for-
mally represented in corporate decisionmaking; and selecting and dis-
missing the members of the chief executive’s office and monitoring that
office’s performance.® In considering the bearing of each of these
functions on the structure of the board, two related questions must be

467 (1973); Smith, The Goldberg Dilemma: Directorships, Wall St. 1., Feb. 7, 1973,
at 14, col. 4. Blough points out that while the Goldberg proposal is grounded in signifi-
cant part on protecting the director against liability for failure to obey the statutory
mandate that he manage the corporation, it

would raise as many legal problems for a safety-first minded outside director

as it would settle. If a conflict among staffs arose, some comfort could be

taken legally in the board’'s having considered all viewpoints and its conclusion

thus should not ordinarily be questioned by a court under the “business judg-
ment” rule. But the directors would also have to consider . . . the compara-
bility of the quality of the outside staff with the inside group, the possibility
that a dissident stockholder would claim that because of a disclosed adverse
report the board knew or should have known the investment would turn sour,

or that confronted by conflicting views the board did nothing when it should

have taken advantage of a golden opportunity.
Blough, supra, at 470.

For a more sympathetic view of the Goldberg proposal, see Schwartz, 4 Plan to
Save the Board, 28 Recorp oF N.Y.C.B.A. 279 (1973).

66. Another function sometimes attributed to the board is handling crisis situa-
tions. See, e.g., MACE, supra note 9, at 27. On examination, however, this function
invariably boils down to selecting a new chief executive when the incumbent dies unex-
pectedly or when the corporation is in deep trouble due to his inadequacy, see id., and
is therefore really a special case of the selection-and-dismissal function.

The asking of pertinent questions is also sometimes listed as an important board
function. See BARER, supra note 3, at 19; CoPELAND & TowL, supra note 17, at 95-
114; KooNTZ, supra note 6, at 39-40. In fact boards seldom ask such questions, see
text accompanying notes 21-22 supra, but even if they did it would simply be an applica-
tion of the functions described in the text.
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asked: How important is the function; and to what extent is the board
uniquely qualified to perform it?

A. Advice and Counsel

It is commonly stated that a major function of the board is to pro-
vide advice and counsel to the corporation’s chief executive.®” Cer-
tainly a director is in many ways ideally suited to fill such a role. As
a member of the corporate institution he has both a reasonable degree
of familiarity with its business operations and a special set of loyalties
to its welfare. And because he is a formal equal of the chief executive,
he may be free to speak his mind in a way that is closed to the chief
executive’s subordinates, while the chief executive may be able to dis-
cuss with him matters that could not easily be raised with subordi-
nates.”® On the other hand, the advice-and-counsel function is hardly
essential to the corporation’s operation. The chief executive could per-
form his own functions with advice only from staff and line. If the
chief executive does want outside advice, he can and frequently will
obtain it froin the corporation’s lawyers, accountants, or bankers, rather
than from the board. Indeed, the fact that a given director is a profes-
sional often better accounts for his advice being sought than the fact
that he is a director.

B. Authorization of Major Corporate Actions

Many kinds of corporate actions require authorization by the board
of directors as a matter of either law or practice. The statutory direc-
tion that the corporation’s business be managed by the board serves to
impose a requirement of board authorization for transactions of a cer-
tain quantitative magnitude, regardless of type—a requirement nor-
mally policed by third persons involved in such transactions. The stat-
utes also commonly require board authorization of certain types of
transactions regardless of quantitative magnitude—typically dividend
declaration, certificate amendment, merger, sale of substantially all as-
sets, and dissolution.®® Furthermore, the internal operating procedures
of many corporations require board authorization for capital invest-
ments, acquisitions, long-term commitments, and other defined types

67. See BROWN & SMITH, supra note 10, at 19 (remarks of unidentified director);
GORDON, supra note 3, at 135-37; MACE, supra note 9, at 13-22; Bacon, supra note 47,
at 44 (remarks of Gustave L. Levy); Vanderwicken, supra note 52, at 157; Weinberg,
A Corporation Director Looks at His Job, HArv. Bus. REv., Sept. 1949, at 591.

68. See 1975 CONFERENCE BOARD SURVEY, supra note 10, at 18; Vanderwicken,
supra note 52, at 157-58.

69. See Eisenberg, The Legal Roles of Shareholders and Management in Modern
Corporate Decisionmaking, 57 CaLlr. L. Rev, 1, 60-68 (1969).
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of transactions involving some designated dollar amount.™

Certainly the authorization function may be a useful one. Even
pro forma review is likely to inhibit practices which cannot stand even
superficial scrutiny.”? Moreover, the mere expectation that review is
required before a plan can become effective probably heightens the ra-
tionality of the decision process by inducing extra care in the prepara-
tion of proposals.”? Finally, providing the chief executive with an
organ to which he is accountable, even in form, may dissipate somewhat
the strains which accompany ultimate substantive responsibility. A
leading executive has remarked that the board “buffers and protects
the chief executive and provides him and his subordinate management
with a sheltered and supportive environment in which to function.”?

On the other hand, beyond serving as an audience, and a generally
agreeable one at that, the board’s reviewing role is usually quite lim-
ited, since its decisions must normally turn on analyses prepared by the
very executives who formulate that which is being analyzed. Further-
more, the audience role itself can be played with inore effectiveness
elsewhere in the corporate structure, and it generally is. Since the
modern corporation is highly bureaucratic, most plans must go through
several layers of review even in the absence of a requireinent of board
approval. In all likelihood any one of these reviews has greater poten-
tial for disclosing a proposal’s weaknesses than does review by the
board. Indeed, for most or all practical purposes the last real author-
ization level is the office of chief executive.”* Thus, aside from the
potential check it provides in conflict-of-interest cases, the board’s au-
thorization function, like its advice-and-counsel function, is of limited
importance.

C. A Modality for Exercising Influence or Control

A third function served by the board is the provision of a modality
through which classes of persons other than the corporation’s executives
can influence or control corporate action. For example, major share-
holders may want to become meaningfully involved in corporate deci-
sions, yet may not wish to take on an executive position. Exercise of
control through formal shareholder channels is likely to be unsatisfac-
tory in such cases because the body of sharcholders may not be legally

70. See, e.g., 1967 CONFERENCE BOARD SURVEY, supra note 5, at 97; KooNTz, supra
note 6, at 45-53. !

71. Nutt, supra note 13, at 223,

72. See KOONTZ, supra note 6, at 24; cf. id, at 23.-24; H. WILENSKY & N,
LEBEOUX, INDUSTRIAL SOCIETY AND SOCIAL WELFARE 273 (1958)

73. Heineman, supra note 46, at 157.

74. See GORDON, supra note 3, at 131-33..
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permitted to make the relevant decisions,’® and in any event mnay con-
stitute too clumsy an instrument for this purpose. Exercise of control
through informal channels inay be undesirable because such a role may
subject the shareholder to individual liability,’® and in any event may
be unsatisfactory just because of its informality. For such shareholders
the board provides an ideal modality, since internal corporate
processes can be so structured that all transactions of a given class must
go -through the board or a board comnmittee on which the shareholder
sits.”?

Major shareholders are not the only persons who want to use the
board as a modality for involvement in corporate decisionmaking. Ma-
jor creditors often make similar use of the board for similar reasons,™
and lately inuch consideration has been given to the desirability of pro-
viding various corporate client groups (for example, employees, suppli-
ers, consumers), and certain disadvantaged social groups (sucl as
blacks and women) with access to the corporate decisionmaking
process through board membership.”®

How important is the modality function? For a major shareholder
or creditor the mechanisin is certainly useful. For the other groups the
answer is less clear. Membership in such groups does not guarantee
either the financial and business skills or the time required to exert a
meaningful say in corporate decisionmaking., In all probability, some
client and social groups press for board representation because they fail
to realize this and also overvalue the board’s role. But even a group
that is aware of the limited utility of board membership might want such
representation. While normally the board can, as a practical matter,
neither manage the business nor make business policy, it may be able

75. See, e.g., Charlestown Boot & Shoe Co. v. Dunsmore, 60 N.H. 85 (1880).

76. See Kingston Dry Dock Co. v. Lake Champlain Transp. Co., 31 F.2d 265 (2d
Cir. 1929) (L. Hand, J.).

77. See, e.g., O. WILLIAMSON, THE ECONOMICS OF DISCRETIONARY BEHAVIOR:
MANAGERIAL OBJECTIVES IN A THEORY OF THE FmRM 105 (1964); cf. Great Western
United’s Board Reestablishes Executive Committee, Wall S8t. J., July 31, 1972, at 1, col.
4; Great Western United Faces Proxy Fight as Director Backs Disposal of Some Units,
Wall St. J., Aug. 23, 1972, at 6, col. 1.

78. As in the case of a shareholder, direct involvement in corporate decisionmak-
ing by a creditor may result in the imposition of individual liability. Cf. Connor v.
Great W. Sav. & Loan Ass’n, 69 Cal, 2d 850, 447 P.2d 609, 73 Cal. Rptr. 369 (1968)
(Traynor, C.1.).

79. See Blumberg, Reflections on Proposals for Corporate Reform Through
Change in the Composition of the Board of Directors: “Special Interest” or “Public”
Directors, 53 B.U.L. Rev. 547 (1973); Bunting, Conard, Deutsch, Farrell & Hickman,
The Corporate Machinery for Hearing and Heeding New Voices, 27 Bus. Law. 195,
197-208 (remarks of Professor Alfred F. Conard), 214-18 (remarks of John R. Bunting)
(1971); PoKempner, The More Representative Board, CoNr., Bp. REC., Feb, 1972, at
42; Vanderwicken, supra note 52, at 285-90; cf. Firms Find Integration in their Board-
rooms is Working Quite Well, Wall 8t. J,, Oct. 5, 1972, at 1, col. 6.



1975] MANAGEMENT STRUCTURE 395

to impress upon those who do the importance of taking particular kinds
of values into account. At a minimum, the allocation of directorships
to certain groups may concretely symbolize, to iriddle and lower man-
agement, top management’s commitment to the values which the group
represents.8°

On the other hand, there are alternative modalities through which
the ends desired by such groups can be achieved. These alternatives
can be ranged along a continuum, with informal channels of influence
at one extreme and direct government regulation at the other. Be-
tween these poles lie a great variety of formal modalities. For exam-
ple, labor can gain a say in corporate decisionmaking through collective
bargaining and the grievance machinery.®* Creditors can exercise con-
trol through restrictive covenants.®?* Suppliers and consumers can be
organized either through private action, as in the case of American
automobile dealers,®® or under legal auspices, as in the case of the con-
sumer councils created by statute in coimection with socialized indus-
tries in Great Britain.®* Social groups can gain a say through working
relationships developed between the corporation and representative or-
ganizations.®®* These modalities may be more effective inechanisms
than board membership for the exercise of influence by client and so-
cial groups, since they can be closely tailored to the substantive and
procedural needs of each group, while the board’s form is relatively
fixed, its jurisdiction necessarily diffuse, and its effective power very
limited.

Furthermore, board representation by such groups entails costs
that may outstrip any potential benefits. For one thing, a director ap-
pointed to represent such a group may face the difficult and at times
irreconcilable problems which result fromn attempting to promote two
potentially conflicting objectives: the best imterest of the corporation,
and the special interests of those whom the director represents.®¢
Moreover, the special interests of the various groups represented under

80. See Blumberg, supra note 79, at 552; Bunting, et al, supra note 79, at 201 (re-
marks of Prof. Conard), 215-17 (remarks of Mr. Bunting); Vanderwicken, supra note
52, at 290; cf. City to Add Nurses to Hospital Boards, N.Y. Times, Aug. 2, 1966, at
1,col. 7.

81, See J. KUnN, BARGAINING IN GRIEVANCE SETTLEMENT (1961); Feller, 4 Gen-
eral Theory of the Collective Bargaining Agreement, 61 CALIF. L, Rev, 663 (1973).

82. Cf. AMERICAN BarR FoUNDATION, CORPORATE DEBT FINANCING PROJECT, COM-
MENTARIES ON INDENTURES 312-473 (1971).

83. Cf.S. MaAcAuLAY, LAw AND THE BALANCE OF POWER (1966).

84. See W. RoBsoN, NATIONALIZED INDUSTRY AND PUBLIC OWNERSHIP 243-77
(1960).

85. Cf. R. WaLTON & R. MCKERSIE, A BEHAVIORAL THEORY OF LABOR NEGOTIA-
TIONS 391-98 (1965).

86. Cf. Vagts, Reforming the “Modern” Corporation: Perspectives From the
German, 80 HArv. L, REv. 23, 52-53 (1966).
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such a concept are themselves likely to conflict, with censequences that
have been pointed up by Professor Vagts:
The system [adopted under German law and practice, under which
the supervisory board includes labor, banking, supplier, and big-con-
sumer representatives] lias . . . special dangers. By bringing the
public and the employees into the inner councils of the corporation
it tends to screen both the conflicts between the interests involved and
their resolution from public view. Thus it causes power to be exer-
cised by a relatively closed group that tends to develop comunon al-
liances within itself at the expense of those whom it represents.87

In short, while the problem of board representation by client and
social groups is a complex one, for present purposes it seems fair to
conclude that some benefits derive from such representation; that the
benefits probably consist of marginal changes in decisionmaking input,
rather than gross changes m decisionmaking output; that most of the
benefits can be achieved, perhaps more effectively, through eans
other than board representation; and that costs as well as benefits re-
sult. On balance, therefore, the importance of the board’s modality
function may be considerable as to major shareholders and perhaps
creditors, but is questionable as to client and social groups.

D. Selection and Removal of the Chief Executive;
the Monitoring Function

A fourth cluster of functions served by the board consists of select-
ing and dismissing the members of the chief executive’s office, and
monitoring that office’s performance. Unlike the advice, authorization,
and modality functions, the elements of this fourth clustet are both of
critical importance to the corporation and uniquely suited for perform-
ance by the board.

1. Selection

By law and practice the corporation’s chief executive is formally
chosen by the board.®® Of course, an outgoing chief executive will

87. Id. at 88.

88. In most cases the board also formally chooses other major officers, and often
minor officers as well. Both statutes and practice show considerable variation in this
regard. As to the major officers (usually president, vice-presidents, treasurer, and
secretary), some statutes provide that these officers shall be chosen by the board. See
CaAL. Corp. CopbE § 821 (West 1955); ILL. ANN. STAT. ch. 32, § 157.43 (Smith-Hurd
1963); N.Y. Bus. Corp, Law § 715(a) (McKinney 1963); Onio REv. CopeE ANN. §
1701.64(A) (Page Supp. 1973); ABA MobeL Bus, Corp. ACT § 50 (1969 rev.). Others
provide that such officers shall be chosen by the board unless otherwise provided by the
bylaws, see N.J. STAT. ANN. § 14A:6-15(1) (Supp. 1974), or as prescribed by the by-
laws or as the board of directors determines, see DEL. CODE ANN. tit. 8, § 142(b)
(Michie 1975). The statutory variations as to minor officers (assistant secretary, assist-
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have a great deal to say in the selection of his successor.®? Typically
a successor will be sought from within the ranks, and in such cases the
outgoing chief executive has far better information on candidates than
the board.®® Frequently he will have designated a crown prince, either
by title (for example, executive vice president), or otherwise; appoint-
ment of anyone else is then rendered difficult by the personal and insti-
tutional expectations such a designation creates.”’ And if the chief
executive has managed the business well, the board will normally be
hesitant to override his judgment as to who can best perpetuate the cor-
poration’s prosperity.®*

Nevertheless, despite significant input from the outgoing chief ex-
ecutive, the board’s role in selecting a successor is often considerably
more than a formality.?® The elements that prevent the board from
making business policy, for example, do not prevent it from taking a
meaningful role in selection of a new chief executive. Policymaking
for a complex enterprise is a full-time occupation; selecting a chief ex-
ecutive is not. Policymmaking requires intimate involvemnent with the
business; selecting a chief executive does not. Policymaking depends
on a body of substantive knowledge possessed only by those in the field;
in the selection of a chief executive, however, outside directors, who

ant treasurer, etc.) are comparable. Some statutes require that thcy be chosen by the
board. See N.Y. Bus. Corp. Law § 715(a) (McKinney 1963); Onio REv. CODE ANN.
§ 1701.64(A) (Page Supp. 1973). Others provide that they shall be chosen by the board
unless the bylaws otherwise provide, see N.J. Star. ANN. § 14A:6-15(1) (Supp. 1974),
or as prescribed in the bylaws, see CAL. Corp. Cope § 821 (West 1955); ILL. ANN.
STAT. ch. 32, § 157.43 (Smith-Hurd 1963), or unless the bylaws or certificate otherwise
provide, see PA. STAT. ANN, tit, 15, § 1406 (Supp. 1974), or as prescribed in the bylaws
or by the board, see DEL. CODE ANN. tit. 8, § 142(b) (Mich'e 1975); ABA MobDEL
Bus. Corp. AcT § 50 (1969 rev.). Whatever the form, however, the board normally
just rubberstamps the chief executive’s selections in the case of all officers below the
chief executive's level. See GORDON, supra note 3, at 107-08; JURAN & LOUDEN, supra
note 20, at 88, 91-92; M. NEwWCOMER, THE BiG BuUsINEsS EXECUTIVE 40 (1955).

89. See 1975 CONFERENCE BOARD SURVEY, supra note 10, at 24; GORDON, supra
note 3, at 129 n.21; MACE, supra note 9, at 65-68, 70-71; Heineman, supra note 46, at
159; cf. Zald, Who Shall Rule? A Political Analysis of Succession in a Large Welfare
Organization, PAc. Soc. REv., Spring 1965, at 52. An extreme example is recorded by
Juran and Louden: ;

Some [chief executive officers] have resorted to the “sealed letter” method

for selecting their successors in an emergency. They have named their succes-

sors and the reasons for their choice but have not announced this. Instead,

they have recorded it iu a sealed letter whith is not to be opened unless they
meet with some sudden emergency.
JURAN & LOUDEN, supra note 20, at 104,

90. See MACE, supra note 9, at 70-71.

91. Cf. Zald, supra note 23, at 109,

92. Cf. Zald, supra note 89, at 58-59.

93, See 1975 CoONFERENCE BOARD SURVEY, supra note 10, at 26; GORDON, supra
note 3, at 107-08; JURAN & LOUDEN, supra note 20, at 88, 91-92; M. NEWCOMER, supra
note 88, at 40.
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are themselves often chief executives,® are likely to be as qualified
in evaluating candidates as the outgoing chief executive. Thus the
board can be expected to and frequently does play a real, albeit re-
strained role in the selection of a new chief executive.

How important is the selection function? It has been argued that
in a large, publicly held corporation the chief executive, or even the top
executives taken as a group, cannot determine policy, and that instead
this power inheres in the technocrats inhabiting the middle cells of the
organization chart.® Although this proposition contains a significant
element of truth, it is nevertheless greatly overstated. While it may
well be that day-to-day policy can be made only on lower levels, the
office of the chief executive (that is, the individual or individuals®® who
fill that office together, with associated cabinet and staff) will normally
be the locus of final decision on most important policies, and will have
an indirect voice in other policies through the selection and domination
of the other executives. With its large powers over policy, selection,
promotion, and budget, that office can do much to determine the profit-
ability and direction of the enterprise; it is, therefore, generally appro-
priate to give that office credit when the enterprise operates efficiently,
and to liold it responsible when the enterprise does not.?”

2. Removal and Monitoring

The removal power is a concomitant of the selection power. In
terms of ongoing corporate activities taken as a whole, the selection
power is probably the more important of the two. In terms of the spe-
cial role the board can play, however, the removal power is preemi-
nent—not because removal is so important in itself, but because it sub-
sumes a third, semi-autonomous function: monitoring the results
achieved by the chief executive’s office to determine whether the in-
cumbent should remain in place A structure which emphasizes the
preeminence of this function may be referred to as a monitoring model.

Unlike the received legal model, which, as elaborated, stresses the
policymaking function and therefore assumes the board is an integral
part of the corporation’s management structure, the premise of a moni-
toring model is that management is a function of the executives, with
ultimate responsibility located in the office of the chief executive.

94, See 1973 CONFERENCE BOARD SURVEY, supra note 14, at 29 Table 5; MACE,
supra note 9, at 87-89.

95. J. GALBRAITH, THE NEW INDUSTRIAL STATE 59-71 (2d ed. 1971).

96. See Second Thoughts on the ‘Office of the President, BusiNEss WEEK, Oct. 3,
1970, at 42; Vance, Toward a Collegial Office of the President, CALIF. MGMT. REvV,,
Fall 1972, at 106; Yunich to Retire at 55 From R. H. Macy, N.Y. Times, Sept. 27, 1972,
§ 2, at 63, col. 5.

97. Cf. GORDON, suprg note 3, at 91-97, 106-15,
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Under a monitoring model, therefore, the role of the board is to hold
the executives accountable for adequate results (whether financial, so-
cial, or both), while the role of the executives is to determine how to
achieve such results.® Of course, the board cannot perform this func-
tion without regard to policy: Objectives must be set, explicitly or im-
plicitly, against which to measure management’s results, and the selec-
tion of objectives will partly depend on the directors’ broad notions of
policy and will interact with the question of what business policies are
suitable for the particular firm. Nevertheless, the selection of an objec-
tive is distingnishable not only in theory but pretty largely in practice
from the determination of how an objective will be met: It is one thing,
for example, to demand a certain return on capital; it is another to de-
cide upon the strategy and tactics which promise to yield that return.

The monitoring model, moreover, is not simply mechanistic; moni-
toring must begin with results, but it cannot end there. Apparently
satisfactory profits, for example, may have been purchased by skimping
on maintenance or research, or may flow from a windfall. Similarly,
profits which seem unsatisfactory may be the product of an acceptable
risk which did not bear fruit, of heavy start-up costs, or of a natural
catastrophe. The concept of monitoring for results thus does not pre-
clude the monitors from going behind the result and either accepting
as satisfactory a level of perforinance which fails short of the applicable
objective, or criticizing as unsatisfactory a level of performnance which
exceeds it. What the concept of monitoring does require is the avail-
ability of sophisticated and independent information-gathering sys-
tems—a matter whicli will be discussed in Part V—and directors who
are equally sophisticated in mterpreting both financial and nonfinancial
data.

The critical inportance of monitoring as a board function rests on
two elements. First, in the exercise of many of its other functions, in-
cluding even its power of selection, the board must properly pay great
deference to the incumbent chief executive. In the exercise of its
monitoring function, however, the board must be completely inde-
pendent of the chief executive, since he is the very person whose re-
sults are being monitored. Second, the very premise of the corporate
system, in which control of the factors of production and distribution
is vested in the hands of privately appointed corporate managers, is that
it can be expected to attain a more efficient utilization of economic re-
sources than that achievable under alternative economic constitutions.
Given that premise, however, the legal system may and even must in-
sist on some structural assurance that such efficiency will be forthcon:-

98. See IRRC, supra note 10, at 16-19.
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ing, and under appropriate conditions the board’s monitoring function
can heip provide that assurance.

Since those who manage obviously cannot be trusted to assure
their own efficiency, the removal of inefficient managers requires some
mechanism external to the managers themselves., One such mecha-
nism is the market in which the corporation operates, with its attendant
sanction of corporate failure. But this niechanism permits substantial
inefficiency, since given the structure of most markets, a firm can
usually remain in business for a protracted period of time if it has even
the most meager returns.®® A second such mechanism is the takeover
bid: If the corporation’s assets are inefficiently utilized, its shares will
normally be underpriced, tempting outsiders to acquire control through
stock purchases.!®® This mechanism, however, also provides excessive
leeway for managerial inefficiency, because of the high transaction costs
of takeover bids resulting from their inherent mechanics,'** the barriers
to success thrown up by the Williams Act,'°® and the ability of in-
cumbent executives to oppose such bids through use of the target cor-
poration’s own resources.’’® Some further constraint on managerial in-
efficiency is therefore required to assure the niost efficient utilization
of economic resources. An agency that could monitor the efficiency
of the chief executive’s office on a regular basis, and remove the in-

99. See, e.g., Publicker Industries’ Losses on Operations Irk Critics; Firm Manages
by Selling Assets, Wall St. 1., April 24, 1972, at 30, col. 1.

100. Cf. D. AusTIN & J. FisHMAN, CORPORATIONS IN CONFLICT—THE TENDER OF-
FER 43-45 (1970); Fleischer & Mundheim, Corporate Acquisition by Tender Offer, 115
U. Pa. L. Rev. 317, 324-25 (1967); Hayes & Taussig, Tactics of Cash Takeover Bids,
Harv. Bus. REv., March-April 1967, at 135, 139-40; Manne, Mergers and the Market
for Corporate Control, 73 J. PoL. EcoNn. 110, 112-13 (1965).

101, Cf. O. WILLIAMSON, CORPORATE CONTROL AND BUSINESS BEHAVIOR 99-100
(1970).

102, Pub. L. No. 90-439, 82 Stat. 454 (1968), 15 U.S.C. §§ 78m(d), (e), 78n(d)-
(f) (1970). See Manne, Cash Tender Offers for Shares—A Reply to Chairman Colen,
1967 DUKE L.J. 231.

103. See E. ARaNow & H. EINHORN, TENDER OFFERS FOR CORPORATE CONTROL
219-74 (1973); Schmults & Kelly, Cash Take-over Bids—Defense Tactics, 23 Bus. Law,
115 (1967); Note, Defensive Tactics Employed by Incumbent Managements in Contest-
ing Tender Offers, 21 StaN. L. Rev. 1104 (1969); cf. Austin, Tender Offers Revis-
ited: 1968-1972 Comparison with the Past and Future Trends, MERGER & Acquisl-
TIONS, Fall 1973, at 16; Hindley, Separation of Ownership and Control in The Modern
Corporation, 13 J. Law & EcoN. 185 (1970); Armada Pauses on Acquisition Trail to
Bolster Own Take-Over Defenses, Wall St. J., June 3, 1974, at 17, col. 1; CNA Finan-
cial Corp., Once the Avid Hunter, Now is Worried Prey, Wall St. J., July 22, 1974, at 1,
col. 6; Market Place—Obstacles Cited on Take-Overs, N.Y. T:mes, May 28, 1970,
at 52, col, 5; Shelters Impede Takeovers, N.Y, Times, Mar. 29, 1970, § 3, at 1, col. 1.
Cf. Del E. Webb Corp. To Seek Bylaw Change on Director Elections, Wall St. J., April
8, 1975, at 14, col. 4; Jorgensen Co. Proposes Dclaware Rechartering as Take-Over De-
fense, Wall St. 1., April 4, 1975, at 8, col. 5; Instrument Systems [s Asking Its Holders
To Make It Even Harder to Oust Directors, Wall St. J., Feb, 24, 1975, at 12, col. 1.
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habitants of that office for inadequate performance, would be ideally
suited to aid in the implementation of this critical social function.

Such a power might, of course, be vested in some agency other
than the board. But what are the alternatives? The body of share-
holders is too disparate, shifting, and clumsy to conduct the type of in-
quiry involved. Effective replacement would be highly improbable;
monitoring in any sense would be all but impossible; and removal situ-
ations would be turned into semi-public semi-trials, involving intoler-
able cost, rigidity, embarrassment, and delay. Assignment of this func-
tion to client groups is precluded-not only by administrative considera-
tions, but also by the fact that such groups often have special interests
which are inconsistent with the general corporate welfare. A council
of corporate executives would not present administrative problems, but
vesting the power to remove the chief executive in such an organ would
put enormous pressure on the chief executive to select subordinates
purely on the basis of their subordination.!® A governmental
agency'®® would almost surely serve to politicize the selection and re-
moval of corporate executives, in the narrowest sense of that terin;'%°

104. This difficulty might be overcome by also vesting such a council with the
power to select and dismiss its own members, but divesting the chief executive of those
powers would be both impracticable and unwise,

105. See, e.g., Roth, Supervision of Corporate Management: The “Outside” Di-
rector and the German Experience, 51 N.C.L. REv. 1369, 1382 (1973); Townsend, supra
note 13, at 69-70.

106. The history of General Aniline is instructive. In 1942 the U.S. Government
took over General Aniline’s stock as enemy preperty, and the Secretary of the Treasury.
Henry Morgenthau, who was then in charge of alien property, designated a new presi-
dent and board. In 1943 Leo Growley was apponted Alien-Propzrty Custodian. He
forced out Morgenthau’s president and half of Morgenthau’s board and installed his own
designees in their places. In 1947, when Growley’s president retired, his successor came
to General Aniline through the chairman of the Democratic National Committee. In
1953, when the Republicans came into office, they reappointed only five of 11 outside
directors. Only one of these five was a Democrat. Of the six new outside directors
appointed by the Republicans, five were Republicans and the sixth was an independent.
In 1955 a friend of Eisenhower was named as General Aniline’s new president. In
1961, when the Democrats regained office, they ousted all the outside directors except
the Democrat the Republicans had left in. Of 15 new outside directors, two were em-
ployees of the Justice Department, and the other 13 were either Democrats or inde-
pendent Kennedy supporters, including the principal lawyer for the Kennedy enterprises,
prominent Democratic fund raisers, and an old friend of Joseph Kennedy.

Over the years, similar shifts were made in the position of counsel. During the
Truman administration General Aniline’s general counsel was Steptoe & Johnson, in
which Louis A. Johnson, a prominent Democrat and former Secretary of Defense, was
a leading partner. During the Eisenhower administration Steptoe & Johnson was re-
placed by Winthrop, Stimson, Putnam & Roberts, a firm with strong Republican connec-
tions. During the Kennedy administrat’on, Winthrop, Stimson was replaced by Manes,
Sturim & Laufer, which was chosen by one of Robert Kennedy’s chief assistants who
was a longtime friend of one of the fi:m’s sen‘or pa:tners. (The Kennedy administra-
tion also dismissed General Aniline’s auditors and advertising agency, retaining in their
places firms which had connections to the President or Robert Kennedy.) Ross, Gen-
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in any event it is unlikely that any single agency could effectively screen
candidates for executive office in hundreds or thousands of corpora-
tions, let alone effectively monitor the performance of those it had
chosen. Optimal performance of the selection, monitoring, and re-
moval function requires an agency, like the board, which is compact
and cohesive, relatively free of conflicting interests, and individualized
to the corporation, yet capable of being made independent of executive
control.

E. Summary

A corporate organ comprised in significant part of nonexecutives
can rarely either manage the corporation’s business or make business
policy. It can be useful in providing advice and counsel to the chief
executive’s office, playing a formal role in the approval of major corpo-
rate projects, and providing a modality for the exercise of influence and
control by nonexecutives, but for the most part these functions are
either relatively unimportant or can easily be located elsewhere.
There is, however, one cluster of critical functions which such an organ

eral Aniline Goes Private, FORTUNE, Sept. 1963, at 127, 128-29, 144. See also Schwartz,
Governmentally Appointed Directors in a Private Corporation—The Communications
Satellite Act of 1962, 79 HARv. L. REv. 350, 357-61 (1965) (experience with govern-
ment-appointed directors on the board of Union-Pacific); Nixon Eyes Fitzsimmons for
Meany Comsat Seat, Wall St. J., May 19, 1972, at 5, col. 4 (Frank Fitzsimmons to re-
place George Meany as a government-appointed director of Comsat, after Meany quit
President Nixon’s Pay Board while Fitzsimmons stayed on as the Board's only union
official).

Government-appointed directors may also raise other problems. For example, they
may tend to adopt unduly cautious business policies, cf. Ross, supra, at 148, and may
be unduly responsive to presidential jawboning, cf. 1948 OFFICE OF ALIEN PROPERTY
ANNUAL REPORT 34-37, to the needs of American foreign policy, c¢f. 1943 OFFICE OF
ALIEN PROPERTY CUSTODIAN ANNUAL REPORT 67-68, and to challenges to corporate
practices issued by government agencies, cf. 1944 OFFICE OF ALIEN PROPERTY Cus-
TODIAN ANNUAL REPORT 65-66. These, in turn, are specific instances of a more general
problem identified by Professor Vagts:

The effect on a firm of having a partially public managemsnt may be
compared with that of being subject to regulation. In both cases the tendency

of management to maximize profits is subject to restraints designed to further

other interests. The restraints imposed by public representatives are not, how-

ever, exerted in as plainly visible a fashion and there is less need for the gov-
ernment to take as clear and reasoned a stand. ‘Thus on the one hand there

is considerable danger that the government may seek to achieve in the quiet

of the conference room what it cannot achieve in the normal administrative

process. On the other hand, the asserted tendency of administrative agencies

to fall under the influence of the industry they regulate is apt to reveal itself

even more with government board members who work together with the regu-

lar management and develop a common set of attitudes and a common esprit

de corps. On the whole, one is inclined to believe that a more rational and

orderly development of economic law is apt to be achieved by pursuing the

American pattern of open regulation rather than the German form of operating

through undisclosed negotiations between private and public representatives.
Vagts, supra note 86, at 86-87. See also Schwartz, supra, at 363-64.
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is optimally suited to perform: selecting, monitoring, and removing the
members of the chief executive’s office.t%” It therefore follows that
the primary objective of the legal rules governing the structure of cor-
porate management should be to ensure effective performance of that
cluster of functions—if possible, without precluding the board from
playing additional roles if it so chooses. To achieve this objective,
these rules must: (1) make the board independent of the executives
whose performance is being monitored, and (2) assure adequate and
objective information to enable the board to execute its monitoring
function. Parts IV and V will explore these requirements in turn.

v

THE LEGAL RULES GOVERNING THE COMPOSITION AND
STRUCTURE OF THE BOARD; INDEPENDENCE OF DIRECTORS

Although the monitoring role of the board is crucial as a theoreti-
cal matter, the available evidence admittedly suggests that in practice
boards do not perform this function well. Most boards will not remove
a chief executive for inefficiency unless the corporation has entered the
crisis zone, and cases such as Penn Central, 18 L-T-V,1%° Ampex,**° and
Memorex!!! indicate that many boards will not act until the crisis has
become virtually irredeemable. Indeed, outside directors will often re-
sign rather than attempt to remove an inefficient management.*1?

One interpretation of this behavior, of course, is that the concept
of the monitoring function is an illusion. An alternative interpretation,
however, is that effective monitoring has been all but precluded by cur-
rent corporate ideology and practice. The ideological problem is that
the board is commonly conceived as an agency whose primary obliga-
tion is not to monitor management, but rather to make policy as an hute-

107. Cf. Bacon, supra note 47, at 44 (remarks of Gustave L. Levy); PoKempner,
supra note 79, at 42 (remarks of John R. Bunting).

108. See J. DAUGHEN & P. BINZEN, THE WRECK OF THE PENN CENTRAL (1971);
Townsend, Book Review, N.Y. Times, Dec. 12, 1971, § 6 (Book Review), at 3.

109. See LTV Recounts lts Many Hls, BusINESs WEEK, Dec. 19, 1970, at 42,

110. See How Ampex Saturated Recorded Tape Market and Got Soaked Iltself,
Wall St. J., March 9, 1972, at 1, col. 6; Ampex Corp. Had Loss Totaling $3.2 Million
in Fiscal First Period, Wall St. J., August 23, 1972, at 19, col. 6; Ampex Expects $40
Million Loss For Fiscal 1972, Wall St. 1., Jan. 12, 1973, at 4, col. 2.

111. Memorex Concedes It's in Financial Morass and That Bank of America Has
Intervened, Wall St. J., May 16, 1973, at 4, col. 2.

112, “[Flar more dangerous than the general ineffectiveness of boards in disaster
situations . . . is the lack of any mechanism for identifying and elminating mediocrity
of management. . . . [Dlirectors are far more likely to ‘go along,’ or resign, than to
demand changes because of mediocre performance.” Heineman, supra note 46, at 157,
See also MACE, supra note 9, at 15, 33-36, 61, 187; Ludlow, The Board of Directors
Faces Challenge and Change, CoNF. Bp. REc,, Feb. 1972, at 39, 41 (remarks of Harles-
ton R, Wood),
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gral part of management.!’®* The problem of corporate practice is that
while effective performance of the monitoring function is conditioned
on monitors who are (i) independent of those who are monitored, and
(ii) capable of obtaining adequate and objective information concern-
ing management, in the case of most boards neither condition is pres-
ently fulfilled. First, state corporation law has done little or nothing
to insure board independence, and as a result most directors in most
publicly held corporations are closely tied to the chief executive—
either economically, through an employment, professional, consulting,
or supplier relationship with the corporation,'* or psychologically,
through friendship, prior employment, or the fact that they have been
selected and indoctrinated by the chief executive and hold their seats
at his pleasure.’*® Second, most boards have had no independent
mechanism for obtaining adequate and objective information. Instead,
directors are almost wholly dependent for information either on the
very executives whose performance the information is supposed to re-
flect, or on accountants who are themselves dependent on those execu-
tives.1’®  Although it may be that even independent and fully-inforined
boards cannot be expected to perform a monitoring function,'!” that
proposition cannot be established on the basis of the existing record.

If the monitoring function is to be effectively perforined, then, the
first task of the legal rules governing the composition of the board inust
be to ensure that it is independent of management. The problem is
how to achieve that independence consistent with the best effectuation
of the monitoring function and, to the extent possible, the board’s re-
maining functions as well. At least three alternative models must be
considered: (1) a single-board system in which all directors are re-
quired to be independent of management; (2) a single-board system
in which independent directors constitute a clear majority; and (3) a
dual-board or two-tier system in which managers and supervisors are
members of separate corporate organs.

A. A Single Board Comprised Wholly of
Independent Directors

Assuming that the present single-board system is retained, the ad-
vantages of requiring all directors to be independent are obvious.
Since the board’s principal function is to monitor management’s per-

113. Cf. HEDRICK & STRUGGLES, supra note 12, at 5.

114, See text accompanying notes 27-33 supra; cf. JURAN & LOUDEN, supra note 20,
at 164-70, 203-04; Kilborn, Singer's High-Key Diversification Hits a Sour Note, N.Y.
Times, Oct. 24, 1974, at 61, col. 3.

115. See text accompanying notes 34-40 supra,

116. See text accompanying notes 176-81 infra.

117. Cf. MACE, supra note 9, at 195; Roth, supra note 105, at 1381-82,
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formance, and since a director who is not independent can scarcely be
trusted to perform that function, board membership for such persons
seems counterproductive. Nor, in most cases, would exclusion of non-
independent directors hamper the board’s performance of its other
functions. To the contrary, permitting the corporation’s executives to
sit on the board is inconsistent with the board’s advice-and-counsel
function, since the executives are already paid to give advice and coun-
sel in their executive capacity; inconsistent with the authorization func-
tion, since the board is usually called upon to authorize only what the
executives themselves have proposed; and inconsistent with the modal-
ity function, since the purpose of that function is to give nonexecutives
a voice in corporate decisionmaking.!'® Similarly, permitting outside
counsel to sit on the board severely compromises his objectivity, since
he is then simultaneously attorney and client,’*® and permitting the cor-
poration’s investment banker to sit on the board often gives rise to

118. Cf. MACE, supra note 19, at 119, 126-27. Against this view it has been argued
that board membership for executives (i) aids in recruitment; (ii) educates executives
in board-level management processes; (iil) enables outside directors to evaluate execu-
tives who may eventually be candidates for chief executive; and (iv) ensures the pres-
ence at board meetings of persons who can answer questions concerning corporate oper-
ations. See MACE, supra note 9, at 111-19 (quoting corporate executives); cf. 1975
CONFERENCE BOARD SURVEY, supra note 10, at 63-65. None of these arguments will
withstand analysis. The first and second are essentially circular, for if executives were
barred from the board it would be unnecessary to educate them to board-level processes,
and directorships would cease to be a part of the recruitment apparatus. Additionally,
the second rests on the doubtful premise that there is such a tbing as board-level man-
agement. The premise behind the third is similarly dubious. Where promotion is from
within, as it usually is, the recomnmendation of the outgoing chief executive, rather than
the casual evaluations of outside directors, will normally be dispositive. Furthermore,
the board-meeting context may provide “an artificial, synthetic exposure” in which to
measure ability. Id. at 117. The fourth supports the presence of executives at board
meetings, not their membership.

It is sometimes said that executives w:ll speak out more freely at board meetings
if they are members rather than merely invited guests. See id. at 115 (quoting a cor-
porate executive). But on what subjects will they speak out? Certainly they are not
going to criticize each other or the chief executive.

“If you watch what happens at board meetings, you will observe that any
questions are asked by outside directors and never by insiders. And it's a little

bit like a tennis match-—if a questioning outside director is at one end of the

board table, and the president is at the other end, the question and response

results in all eyes moving in unison to whoever is speaking.”
Id. at 119-20 (quoting a corporate executive).

119. See Swain, Impact of Big Business on the Profession: An Answer to Critics
of the Modern Bar, 35 AB.A.J. 89, 170 (1949); Gartner, A Question for Mr. Casey,
Wall St. J., March 3, 1971, at 10, col. 3; SEC Head to be Sued for Role as Director
of Small Firm in ’68-70, Wall St. J., Jan. 16, 1973, at 1, col. 1; Redcay, Corporate
Counsel on His Client's Board of Directors, March 8, 1973 (unpublished paper, copy
on file with the California Law Review); cf. Investment Company Act, 15 US.C. 8§
80a-2(19) (A) (iv), (B)(iv) (1970). For data concerning the extent to which counsel
for publicly held corporations double as directors, see W, HUDSON, OUTSIDE COUNSEL:
INsIDE DIRECTOR (1973).
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severe conflict-of-interest problems,’?® and may impair the corpora-
tion’s ability to raise capital on the most advantageous terms, since the
investment-banking community frequently views such a membership as
a territorial signal.?!

B. A Single Board with a Clear Majority of
Independent Directors

Despite the advantages of a rule mandating complete independ-
ence, a rule requiring that only a clear majority of the board be inde-
pendent would probably be preferable, at least today. First, the
former rule would in the minds of many persons represent an unaccept-
ably sharp break with tradition in a social sector which puts a premium
on stability. The latter rule, on the other hand, is already almost within
reach. Partly as a result of a policy adopted in the mid-1960’s by the
New York Stock Exchange,!?? all but a dozen or so of the 1400 corpo-
rations listed on that Exchange already have at least one or two outside
directors,’?® 94 percent have at least three,?* and half have at least
seven.}?® Similarly, nonemployee directors held half or more of the
seats in approximately 45 percent of the Fortune 500, 50 percent of
the industrials in the Heidrick & Struggles survey, and 70 percent of the

120. See MACE, supra note 9, at 133-34; Slade v. Shearson, Hammill & Co., [1973-
1974 Transfer Binder] CCH Fep. SEc. L. ReP. | 94,329 (S.D.N.Y.), question certified,
[1973-1974 Transfer Binder] CCH Fep. Sec. L. Rep, | 94,439 (S.D.N.Y.), interim
appeal denied, CCH Fep. Sec. L, Rep. | 94,914 (2d Cir. Dec, 16, 1974); Black v.
Shearson, Hammill & Co., 266 Cal. App, 2d 362, 72 Cal. Rptr. 157 (1st Dist. 1968).

121. See MACE, supra note 9, at 132, 144-48; cf. JURAN & LOUDEN, supra note 20,
at 202. But see MACE, supra note 9, at 148-49; Robertson, The Underwriters Have to
Offer Even More, FORTUNE, Jan. 1973, at 116, 117-18.

122. NEew Yorx SToCcK EXCHANGE, COMPANY MANUAL B-23; NEw YORK STOCK Ex-
CHANGE, THE CORPORATE DIRECTOR AND THE INVESTING PUBLIC 7 (1965). Until re-
cently, the Exchange required two outside directors for newly-listed companies, but it
now recommends a minimum of three. NEW YORK STOCK EXCHANGE, RECOMMENDA-
TIONS AND COMMENTS ON FINANCIAL REPORTING TO SHAREHOLDERS AND RELATED MAT-
TERS 5-6 (1973).

A requirement of two outside directors is statutorily imposed by the new Ontario
statute. Ontario Business Corporations Act, ch, 53, § 122(2), [1970] Ont. Rev. Stat,
427-28. The proposed new Canadian Business Corporations law would also require two
outside directors for publicly-held corporations, Bill C-29, § 97(2), House of Com-
mons, 1st Sess., 30th Parl. (Can. 1974). See also Law No, 66-537 of July 24, 1966,
on Commercial Companies, Art. 93, [1966] J.0. 6402, [1966] B.L.D. 353 [hereinafter
cited as French Commercial Companies Law], translated in CCH, FRENCH LAwW ON
COMMERCIAL COMPANIES (1971).

123. See Publicker Industries’ Losses on Operations Irks Critics, Wall St. J., April
24, 1972, at 28, col. 1; VANCE, supra note 46, at 198.

124. NEw YORK ‘STOCK EXCHANGE, RESPONSE TO WHITE PAPER QUESTIONNAIRE
CONCERNING “RECOMMENDATIONS AND COMMENTS ON FINANCIAL REPORTING TO SHARE-
HOLDERS AND RELATED MATTERS” 1 (1974) [hereiafter cited as WHITE PAPER RESPONSE].

125. Id.
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industrials in the Conference Board survey.'?® Another advantage of a
clear-majority rule is that it would not in itself exclude any category
of persons from board membership, and therefore would moot argu-
ments that certain types of persons are valuable board members despite
their lack of imdependence. Correspondingly, a clear-majority rule
would put much less strain on the statutory definition of independence
in the case of persons whose independence is debatable, such as com-
mercial bankers and retired executives.'** Finally, permitting a struc-
tural overlap between the managerial group and the reconstituted board
would encourage management to continue to take imiportant issues to
the board on at least a pro forma basis—a practice which is extremely
desirable since it significantly augments the board’s capability for effec-
tive momnitoring,.

But a clear-majority rule would be effective only if two conditions
are met. First, the definition of independence must be rigorous. Spe-
cifically, any person who is an executive of the corporation, or who has
a professional relationship or material business dealings with the corpo-
ration, and any close relatives of such persons, must be treated as not
independent.'®® Second, ‘the independent directors inust be inde-

126. See text accompanying notes 25-27 supra. Of course, many of the directors
now classified as “outside” are not really independent. See text accompanying notes 32-
34 supra. Therefore, some outside seats would have to be shifted to achieve de jure in-
dependence, and other steps would have to be taken to achieve de facto independence.
See text accompanying notes 129-30 infra.

127. Compare MACE, supra note 9, at 123, with id. at 192 and Moscow, supra note
37, at 11,

128. It may be that any director proposed by management should also be consid-
ered not independent for these purposes. Cf. WHARTON REPORT, supra note 46, at 465-
66.

Two important recent cases, SEC v. Mattel, Inc., CCH SEc. REG. Rep, | 94,807
(D.D.C. 1974), and Springer v. Jones, Civ. No. 74-1455-F (C.D. Cal. Nov. 23, 1974),
terminated in settlements involving the restructuring of the board to ensure a clear ma-
jority of independent directors. The Mattel action was based on violations of the SEC’s
antifraud and corporate-reporting requirements. A consent decree required Matte] to ap-
point additional unaffiliated directors, who are approved by the SEC and the court,
in sufficient number to constitute a majority of the board. Mattel also agreed to main-
tain an executive committee consisting of three or more members, “a majority of whom
shall at all times consist of additional directors.” For other provisions of the de-
cree see note 217, infra. See also Mattel Posts 27% Drop in Earnings and Adds. Seven
to Its Board, Wall St. J,, Dec. 17, 1974, at 6, col. 2.

Springer v. Jones was a derivative action against officers of Northrop Corporation
based on illegal political contributions, and a class action against Northrup itself based
on violations of the proxy rules. The settlement requires a number of important changes
m Northrop’s board. First, the size of the board must be increased by the addition of
four new dircctors, who are to be approved by the court as qualified in terms of experi-
ence, independence, integrity, and ability. Second, 60 percent of the board must consist
of “Independent Outside Directors,” defined to mean “any person who (i) is not an offi-
cer of the Comnpany; (ii) has not individually received from the Company in any of
the preceding four . . . years or is not presently proposed to receive in the next year
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pendent in fact as well as in form, and must have effective power to
select and remove the members of the chief executive’s office.

These two objectives can be achieved only if the board’s control
of the corporate proxy machinery—that is, the power to nominate di-
rectors on the board’s behalf and to spend corporate funds and devote
corporate facilities toward the election of such nominees—is vested ex-
clusively in the independent directors as a group.'*® Since control of
the proxy machinery carries the de facto power to select and dismiss
members of the board, who in turn have the power to select and dis-
miss the executives, whoever has that control has ultimate control over
the corporation. At present, the power to select and dismiss directors
is typically vested in the chief executive. Since the full board has con-
trol of the proxy machinery, and since the chief executive usually domi-
nates at least a majority of the board, he can effectively remove any
single board member who opposes him by wielding his power over the
board majority to prevent that director’s renomination. A director who
would otherwise oppose the chief executive will therefore normally
either remain silent or resign, unless he can somehow himself mobilize
a majority cabal, which is rarely possible. As a result, the external
sources of the chief executive’s dominance over individual directors,
whether economic or psychological, are reinforced by internal political
realities, which in turn reinforce his economic and psychological domi~
nance. In order to break this circle it is necessary not only to strike
at the externals, by ensuring that a majority of the board is not econom-
ically tied to the chief executive, but to recast the internal realities as
well. Vesting control of the corporate proxy machinery in the inde-

in excess of $25,000 (other than fees as a director) for services rendered or from the
sale of material; and (iii) is not associated with a company or firm which has in any
of the four . . . preceding years received or is not presently proposed to receive in the
next year in excess of one percentum . . . of its gross sales from transactions with the
Company.” The four new directors are specifically required to meet this test. In addi-
tion, no lawyer who serves as (or is associated with a law firm serving as) outside coun-
sel to Northrop can be a director. Finally, Northrop must reconstitute its executive
committee so that seven of its eight members, including its chairman, are independent
outside directors, as defined. For additional provisions of the decree, see notes 130, 217
& 230, infra.

As a matter of full disclosure: The plaintiff in Springer v. Jones was represented
by the Center for Law in the Public Interest, a public interest law firm in Los Angeles.
1 served as a consultant to the Center in connection with that action,

129. See Conard, A Behavioral Analysis of Directors’ Liability for Negligence,
1972 Duke L.J. 895, 917-18; ¢f. Comment, Duties of the Independent Director in Open-
End Mutual Funds, 70 Mich. L. Rev. 696, 724 (1972).

Some investment companies have already begun on an informal basis to follow simi-
lar practices in selecting outside directors. See Glazer, A Study of Mutual Fund Com-
plexes, 119 U. PA. L. Rev. 205, 234-35 (1970); Nutt, supra note 13, at 216, However,
since the arrangement is voluntary, and the independent directors need only make up
40 percent of such boards, see note 46 supra, the practice stops considerably short of
what is necessary to vest control of the board in mdependent directors.
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pendent directors would facilitate their structural and psychological in-
dependence by locating the source of their appointment and the power
of their removal elsewhere than in the chief executive. Only so can
the monitoring function be made fully effective.?®®

C. The Two-Tier System

A third alterpative remains to be considered: the dual-board or
two-tier system, in which the functions supposedly performed by the
single board under the received legal model are distributed between
two corporate organs, one entrusted with management and the other
with supervision. Originating in Gerinany in the second half of the
nineteenth century,'®! the two-tier systemn has been spreading through-
out Europe in recent years. The Netherlands has already adopted a
variant,’®? Belgium and Luxembourg are expected to do so0,'*® and
France has permitted use of the systemn on an optional basis since
1966.12* 1In addition, the system is embodied in the present draft of

130. As part of the settlement of Springer v. Jones, see note 128 supra, Northrop
Corporation agreed to create a board nominating committee, consisting entirely of inde-
peadent directors, which “shall nominate all candidates for directors on the Board’s be-
half; shall cause the names of those candidates to be listed in the proxy inaterials of
this Corporation prepared in connection with any meeting at which directors are to be
elected; shall be empowered to expend corporate funds to support those candidacies, to
the extent permitted by law; and shall appoint the persons who shall serve as proxies
to vote the proxies solicited by management . . ., .” Civ. No. 74-1455-F (C.D. Cal.
Nov. 23, 1974).

The technique of treating independent directors as a separate corporate organ for
certain purposes also finds precedent in the Investinent Company Act, which provides
that certain types of matters require approval by a majority of the independent directors,
rather than a majority of the board, See 15 U.S.C. § 80a-15(c) (1970) (contracts be-
tween the fund and an investment adviser or principal underwriter); 15 U.S.C. § 80a-
31(a) (1970) (retention of accountant).

Probably the law should also require the chairman of the board to be an independ-
ent director, since this position provides a potential focal point for leadership of the
board, not only because of the title, but also through the power to call, set the agenda
for, and chair board meetings. Cf. 1975 CONFERENCE BOARD SURVEY, supra note 10,
at 25-26.

131, Conard, Company Laws of the European Communities from an American
Viewpoint, in THE HARMONISATION OF EUROPEAN CoMPANY Law 45, 52 (C. Schmitthoff
ed. 1973); Vagts, supra note 86, at 50-51.

132. Sanders, The Reform of Dutch Company Law, in THE HARMONISATION OF
EUrOPEAN CoMPANY Law 133, 134-35 (C. Schmitthoff ed. 1973); Van De Ven, Corpo-
rate Developments in the Netherlands, 27 Bus. Law. 873, 875-77 (1972).

133, See E. STEIN, HARMONISATION OF EUROPEAN CoMPANY Laws 154 (1971);
Conard, Mace, Blough, & Gibson, Functions of Directors Under the Existing System,
27 Bus. Law,, Feb. 1972, at 23, 25 (special issue).

134, French Commercial Companies Law, supra note 122, Arts_118-50.

Of 3443 French corporations organized in 1968 and the first half of 1969, only 42
chose the new two-tier form. Approximately 260 corporations already in existence also
adopted the new form. E. STEIN, supra note 133, at 124-25. For a discussion of someé
of the differences between the French and German systems, see Will, Recent Modifica-
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the proposed European Stock Corporation Law,'®® and is presently re-
flected in the proposed Fifth Directive for the Harmonization of Com-
pany Law of the Member States of the European Economic Commu-
nity.18¢

While details vary, the German version may be regarded as proto-
typical. Under that version, in virtually all stock corporations and in
the larger limited liability companies, direct control of the corporate
enterprise is vested in an organ known as the Vorstand, or managing
board,'3” which is comprised of the corporation’s top executives. The
managing board, in turn, is supervised by a second organ known as the
Aufsichtsrat, or supervisory board,'®® which cannot include any mem-
bers of the managing board.!*® The supervisory board can adopt
rules requiring its approval for specific types of transactions, but is
not otherwise empowered to involve itself in the management
of the corporation,'® and exercises only indirect control over the man-
aging board. It appoints the members of the managing board for peri-
ods not exceeding five years and may revoke such appointments for
substantial cause, such as gross breach of duty or inability to conduct
the corporation’s business properly; it can express disapproval of the

tions in the French Law of Commercial Companies, 18 INT'L & CoMp. L.Q. 980, 988-
91 (1969).

135, Proposed Statute for the European Company, Arts. 62-79, 13 JOURNAL OFFI-
CIEL DES COMMUNAUTES EUROPEENNES, No, C 124, at 14-18 (Oct. 10, 1970), translated
in BUuLL. EUROPEAN COMMUNITIES, Aug. 1970, Supp., at 55-68. See Sanders, Structure
and Progress of the European Company, in THE HARMONISATION OF EUROPEAN
Company LAw 83, 89-96 (C. Schmitthoff ed. 1973); Vagts & Welde, The Societas
Europaea: A Future Option for U.S. Corporations?, 29 Bus. Law. 823, 825-27 (1974).

136. The Commission draft would have made a two-tier system mandatory. Pro-
posal for a Fifth Directive on the Structure of the Company, 15 JOURNAL OFFICIEL DES
CoMMUNAUTES EUROPEENNES, No. C 131, at 49 (Dec. 13, 1972), translated in BuLL.
EuroPEAN COMMUNITIES, Oct. 1972, Supp. However, an opinion of the Economic and
Social Committee of the European Parliament, rendered at the request of the Council,
recommends that it be optional. 17 OFFICIAL J. EUROPEAN COMMUNITIES, No. C109,
at 9, 10-11 (Dec. 21, 1974). See generally Fieker, The EEC Directives on Company
Law Harmonisation, in THE HARMONISATION OF EUROPEAN COMPANY LAw 66, 80-81
(C. Schmitthoff ed, 1973).

137. See Law of Sept. 6, 1965, [1965] BGBL. I 1089, §§ 76-94 [hereinafter cited as
Aktiengesetz], translated in CCH, GERMAN Stock CORPORATION AcT (F. Juenger and
L. Schmidt transl. 1967). See generally Roth, supra note 105; Schoenbaum & Lieser,
Reform of the Structure of the American Corporation: The “Two-Tier" Board Model,
62 Kv. L.J. 91, at 95-108 (1973); Vagts, supra note 86, at 48-64.

The two-tier system is mandatory for virtually any “Aktiengesellschaft” (roughly
speaking, a publicly-held corporation), and any “Gesellschaft mit beschrinkter Haftung”
(roughly speaking, a close corporation) with over 500 or more employees. Juenger, In-
troduction t0 CCH, GERMAN SToCK CORPORATION ACT at 1, 2-4 (1967); Schoenbaum
& Lieser, supra, at 98; Vagts, supra note 86, at 32-35,

138. Aktiengesetz §§ 95-116.

139. Id. § 105,

140. Id. § 111(4).
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managing board in its comments to the shareholders on the results of
the annual audit; and it can call a special shareholders’ meeting to con-
sider the appointment of special auditors to investigate the managing
board’s conduct of the business.**

Within the last few years there has been much discussion whether
the two-tier system should be adopted i the United States.!*> Cer-
tainly such a system would be preferable to the present working model,
but it would probably not be preferable to a requirement that the board
have a clear majority of independent directors vested with control of
the proxy machinery. To begin with, it must be borne in mind that
despite their apparently great dissimilarity, most of the differences
between the single-board and two-tier systems tend to be marginal. In
fact, many or most large American corporations have already adopted
working structures strikingly similar to the two-tier system.

141. Id. §§ 84(1), 84(3), 111(3), 142(1), 171(2).

142, See, e.g., Cary & Harris, supra note 46, at 66 (remarks of Professor Cary);
Schoenbaum & Lieser, supra note 137, Although such a system is not required under
the laws of any state, it might be permissible under some of the more recent state cor-
porations statutes. For example, the Delaware code provides:

The business and affairs of every corporation . . . shall be managed by

or under the direction of a board of directors, except as may be otherwise pro-

vided . . . in its certificate of incorporation. If any such provision is made

in the certificate . . . the powers and duties conferred or imposed upon the

board of directors by this chapter shall be exercised or performed to such ex-

tent and by such person or persons as shall be provided in the certificate . . . .

DeL. CobE ANN. tit. 8, § 141(a) (Michie Supp. 1974). See also Ariz. REv. STAT. ANN.
§§8 10-122, 10-191 (1956); Wisc. Stat. ANN. § 180.30 (Supp. 1974); ABA MobEL
Bus. Core. Acr § 35 (1969 rev.); cf. N.J. STAT. ANN. §§ 14A:6-1, 14A:2-7 (1969);
N. LATTIN, supra note 2, at 242-43, Professor Ernest Folk, who served as Reporter to
the Committee which drafted the 1967 revision of the Delaware statute, has commented
that “the Delaware corporation enjoys the broadest grant of power in the English-speak-
ing world to establish the most appropriate internal organization and structure for the
enterprise.” E. FOLK, AMENDMENTS TO THE DELAWARE CORPORATION LAw 5 (Corp.
Serv. Co. 1969).

Under the more traditional corporate statutes, however, a full-scale two-tier board
would probably be impermissible. These statutes typically provide that the board of di-
rectors shall manage the business of the corporation, see text accompanying note 1, su-
pra, and a formalized and permanent delegation of that power to a second corporate or-
gan would in all likelihood be deemed invalid, See Jackson v. Hooper, 76 N.J. Eq. 592,
603, 75 A. 568, 573 (Ct. Err. & App. 1910); Long Park, Inc, v. Trenton-New Brunswick
Theatres Co., 297 N.Y. 174, 77 N.E.2d 633 (1948); Continental Securities Co. v. Bel-
mont, 206 N.Y. 7, 16, 99 N.E. 138, 141 (1912).

The rationale for this view has been stated as follows: “The State, granting to indi-
viduals the privilege of limiting their individual liabilities for business debts by forming
themselves into an entity separate and distinct from the persons who own it, demands
in turn that the entity take a prescribed form and conduct itself, procedurally, according
to fixed rules.” Benintendi v. Kenton Hotel, 294 N.Y. 112, 118, 60 N.E.2d 829, 831
(1945). But see Kessler, The Statutory Requirement of a Board of Directors: A Cor-
porate Anachronisim, 27 U, CHi. L. REv. 696 (1960).

The English cases reach a sim’lar result, although it is based on a contractual
rather than a statutory theory., See Wedderburn, The Relationship of Management and
Shareholders in the English Company, in EVOLUTION ET PERSPECTIVES DU DRoir DES
SocIfTEs A LA LUMIERE DES DIFFERENTES EXPERIENCES NATIONALES 163, 165-69 (1965).
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In one such structure, authority for direction and control of the
enterprise is vested in a formally constituted general management com-
mittee consisting of top executives;**® like the German managing
board, this committee “determines operating policies and objectives
and concentrates upon the broad direction, coordination and control of
the business as a whole.”*** It has been said of corporations utilizing
such committees that they “have in effect two boards: an inside work-
ing board and an outside board of review.”?*® In this type of struc-
ture, however, the “outside” board of review is likely to be dominated
by members of the inside working board.

A second (and overlapping) type of working structure, in which
the board of review is not likely to be dominated by the working man-
agers, is found in the decentralized corporation. In a centralized corpo-
ration the corporate business is departmentalized on the basis of func-
tions, such as production, marketing, and engineering. Since each de-
partment constitutes only a fragment of a business, there are frequently
no ready criteria by which to judge a department’s performance—cer-
tainly not profitability. Headquarters in such corporations typically
consists of a central office comprised of the president and the chiefs
of each functional department; it is therefore responsible both for the
coordination of corporate operations and for the determination of over-
all corporate strategy. In contrast, in a decentralized corporation the
corporate business is divisionalized on the basis of product or geogra-
phy, and each division includes a substantially complete set of func-
tional departments. The performance of each division (and of its gen-
eral manager) can therefore be measured by profit criteria and, within
the constraints of corporate policies and capital funding set by corporate
headquarters, the divisional manager can be given substantial auton-
omy, at least if divisional profits and inarket share meet expectations.
Headquarters in such cases typically consists of a general office com-
prised of executives who are relieved of responsibility for operations
and functional coordination. Instead, they are charged solely with set-
ting general corporate policy, making strategic corporate decisions, and
allocating corporate resources among the operating divisions. The gen-
eral office exerts control not by directing operations, as does the central
office in the centralized corporation, but through budgetary and ac-

143. See GORDON, supra note 3, at 100-03; P. HoLbEN, C. PEDERSON & G. GERr-
MANE, ToP MANAGEMENT 71-72 (1968) [hereinafter cited as ToP MANAGEMENTI;
HorpEN, FisH & SMITH, supra note 10, at 24-26; MAURER, supra note 3, at 201, 207-17.

144, HoLDEN, Fisa & SMITH, supra note 10, at 24,

Many corporations have adopted a variant of this concept, in which a formally con-
stituted management council serves principally as a communicative rather than a policy-
making device. See Tor MANAGEMENT, supra note 143, at 72-73; ¢f. HOLDEN, FisH &
SMITH, supra, at 22-24.

145. MAURER, supra note 3, at 201.
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counting processes, selection and promotion of personnel, and the es-
tablishment and interpretation of corporation-wide principles.’*® In
sucl corporations each division manager is a counterpart to the chief
executive in the received legal model of the corporation, while the gen-
eral office is a counterpart to the board:
The top executive group becomes an “activated board of directors”
whether or not they are the legally constituted board. . . . Such an
executive group . . . does not “manage” in the usual sense of the
word . . . . Instead the role of such a group is more like that of an
investment manager with the power to choose the particular users of
funds . . . and to judge performance of those whom it authorizes to
use the capital. 147

146, AMERICAN INSTITUTE OF MANAGEMENT, CORPORATE STRUCTURE IN THE Busl-
NESS ENTERPRISE 121-51 (rev. ed. 1961); A.D. CHANDLER, STRATEGY AND STRUCTURE 10-
15, 43-50, 382-89 (Anchor ed. 1966); O. WILLIAMSON, CORPORATE CONTROL AND BusI-
NESS BEHAVIOR 18-19, 46-49, 113-19, 124-27 (1970); Chandler & Redlich, Recent Devel-
opments in American Business Administration and Their Conceptualization, Bus. HIST.
Rev.,, Spring 1961, at 1, 4-20; Heflebower, Observations on Decentralization in Large
Enterprises, J. INp. Econ., Nov. 1960, at 7.

The decentralized corporation has been described as follows:

Each division is equipped with a self-contained organization having complete

jurisdiction over manufacture, sales, and finance, subject to control from the

central authority. The ordinary, everyday questions of policy, embodying
even such important matters as production schedules, inventory commitments,
design of product, and methods of distribution, are left ordmarily within the
consideration and decision of the divisions themselves, under certain general

limitations, and in every way the men on the firing line are inspired with a

sense of responsibility for results.

Brown, Pricing Policy in Relation to Financial Control, 7 MAN. & AD. 195 (1974).

147. Heflebower, supra note 146, at 18. Williamson wrote of the decentralized
corporation:

The relationship of the headquarters unit to the operating divisions appears to

be largely one where operating divisions are free to conduct their affairs with-

out interference as long as they achieve a certain ‘objective’ profit goal. This

relationship is thus similar to the one that exists between the stockholders and

the firm. There are, however, major differences that should be noted. First,

the headquarters unit has access to vastly more information than the stock-

holders and hence is able to make a more exacting appraisal. Second, the ma-

chinery for replacing a division head is considerably simpler than that for re-
placing the company president. In both respects, the division is subject to
greater pressure than is the firm.
O. WiLLiaMSON, THE EcoNomics oF DISCRETIONARY BEHAVIOR 120 (1964); cf. J.
BowER, MANAGING THE RESOURCE ALLOCATION PROCESS 293 (1970).

The resemblance between these working structures and a formal two-tier board is
often heightened by constituting the members of the general management committee or
general office as the board’s executive committee, See BROWN & SMITH, supra note 10,
at 28-30, 94-96; GORDON, supra note 3, at 103-04; HoLDEN, FisH & SMITH, supra note
10, at 229; Tor MANAGEMENT, supra note 143, at 72; Mylander, Management by Execu-
tive Committee, HARv, Bus, REv., May-June 1955, at 51. Of 508 manufacturing corpo-
rations surveyed by the Conference Board, 377 had executive committees; of these, 24
percent were composed entirely of insiders. See 1973 CONFERENCE BOARD SURVEY, su-
pra note 14, at 55-56 Tables 14, 15. Under modern statutes, such a committee can be
vested with extensive powers, For example, the Model Act permits such a committee
to exercise all the authority of the board except as to certificate and bylaw amendment,
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The major advantage of the two-tier system, therefore, is not that
it creates two levels of administration where only one existed before,
or that it recognizes management as a separate corporate organ, but
that it achieves the separation of those who manage from those who
monitor in a particularly sharp manner,'® and therefore results in ex-
treme organizational transparancy.l4® Separation and transparancy,
however, can both be achieved even without a two-tier system: the
former, by requiring a clear independent majority and by vesting con-
trol of the corporate proxy machinery in the outside directors to ensure
their structural and psychological imdependence from the chief execu-
tive; the latter, by making clear that the board can function as a momi-
toring rather than a managing organ?®® and by constituting the inde-
pendent directors as a separate corporate organ for certain purposes,
such as control over the proxy machinery.%!

merger, sale of substantially all assets, and dissolution. ABA MobpeL Bus. Corp,
Act § 42 (1969 rev.). In such cases, therefore, the general management committee or
general office is, like the German managing board, a formally constituted corporate or-
gan vested with both factual and legal power to manage the corporation’s business. Cf.
L. GOWER, PRINCIPLES OF MODERN COMPANY Law 141 (3d ed. K. Wedderburn, O.
Weaver & A. Park 1969).

148. Under German law and practice, this separation is far from complete, Ger-
man law bars members of the managing board from serving on the supervisory board,
but does not bar other executives from serving on the supervisory board. Cf. Roth,
supra note 105, at 1380. Furthermors, it is common for banks to be represented, some-
times heavily, on the supervisory board, and the managing board may have leverage over
those banking members as a result of competition between banks for corporate accounts,
See note 153 infra.

149. See Will, supra note 134, at 991; cf. Vagts, The European System, 27 Bus.
Law., Feb. 1972, at 165, 166 (special issue); Riger, Book Review, 60 Geo., L.J, 859
(1972).

150. For example, under the 1974 amendments to the Delaware corporation law,
“[t]he business and affairs of every corporation . . . shall be managed by or under the
direction of a board of directors.” DEeL. CopE ANN. tit. 8, § 141(a) (Michie Supp.
1974) (emphasis added)., Similarly the Ontario statute provides: “[Tjhe board of di-
rectors shall manage or supervise the management of the affairs and business of the
corporation.” Ontario Business Corporations Act, ch. 53, § 132(1), [1970] Ont. Rev.
Stat. 430 (emphasis added); cf. ABA MopEL Bus. Corp. Act § 35 (1974 rev.).

151. A corollary advantage of the two-tier system is that the sharp legal allocation
of roles in the two-tier system helps assure that substantive rules of corporation law are
based on accurate premises as to the roles of executives and directors, but this advantage
too is only marginal, since even without this sharp allocation enough is now known
about corporate life to enable American legal institutions to mold corporate rules on the
basis of corporate reality. For example, the courts could even now readjust concepts
of off'cers' authority to be more reflective of the truths of corporate life. See, e.g., Lee
v. Jenkins Bros., 268 F.2d 357, 365-71 (2d Cir.), cert. denied, 361 U.S. 913 (1959);
Gronholz v, Saginaw Sav. & Loan Ass'n, 41 Mich. App. 735, 201 N.W.2d 98 (1972);
Holman-0O.D. Baker Co. v. Pre-Design, Inc., 104 N.H, 116, 179 A.2d 454 (1962); Yucca
Mining & Petrol, Co. v. Howard C. Phillips Oil Co., 69 N.M. 281, 365 P.2d 925 (1961),
Similarly, courts could adopt separate standards of care for executive and nonexecutive
directors. See, e.g., Bates v. Dresser, 251 U.S, 524 (1920); Boulecault v. Orie! Glass
Co., 283 Mo. 237, 223 S.W. 423 (1920); Cary & Harris, supra note 46, at 64-65; Folk,
Civil Liabilities under the Federal Securitios Acts: The BarChris Case, 55 VA. L, REv.
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On the negative side, we know very little about the effect of the
two-tier system as a structural abstraction. The working of the system
in Germany, the only country in which it has an established track his-
tory, is integrally related to the German social and economic context.
For example, the number of large national commercial banks is rela-
tively small, so that each is very powerful, and because most corporate
stock is held in bearer form and deposited with the banks for safekeep-
ing, proxies for a great proportion of the voting stock are in the bankers’
hands.'®*> Bankers who sit on the supervisory board therefore often
carry enormous weight, and their presence helps assure the independ-
ence of many supervisory boards.’®® Again, the German two-tier sys-
tem is intimately related to the principle of codetermination, under
which labor is formally represented at the board level. Adoption of
the two-tier system in the very different American economic setting
might produce results very different from those hoped for.15

A second problem with the two-tier system as compared to a
reconstituted board is that the former would represent a radical break
with present institutional practices, while the latter would not. The
tradition of the American corporation is that important business
decisions come before the board, even if only by way of post
hoc review. Reconstituting the single board would be unlikely to im-
pede this practice, particularly if the reconstituted board includes insid-
ers. In contrast, the creation of a wholly new institution in which mana-

1, 46 (1969); Israels, A New Look at Corporate Directorships, 24 Bus. Law. 727
(1969); cf. Lanza v. Drexel & Co., 479 F.2d 1277 (2d Cir. 1973); Feit v. Leasco Data
Processing Equip. Corp., 332 F. Supp. 544, 576-78 (E.D.N.Y. 1971); Escott v. BarChris
Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); Bennett v. Propp, 41 Del. Ch. 14,
187 A.2d 405 (Sup. Ct. 1962).

152. See Roth, supra note 105, at 1378-79; Vagts, The European System, 27 Bus.
Law., Feb. 1972, at 165, 169 (special issue); Petrodollar Pressure on Big Three German
Banks, N.Y. Times, Jan, 24, 1975, at 41, col. 1.

153. The extent of the bankers’ influence may vary substantially according to the
financial strength of the corporation, since the management of a strong corporation
which does business with several banks may be able to neutralize them by playing one
off against the other, or by threatening to shift the corporation’s business entirely. Cf.
Roth, supra note 105, at 108.

154, Putting these questions aside, a reconstituted single board might have several
distinct advantages over the specific two-tier system adopted in Germany. For example,
under American law managers can normally be discharged from their positions without
cause. Under the German two-tier system, however, the members of the managing
board cannot be discharged during their term (which may run up to five years) except
for “wichtiger Grund”-—substantial cause, See Aktiengesetz, supra note 137, § 81; Scho-
enbaum & Lieser, supra note 137, at 95-96. ‘The German system therefore gives man-
agement a security of tenure which tends to defeat one of the very purposes the separa-
tion of managers and monitors should be designed to achieve. Again, under American
law the intra-executive structure can be made to vary according to the needs of the indi-
vidual business. Under the German two-tier system, however, a formal collegial struc-
ture is imposed on the top executives whether or not it is suitable to the needs of the
business. See Aktiengesetz, supra note 137, § 77(1).
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gers and monitors did not mix might well result in cutting off the flow
of business decisions to the outside board on an ongoing basis, thereby
reducing that board’s capacity to gain the feel for the corporate situa-
tion which helps bring the financial data to life. The net result of
adopting a two-tier system in this country might therefore actually be
a weakening of the crucial monitoring function, as compared with the
results achievable through a reconstituted single board.

A\

THE FLOW OF INFORMATION TO THE BOARD
AND THE ROLE OF THE ACCOUNTANT

To the extent that the autonomy of corporate management ulti-
mately rests on notions of efficiency, and to the extent that the board’s
niajor role is to mionitor management, the institutions by which mana-
gerial efficiency is measured—whether by the board or by others—
niust be a central concern of the corporate system. As a practical mat-
ter, such institutions must have three interrelated characteristics: (1)
the indexes they employ must be numerical in nature; (2) the numbers
they generate must be coniparable with those generated in measuring
the efficiency of management in like enterprises; and (3) the methods
by which the numbers are generated niust be as objective as possible.
The primary techniques used today to measure managerial efficiency
center on indexes involving corporate profits. Such indexes obviously
meet the first qualification: they are nothing if not numerical. It is
widely recognized, however, that the profits of a corporate enterprise
can never be determined with complete objectivity and comparability,
since they are in significant part a function of the choice of accounting
principles employed in the preparation of its financial statements.'®®
In theory, a satisfactory degree of objectivity and comparability is
nevertheless achieved through institutional means—the central role
given to independent accountants. In practice the theory has not held

155. See ARTHUR ANDERSEN & Co0., ESTABLISHING ACCOUNTING PRINCIPLES-—A
Crisis IN DECISION MARING 1-2 (1965) [hereinafter cited as Crisis]; P. Grapy, IN-
VENTORY OF GENERALLY ACCEPTED ACCOUNTING PRINCIPLES FOR BUSINESS ENTERPRISES
33-34, 373-97 (AICPA Accounting Research Study No. 7, 1965) [hereinafter cited as
Grabyl; Graham, Some Observations on the Nature of Income, Generally Accepted
Accounting Principles, and Financial Reporting, 30 LAw & CONTEMP. PROB. 652, 669-72
(1965); Even Accountants Find Some Financial Reports of Combines Baffling, Wall St,
J., Aug. 5, 1968, at 1, col. 6; Were ‘Golden_ Fleece’ Earnings Per Share $3.14 or $1.997
Well . .., Wall St. J,, Aug. 5, 1968, at 14, col. 3. See generally A. BRILOFF, THE
EFFECTIVENESS OF ACCOUNTING COMMUNICATION (1967); A. BRILOFF, UNACCOUNTABLE
ACCOUNTING (1972).

Although this Article will focus on accounting principles, similar observations are
applicable to accounting estimates, Cf. Frishkoff, Consistency in Auditing and APB
Opinion No. 20, J. ACCOUNTANCY, August 1972, at 64.
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up, due to a series of institutional failures. First, responsibility for se-
lecting accounting principles has been placed with management rather
than with the accountants; second, management has been given enor-
mous discretion in selecting among competing accounting principles;
and finally, the accountants have been dependent upon management
for their selection, tenure, and dismissal. If the board is to monitor
the efficiency of management in a meaningful way, these failures must
be clearly perceived and effectively remedied.

A. The Failure of the Accountants
1. Responsibility for Selecting Accounting Principles

Since a major purpose of financial statements is to measure man-
agement’s performance, and since the financial data reported by a
corporation depend in significant part on discretionary choices among
competing accounting principles, it is reasonable to expect that the prin-
ciples employed in the preparation of a corporation’s financial state-
ments will be selected by the corporation’s outside accountant, and not
by its managers.’®® The outside accountant, after all, is a professional,
skilled in accounting principles and practice, and presumably objective
in the exercise of his discretion. In contrast, the manager typically has
no advanced training in accounting and is invariably highly self-inter-
ested in selecting those principles that show off his performance in the
best possible light.157

Yet the official position of the American Institute of Certified
Public Accountants is that “the accounts of a company are primarily the
responsibility of management. The [only] responsibility of the auditor
is to express his opinion concerning the financial statements and to state
clearly such explanations, amplifications, disagreement, or disapproval
as he deems appropriate.”*®® To put this differently, the accountants’
position is that their role is not to determine which accounting principles
most appropriately present the financial results, but only to certify that
the principles selected by management are not completely inappropri-

156. Cf. Letter from E. Feany, J. ACCOUNTANCY, April 1967, at 27.

157. Cf. D. Lapp, CONTEMPORARY CORPORATE ACCOUNTING AND THE PUBLIC 164
(1963) [hereinafter cited as Lapp]; Johnson, Management and Accounting Principles, 30
LAaw & CoNTEMP. PROB, 690, 693-98, 702-05 (1965); Miller, Audited Statements—Are
They Really Management's?, J. ACCOUNTANCY, Oct. 1964, at 43, 45; Sterling, Account-
ing Power, J. ACCOUNTANCY, Jan. 1973, at 61, 65; Kripke, Book Review, 73 CoLuM.
L. Rev. 1681, 1686 (1973).

158. AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS [hereinafter referred
to as AICPA], ACCOUNTING RESEARCH aND TERMINOLOGY BULLETINS 10 (final ed.
1961) (emphasis added). See also AICPA, COMMITTEE ON AUDITING PROCEDURE,
STATEMENT ON AUDITING STANDARDS § 110.02, at 1-2 (1973) [hereinafter cited as Au-
DITING STANDARDS] (“Management has the responsibility for adopting sound accounting
policies”); GRADY, supra note 155, at 12.
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ate. As an academic accountant has stated: “An analogy might be
baving the baseball batter calling the balls and the strikes,”*"?

2. Discretion in Selecting Among Competing Accounting Principles;
the Test for Certification

Placing responsibility for selecting accounting principles with man-
agement rather than with the accountants might perhaps be tolerable
if management’s discretion in selecting among competing accounting
principles were relatively circumscribed. But here too reasonable ex-
pectations have been confounded. Since the accountant’s major control
over the financials is his power to withhold or qualify his certification,
the test for determining whether a clean certificate will be granted is
critical to the integrity of the process. The test the accountants have
formulated is whether the financial statements “present fairly the finan-
cial position of [the company] and the results of its operations . . .
in conformity with generally accepted accounting principles . . . "%
As elaborated and applied this test has been fundamentally defective,
because an accounting principle may be “generally accepted” without
being fair, and because certification has been deemed permissible even
though the corporation’s financial statements do not fairly present its
financial position and the results of its operations.

a. “Generally accepted accounting principles.” It might seem
reasonable to expect that the essential standard for certifying the ac-
ceptability of an accounting principle would be that the principle pre-
sents fairly the transactions it describes. The accountants, liowever,
do not so interpret the matter. In their view, a principle can be certi-
fied as “generally accepted” merely on the basis of past use in other
financial statements or support in the literature.’®* Since accounting
principles are selected by management, however, the test of past use
need only mean that a few accountants have agreed not to object to
a management decision,’®> while the test of support in the literature
need only mean that a single accountant has published his reasons for
not objecting to such a decision. Furthermore, when the significance

159. Horngren, Accounting Principles: Private or Public Sector?, J. ACCOUNTANCY,
May 1972, at 37, 41. See also Johnson, supra note 157, at 698-99,

160. AUDITING STANDARDS, supra note 158, § 511.04 at 81.

The accountants prefer to use the terms “opinion” or “report,” rather than “certifi-
cate,” but the latter is both more meaningful and more prevalent in common usage.

161. See id. §§ 410.03, 410.04 at 71-72; T. FirrLis & H. KRiPKE, ACCOUNTING FOR
Business LAWYERS 86-87 (1971) [hereinafter cited as FiFLis & KRIPKE]; GRADY, supra
note 155, at 52-53; Miller, supra note 157, at 44.

162. Cf. AUDITING STANDARDs, supra note 158, § 410.03 at 71 (“an accounting
principle may have only limited usage but still have general acceptance”); Armstrong,
Some Thoughts on Substantial Authoritative Support, J. ACCOUNTANCY, April 1969, at
44, 47-48, Armstrong holds that intraoffice memoranda based on discussions inside the
firm and with other accountants can constitute “substantial authozitative support” ren-
dering a principle “generally accepted.”
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of past use is combined with the power of management to determine
what principles are used—subject only to the test of past use by other
managements—it follows that an accountant may certify a statement
even though he believes that the principles employed in its preparation
do not account for the underlying transactions as fairly as competing
principles that management has rejected.’®® This in turn provides
further support for the principle, and since managers of competing
companies are evaluated by comparing the financial results of their
corporations with those of their competitors, there is great pressure for
inferior principles to spread throughout an industry. The net result
is a frequent tendency toward genmeral deterioration of both account-
ing principles and financial statements. As one accountant has put it:
“[Tlhis chain reaction . . . leads to a reverse of keeping up with the
Joneses; it is a keeping dowrn with the Joneses. As Leonard Spacek
has observed, the tendency noted by Gresham’s Law, that bad money
drives out the good, seems to apply to accounting: The bad alternatives
drive out the good alternatives.”*¢*

The rule that “general acceptance” can rest on past use or support
in the literature, which is the foundation of this tendency in account-
ing, was far from inevitable. Even if individual accountants did not
want to render a judgment on the fairness of imdividual accounting prin-
ciples—notwithstanding the language of their certification—the
AICPA’s Accounting Principles Board (APB) was empowered to issue

163. See Briloff, Old Myths and New Realities in Accountancy, 41 ACCOUNTING
REev. 484, 489 & Table 4 (1966); Hoenemeyer, Compatibility of Auditing and Manage-
ment Services—II. The Viewpoint of a User of Financial Statements, J. ACCOUNTANCY,
Dec. 1967, at 32, 35; Kripke, Conglomerates and the Moment of Truth in Accounting,
44 St. Joun’s L. Rev., Spring 1970, at 791, 794 (special issue); Kripke, Book Review,
supra note 157, at 1688; cf. Seidler, Auditors Labor Under Mighty Handicaps, Com. &
Fin, Chron., Jan. 13, 1972, at 1, 18.

164, Miller, supra note 157, at 44-45. Another accountant has put it more suc-
cinctly: “The development and regulation of accounting theory and practice is basically
the result of ad hoc expedients, largely dictated by the very corporations whose affairs
are being accounted for.” LaADD, supra note 157, at 160. “General acceptance . . .
tends to mean ‘anyth’ng goes.”” Id. at 163.

Consider the following statement by a then-member of the APB: .

A few weeks ago, I received a telephone call from a practicing certified
public accountant who was trying to decide whether he should accept a change
in an accounting principle proposed by one of his clients . . . . [who] had just
returned from a convention where a competitor had told how he intended to
improve earnings merely by adopting the proposed accounting method, The
acceptability of the new method was in doubt.

I asked whether any authoritative support had been found for the proposed
principle and he replied, “Well, I looked for an example in Accounting Trends
& Techniques but found nore, so, I thought I should give you a call,”

Obviously, he was thanked for the expression of confidence and then I
procesded to comment on his failure to undertake a more thorough search for
substantial authoritative support concerning the proposed accounting principle.

Armstrong, supra note 162, at 44,
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authoritative opinions on accounting principles generally. If the princi-
ples approved in those opinions had been deemed to preempt compet-
ing principles, the criterion of past use might gradually have given way
to a criterion of analytical soundness. Unfortunately, the AICPA took
just the opposite position:
1. “Generally accepted accounting principles” are those princi-
plies which Liave substantial authoritative support.
2. Opinions of the Accounting Principles Board constitute
“substantial authoritative support.”
3. “Substantial authoritative support” can exist for accounting
principles that differ from Opinions of the Accounting Principles
Board 15

Of course, in some cases an APB opmion would either cast grave doubt
on some or all competing principles or explicitly render competing prin-
ciples unacceptable. But since the APB was practitioner-dominated
and notoriously weak,'®® in many areas it did not speak at all,’®” in
many others it did not speak decisively, and even where it spoke de-
cisively its opinions often failed to drive out unsound accounting prac-
tices, 198

The accountants’ rejection of a standard of fairness in the all-too-
frequent absence of an authoritative opinion by an organ of the AICPA,

165. AICPA, Disclosure of Departures from Opinions of the Accounting Principles
Board (Special Bull. 1964), reprinted in AICPA, OPINIONS OF THE ACCOUNTING PRINCI-
PLES BOARD 48 (1965) [hereinafter cited as Special Bull]. In 1972, the APB was re-
placed by a board which is expected to narrow the choice of competing principles. See
text accompanying notes 186-88 infra. On the status accorded APB opinions prior to
1973, see AICPA, ESTABLISHING FINANCIAL ACCOUNTING STANDARDS 39-43 (1972)
[hereinafter cited as WHEAT REPORT]. On their present status, see text at note 189,
infra.

166. See Overhaul of Accounting Rule-Making Unit Expected Today, Is Seen Re-
ducing Conflicts, Wall St. J., May 2, 1972, at 42, col. 1:

“Do [the members of the APB] speak for their clients?” an APB staff member

asks rhetorically. “Every once in a while I sit there and I can tell you which

client is speaking. It is always big-big. Not only are they speaking for a cli-

ent. They are speaking for every damn client they have and all the ones

they'd like to have.”
See also Kripke, The SEC, The Accountants, Some Myths and Some Realitles, 45
N.Y.U.L. Rev. 1151, 1184 (1970); Louis, The Accountants Are Changing the Rules,
FoRTUNE, June 15, 1968, at 177, 336; Accountants Striking Dry Well in Attempts
to Significantly Change Oil-Company Rules, Wall St. J. Feb. 16, 1972, at 32, col,
1; Accountants Top Rule-Making Body Drops Plan to Limit Pooling-of-Interest Merg-
ers, Wall St. J., Aug. 3, 1970, at 4, col. 2; Accounting Body Fails in Attempts
to Change Some Firms’ Reporting, Wall St. J., Jan. 8, 1968, at 1, col. 6 (Pacific Coast
ed.); Metz, Market Place: Debate Lingers on Accountants, N.Y. Times, Jan., 24, 1973,
at 52, col, 3; Metz, Market Place: New Accounting for Land Sales, N.Y. Times, Jan.
4, 1973, at 54, col. 2.

167. Cf. FirLis & KRIPKE, supra note 161, at 87.

168. See CRrisls, supra note 155, at 9; Cushing, Accounting Changes: The Impact
of APB Opinion No. 20, J. ACCOUNTANCY, Nov. 1974, at 54, 62; Accounting Panel Seen
Curbing Use of Special Items, Wall St. J., March 5, 1973, at 2, col. 2,
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and their readiness to rely on past use as the standard in certifying gen-
eral acceptability, is well-illustrated by the leading case of Escott v. Bar-
Chris Construction Corp.r®® and the critical comment it engendered.
In that case, BarChris was engaged in the construction of bowling alleys
and had entered into a transaction under which an alley it built for a
wholly-owned subsidiary was “sold” to a factor, which then leased the
alley back to a second subsidiary whose obligations to the factor were
guaranteed by BarChris. Thus the transaction was in substance (and
to a large extent in form) a loan by the factor to BarChris on the secu-
rity of the alley and BarChris’s guarantee. In its financial statements,
however, BarChris treated the amount it liad received fromn the factor
as sales income and did not show the amount owing to the factor as
a direct liability. BarChris’s accountants—Peat, Marwick, Mitchell &
Co.—-certified that the financials were prepared in accordance with
generally accepted accounting principles. Obviously, no sound ac-
counting principle would have permitted this transaction to be ac-
counted for as a sale. The cash that changed hands was not the result
of an arm’s-length price paid by a willing buyer, but simply a loan by
a factor engaged in the business of lending, and when all the shooting
was over BarChris retained both the use of the property (through its
wholly-owned subsidiary) and the economic risks of ownership
(through its guarantee). In a private action against Peat, Marwick and
others, brought under section 11 of the Securities Exchange Act by pur-
chasers of BarChris convertible debentures, the certification was ac-
cordingly found wanting and Hability was imposed on the accountants.

Subsequently, an article published in the Journal of Accountancy
criticized this result. The authors did not specifically assert that the
accounting treatment of the transaction was fair. Instead they argued,
in substance, that in determining whether an accounting principle se-
lected by management is certifiable, fairness is irrelevant:

In BarChris the Court ruled that profits on a sale-leaseback
should have been eliminated; however, the AICPA statements on
accounting principles at the time of the transaction were silent as to
the need for eliminating such profits. . . .

Let us re-examine the BarChris sale-leaseback transaction in the
light of then existing accounting principles to answer the claims of
some commentators that the relevant principles were sufficiently
defined before the case was brought to trial. One might advance
several reasons to explain why BarChris should [not have reported
profit from the sale-leaseback transaction] . . . . [Tjhe overriding
doctrine of fairness might be invoked; one might argue profit [from
the transaction] should be eliminated so that financial stateinents

169. 283 F. Supp. 643 (S.D.N.Y. 1968).
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would fairly present the financial position and results of operations
for BarChris.

But the doctrine of fairness is necessarily egocentric, He who
espouses it presumes to know the one and only correct interpretation
of a given transaction. Unfortunately, fairness like beauty exists in
the eye of the beholder. What appears fair to one often appears un-
fair to another. No one denies the propriety of fairness, but account-
ants need more explicit guidelines. . . .

. . . [R]easonable doubt existed as to what was required in
accordance with the generally accepted accounting principles circa
1960. . . 270

Thus the authors’ position—which seems to reflect the prevalent
attitude of the accounting profession'”* and indeed the official position
of the AICPA—appears to be that an accounting principle can be con-
sidered generally accepted if it is in use and has not been specifically
disapproved by an authoritative institution, whether or not it fairly ac-
counts for the transaction it describes. That position, however, rests
on a fallacious premise—that “[hJe who espouses [a test of fairness]
presumes to know the one and only correct interpretation of a given
transaction.” One need not know the “one and only correct interpreta-
tion” of a transaction to know when an interpretation is obviously incor-
rect.r” This is perfectly illustrated by the BarChris case itself, because
the possibility that there was more than one fair way to describe the
transaction clearly does not 1nean it could be accounted for in any way
management chose. No one would claim, for example, that the trans-
action could have been accounted for as a gift, and it was equally inap-
propriate to account for it as a sale yielding sales income. An argument
that accounting for the transaction as a sale was permissible because
others were doing it and the APB had not forbidden it simply demon-
strates the moral and intellectual poverty of the term “generally ac-
cepted accounting principles” as interpreted by the accountants.

b. “Presented fairly.” Vesting in management the power to select
the principles applied to audit its own performance might perhaps have
been made tolerable by narrowly confining -management’s discretion in
selecting among competing principles;?® this the accountants failed to
do. Alternatively, vesting in management wide discretion to select
among competing principles might perhaps have been made tolerable

170, Reiling & Taussig, Recent Liability Cases—Implications for Accountants, J.
ACCOUNTANCY, Sept. 1970, at 39, 41-42, .

171. Cf. Carmichael, What Does the Independent Auditor's Opinion Really Mean?,
J. AccounTANcy, Nov, 1974, at 83, 84; Rosenfield & Lorensen, Auditors’ Responsibili-
ties and the Audit Report, J. ACCOUNTANCY, Sept. 1974, at 73, 74, 76-77, 82.

172, Cf. Summers, “Good Faith” in General Contract Law and the Sales Provisions
of the Uniform Commercial Code, 54 VA, L. Rev. 195, 199-207 (1968).

173. Cf. Labp, supra note 157, at 163-65.
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by forbidding a clean certificate even though each principle selected
by management was generally accepted, if the financial statements
taken as a whole failed to present fairly the corporation’s financial pic-
ture. This interpretation of the accountant’s role seems called for by
the legitimate expectations of the statement-using public and by the
very language of the certificate itself—that the company’s financial
statements “present fairly . . . in accordance with generally accepted
accounting principles” its financial position and operating results. To
read this language as satisfied simply because eacl: principle employed
in the preparation of the financial statements is generally accepted
would be to read the terin “fairly” right out of the certification: If a
statement prepared in accordance with generally accepted accounting
principles is presented fairly by virtue of that fact alone, there would
be no difference between “present . . . in accordance with” and “pre-
sent fairly . . .in accordance with.”

Once more, however, the accountants have managed to subvert le-
gitimate expectations by interpreting their role in a minimalist way.
While the AICPA has failed to give a definitive interpretation of the
language in question, many or most accountants take the position that
as long as the financials are prepared in accordance with generally ac-
cepted accounting principles, certification is proper even if the auditor
believes that the statements are not fairly presented.!™ The following
exchange illustrates the point:

Chairman [of a Practicing Law Institute Panel]: . . . Let us assume
that a company has a lot of decisions to make on accounting principles
and [that in each case] the company uses a more liberal method or
the one that is least acceptable. . . . Do you think that while each
of these might have been a generally accepted accounting principle,
in the aggregate they can so distort the financial statement that you
would not be willing to give an opinion that they fairly present the
financial condition of the company?

. . . CPA: I think that is like being a little bit pregnant; there
is no such thing. I think what you do in a case like that would be

174, One commentator concluded:

The auditor is not required to state that the principles followed were proper

or that, in his opinion, the financial statements give a fair presentation . . . .

[t is possible that the individual auditor may actually beleve that the

statements are not fairly presented.
Hennessy, Unrealities in Accounting Reporting, in PROCEEDINGS OF THE EIGHTH ANNUAL
INSTITUTE OF ACCOUNTING 12 (1961) quoted in Briloff, Old Myths and New Realities
in Accountancy, 41 ACCOUNTING REv. 484, 488 (1966). Cf. Carmichael, supra note
171; Rosenfield & Lorensen, supra note 171, at 73-77. But cf. United States v. Simon,
425 F.2d 796 (24 Cir. 1969), cert. denied, 397 U.S. 1006 (1970), discussed at text ac-
companying notes 199-205 infra; Kripke, supra note 163, at 793; Casey Warns Account-
ants of SEC Action If Industry Doesn’t Upgrade Standards, Wall St. J., Oct. 3, 1972,
at 3, col, 2.
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to take a deep breath, swallow hard, and sign the certificate. You
might try to persuade management that your feeling is that they
shiould not use all of them because of the danger of creating what
might be considered a distortion. Under the present rules of the
game, if they insist on doing it, you have no alternative.*?s

3. The Selection and Dismissal of Accountants

Virtually the only substantive limit placed on management'’s dis-
cretion by the accountants is that the principles management selects in
preparing its financial statements must be “generally accepted.”?®

175. Quoted in A, Briloff, “For What” and “To Whom” Should Corporate Manage-
ment and Auditors be Responsible? 7-8, Address before the Financial Executives Insti-
tute, Western Regional Conference, June 6, 1970; c¢f. Carmichael, supra note 171, at 86;
Rosenfield & Lorensen, sypra note 171, at 81-82. This interpretation of the accountant’s
certification was explicitly rejected by the Second Circuit in United States v. Siinon, 425
F.2d 796 (2d Cir. 1969), cert. denied, 397 U.S. 1006 (1970), discussed at text accom-
panying notes 199-205, infra. A survey taken by Briloff before Simon disclosed the fol-
lowing interpretations of the phrase:

From the Fron the
Financial Accounting
Community Profession

The clause “present fairly . .. in con-

formity with GAAP” means that in the

auditor’s opinion
The statements are both fair and in
accordance with GAAP 44 [%] 34 [%]
The statements are fair because they

are in accordance with GAAP 22 30
The statements are fair only to the

extent that GAAP is fair oo 28 20
None of the foregoing 6 16

Briloff, supra note 163, at 488,

176. A further limnit is the requirement that the financial statements “present fairly
[the position of the comnpany] . . . in conformity with [GAAP] applied on a basis con-
sistent with that of the previous year.,” AUDITING STANDARDS, supra note 158, § 511,04
at 81 (emnphasis added). In practice, however, at least until recently, management has
been able to switch principles with virtually no constraint. For example, in 1968-69
more than 60 corporations, including many of the largest stcel companies, switched from
accelerated to straight-line depreciation for no apparent reason other than to increase
reported earnings. Inland Steel raised its reported 1968 income $17.3 million by the
switch, and U.S. Steel raised its 1968 reported income $94 million by this and other
switches. Similarly, in 1970-71 a number of corporations changed their inventory ac-
counting method from LIFO to FIFO to raise reported profits, despite the fact that such
a switch results in a very substantial increase in taxes, Allegheny Ludlum, for example,
increased its taxes for 1970 by $6 million through this switch. See FIFLIs & KRIPKE,
supra note 161, at 83, 196, 264; Frishkoff, supra note 155, at 64-65; Frishkoff, Some
Recent Trends in Accounting Changes, 8 J. ACCOUNTING REes, 141, 142 (1970); Alle-
gheny Ludlum Asks IRS Approval to Switch System of Accounting, Wall St, J., March
4, 1970, at 4, col. 2; Allegheny Ludlum Plan to Change Accounting Draws Holder's
Fire, Wall 8t. J., April 15, 1970, at 15, col. 1; Inland Steel Changes 2 Accounting Meth-
ods, Lifting Net 27%, Wall St. J., Sept. 26, 1968, at 23, col. 1. See also, e.g., First
National City Alters Accounting in Chase Race, Wall St. I, Jan. 9, 1969, at 5, col. 3;
Metz, Market Place; Swift Net Aided by Accounting, N.Y. Times, Dec. 12, 1972, at
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Virtually the accountant’s only mechanism for enforcing this limit is his
power to withhold a clean certificate from the corporation’s financial
statements. Yet by law, and largely by practice, the selection, tenure,
and dismissal of an accountant is entirely in the hands of the manage-
ment. Moreover, management is not hesitant to use this power. Dur-
ing the 18-month period of November 1971 to April 1973 there were
approximately 400 accountant changes among the corporations which
must file Form 8-K’s with the SEC, and during the 18-month period
of January 1973 to June 1974, there were approximately 700 such
changes. At least 10 percent of these changes, and almost certainly
more, were made against a background of disputes over accounting
principles.t”?

The accountant’s dependence on management for his tenure,
when combined with management’s discretion in selecting among com-
peting accounting principles and the low standards set by the account-
ants for determining whether a given principles is “generally accepted,”
result in an almost irresistible pressure on the accountant to go along
with marginal principles.'” The accountant “ ‘can swallow his convic-

70, col. 2.

In 1971 the APB attempted to tighten up this area with APB Opinion No. 20, but
the operational effect of that opinion is not yet clear. See note 185 infra.

177. MHawes, Disclosing Auditor Changes, 7 Rev. Sec. REG, 837 (1974); SEC Se-
curities Act of 1933 Release No. 5534 (Oct. 11, 1974).

Until 1971, it was almost impossible to gather meaningful information on the real
reasons for auditor changes. See Now, When Auditors and Clients Split Up After Feud,
The Public Must Be Told Why, Wall St. J., Feb. 23, 1972, at 36, col. 1. In 1971, how-
ever, the SEC amended its Form 8-K (which requires registered corporations to report
specified types of events within ten days after the close of the month in which they oc-
cur) to include a new Item 12, calling for (i) a report when a new accountant is en-
gaged, and (ii) a letter

stating whether in the eighteen months preceding such engagement there were

any disagreements with the former principal accountant on any matter of ac-

counting principles or practices, financial statement disciosure, or auditing pro-

cedure, which disagreements if not resolved to the satisfaction of the former
accountant would have caused him to make reference in connection with his
opinion to the subject matter of the disagreement.
The registrant was also required to request the former accountant to furnish a compara-
bie letter. Even these¢ provisions did not produce entirely reliable information, and re-
cently the 8-K was further amended to broaden the scope of the disclosure and require
that the inforination called for in the separate letter be supplied in the 8-K itself. Re-
lated amendments were made in Regulation S-X and the Proxy Rules. SEC Securities
Act of 1933 Release No. 5550 (Dec. 20, 1974); see Hawes, supra.
178. Mautz and Neuman observe:
One nonofficer director commented to us, “The mdependent CPA is like

a mayor. His first task is to get reelected.” He asserted this without any in-

tent of vilifying CPAs. His point was that continuity of the auditor-client re-

lationship is necessarily a matter of importance to the independent CPA and

is dependent ultimately on the management of the client company. He implied

that the CPA’s awareness of this situation could enter into his relationship with

management personnel of client companies in ways so subtle that the CPA had

an almost impossible task in guarding against them.

Mautz & Neumann, The Effective Corporate Audit Committee, HARvV. BUS. REV.,
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tions or he can qualify his opinion, or he can resign. Usually the lat-
ter two courses are one and the same.’ ”*7®

The pressure on the accountants to go along in marginal (and
even less-than-marginal) cases is considerably augmented by the fact
that if an incumbent accountant does balk, a more flexible auditor can
almost always be found.'®® The result is that an accountant who uses
or threatens to use his only real control over management’s selection
of accounting principles is likely to lose his own position without ma-
terially benefiting those who use the corporation’s financial statements.
Many accountants appear to regard the withholding of a clean opinion
under such circumstances as a quixotic gesture.8?

B. Structural Reform of the Accountant's
Corporate Role

The accountant plays a critical role m the modern corporation:

Nov.-Dec. 1970, at 57, 61. See also Kripke, supra note 166, at 1185, Kripke notes that
“[olne might suppose that the huge size of the accounting firms (some of them with
4000 or more professionals) would make them independent of even the largest client,
But it apparently does not work that way. The thousauds of professionals are scattered
among numerous local offices, and each office seemingly must show its own profitable
operation and keep its clients happy.” Id. at 1185 n.146.

179. LaADD, supra note 157, at 163-65, quoting Leonard Spacek. See also Sterling,
supra note 157, at 61-62, 65; cf. Metz, Market Place: Real and Ideal in C.P.A. Audits,
N.Y. Times, Nov. 18, 1972, at 52, col. 3; Why Didn’t Auditors Find Something Wrong
With Equity Funding?, Wall St. J., May 4, 1973, at 1, col. 6.

180. For example, in late 1971 Boothe Computer Corporation, which was engaged
in the business of leasing computers, prepared a financial statement carrying as assets
$2.6 billion in IBM System 360 equipment which was out on lease. Since IBM had be-
gun marketing a newer and more powerful series which would make the 360 equipment
less desirable, and since many of the leases could be canceled by the lessee on short
notice, Arthur Andersen & Co. proposed to qualify its opinion by stating that Boothe's
financial statements were satisfactory “subject to the effect of the outcome . . . of future
events with respect to rental revenues which the computer equipment will produce.”
Boothe promptly discharged Andersen and retained in its place Touche Ross & Co,,
which gave a clean opinion. Now, When Auditors and Ciients Split Up After Feud,
the Public Must Be Told Why, Wall St. 1., Feb. 23, 1972, at 36, col. 1. Shortly there-
after another computer lessor, DCL, dismissed Price, Waterhouse & Co., which had in-
sisted on a qualification similar to that desired by Arthur Andersen, and retained Ly-
brand, Ross Bros. & Montgomery, which did not. Diebold Parent Feels Cash Pinch,
N.Y. Times, Sept. 26, 1972, at 63, col. 5.

For other recent cases of discharges based on disputes over accounting principles,
see Hawes, Stockholder Appointment of Independent Auditors, 74 CoLuM. L. Rev. 1,
3 n.11, 18 & nn.98 & 99 (1974) [hereinafter cited as Independent Auditors); Hershman,
Companies v. Auditors, 104 DUN’s REv,, July 1974, at 33; Allegheny Beverage Fires Au-
ditors Seeking to Force Lower Profit, Wall St. 1., April 20, 1972, at 17, col. 2; ICN. Phar-
maceuticals Fired Its Auditor Peat Marwick, in Dispute Over 1972 Net, Wall St. J,, Sept.
6, 1974, at 9, col. 1; Investors Funding Fires Peat Marwick in Dispute Over Real-Estate
Accounting, Wall St. J., Feb. 28, 1973, at 12, col. 2, See generally, Bedingfield & Loeb,
Auditor Changes—An Examination, J. ACCOUNTANCY, March 1974, at 66.

181. Cf. Sterling, supra note 157, at 61-63.
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objective auditing of management’s performance is and must be a cen-
tral concern of the corporate system, and only through the accountant
can such auditing be achieved. But the structure of the accountant’s
role is seriously—even fundamentally—flawed. It is impossible to ex-
pect objective reporting from an institutional structure which combines
(1) power of selection of accounting principles by the very managers
whose activities are being accounted for, (2) wide discretion in making
that selection, and (3) auditing of that selection by persons hired and
fired by the very managers who make the selection.’®? As long as
management rather than the accountant is empowered to make discre-
tionary choices among competing accounting principles, such choices
will often lack soundness and will invariably lack objectivity. As long
as management hires and fires those who audit management, there can
be no true auditing. To achieve an objective flow of informtaion on
the results achieved by management, one of two conditions must pre-
vail. Either accounting principles must be made so narrow and mu-
tually exclusive that selection among them becomes a mechanical rather
than a discretionary act, or the power to select applicable accounting
principles must be vested in accountants who are truly independent of
management.*®3 Since the former condition is not practicably attain-
able, corporate law must aim at establishing the latter.

1. Responsibility for selecting accounting principles

Although at first glance a shift of responsibility for selecting ac-
counting principles from management to the accountants might appear
so radical as to be unrealistic, in many respects it would simply carry
to their logical conclusion a series of recent developments in the courts,
the SEC, and the accounting profession itself. In the accounting pro-
fession, for example, in 1964 the AICPA Council issued a Special Bul-
letin recommending that financial statements disclose any departure
from principles recognized by the APB, even where the principle

182. Cf. Foster, Securities, Balance Sheets and the Exchange, Com, & Fin. Chron.,
Sept. 7, 1972, at 1, col, 1; Sterling, supra note 157, at 61; Accounting Profession As-
sailed by SEC Aide For Lack of Skepticism, Wall St. J., Jan. 9, 1974, at 4, col. 3; Over-
haul of Accounting Rule-Making System, Expected Today, Is Seen Reducing Conflicts,
Wall St, J., May 2, 1972, at 42, col. 1; SEC Proposes Fuller Disclosure by Public Firms,
Wall St, J., Dec. 19, 1972, at 2, col, 2,

183. See A. BRILOFF, THE EFFECTIVENESS OF ACCOUNTING COMMUNICATION 83-84,
136-37 (1967); Briloff, Corporate Financial Reporting Quagmire, Com, & Fin, Chron,,
Jan, 13, 1972, at 1, col. 1; Kripke, supra note 166, at 1184-87; Miller, supra note 157,
at 45-46; Sterling, supra note 157, at 66 Expanded Auditors’ Role Urged by SEC Offi-
cial, N.Y. Times, Dec. 20, 1972, at 63, col. 6.

Responsibility for the data underlying the financial statements would of course re-
main with management, while responsibility for auditing that data would remain with
the accountants. See Kripke, supra note 166, at 1187,
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utilized in the statement has substantial authoritative support.’®* In
1971 the APB issued Opinion No. 20, which stated a presumption that
an accounting principle once adopted by a firm should not be changed
in accounting for later events and transactions of a similar type—a pre-
sumption that can be overcome only by the justification that a new
principle is preferable to the old one.’8* In 1972 the AICPA replaced
the part-time, practitioner-dominated APB with a Financial Account-
ing Standards Board (FASB),’®® which is expected to narrow the
choice of generally accepted accounting principles.’®* In contrast to
the APB, three of the FASB’s seven members need not be CPA’s, and
all are to serve full-time five-year terms and must sever their former
employment or partnership ties.!®® Finally, in 1973 the AICPA
adopted a new rule which makes it unethical for a member to “express
an opinion that financial statements are presented in conformity with
generally accepted accounting principles if such statements contain any
departure from an accounting principle promulgated by [the APB or
FASB] which has a material effect on the statements taken as a whole,

184, Special Bull., supra note 165.

185. AICPA, OPINIONS OF THE ACCOUNTING PRINCIPLES BoArp No. 20, 390.91
(1971). See also SEC Reg. $-X, Rules 2.02(c)(2), 3.07(a), 17 C.F.R. §§ 210.2-02(c)
(2), 210.3-07(a) (1974). APB No. 20 distinguishes, however, between changes in “ac-
counting principles” and “accounting estimates,” and is much less rigorous as to changes
in the latter category. (For a critique, see Frishkoff, supra note 155, at 64). Further-
more, many accountants have failed to follow the rules set out in APB No. 20, Sed
Cushing, supra note 168.

186. AICPA Press Release, CPAs Adopt Wheat Report, May 3, 1972,

187. WHEAT REPORT, supra note 162, at 61-63, 70-75; Overhaul of Accounting
Rule-Making System, Expected Today, Is Seen Reducing Conflicts, Wall St. J., May 2,
1972, at 42, col. 1.

188. WHEAT REPORT, supra note 165, at 37-43, 54, Members of the FASB
are appointed by a newly created Financial Accounting Foundation, consisting of nine
trustees: the president of the AICPA, ex officio, and eight trustees appointed by the
AICPA’s board for three-year terins, including four CPA’s in public practice, two finan-
cial executives, a financial analyst, and an accounting educator. The latter four trustees
are to be chosen from short lists submitted by certain named organizations. Id. at 69.

A factor which may inhibit the FASB's ability to eliminate unsound accounting
principles is that approval of an accounting standard requires the vote of five of its seven
members, WHEAT REPORT, supra note 165, at 73-74, and any three members therefore
have a veto. Professor Moonitz has predicted that the FASB will suffer the same fate
as the APB:

The absence of an explicit framework, of a code of generally accepted ac-
counting principles, will continue to frustrate the FASB just as it did the APB.
Given such a code, the prognosis would be one of success for the FASB in
its technical function of making policy decisions in the area of accounting
standards. Without it, the FASB will repeat the experience of the APB. Some
of its pronouncements will be inconsistent with. other pronouncements. Indi-
vidual pronouncements will be incomplete or vague, leaving the way open for
new variations that will call for additional pronouncements, Partial solutions
will parade as general standards and special interest groups will have a field
day as loopholes are discovered and exploited,

M. MooNI1TZ, OBTAINING AGREEMENT ON STANDARDS IN THE ACCOUNTING PROFESSION
83-84 (Am. Acct’g Ass’n Studies in Accounting Research No. 8, 1974).
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unless the member can demonstrate that due to unusual circumstances
the fmancial statements would otherwise have been misleading.”8®

A second line of developments leading to increased responsibility
for accountants is taking place in the courts and the SEC. To begin
with, those accountants who do not meet even the minimwn standards
of their own profession are being exposed to severe sanctions. Part-
ners in Lybrand, Ross Bros. & Montgomery'®® and Peat, Marwick, Mit-
chell & Co.*** have been found guilty of criminal violations. Arthur
Andersen & Co. has been censured by the SEC.'®? Private actions
against Haskins & Sells, Arthur Andersen, Lybrand, Arthur Young, and
Peat Marwick have been settled for amounts ranging from $300,000
to just under $5 million.?*® As of 1973, claims against accountants in-
volving more than 500 companies were either in process or in litiga-
tion,®* and in 1974 Arthur Andersen alone had lawsuits pending
against it involving 34 companies.’®® The hieavy pressure exerted by

189. See AICPA, RESTATEMENT OF THE CODE OF PROFESSIONAL ETtnIcs Rule 203
(1972). Where a departure is justified under this test, the accountant’s report “must
describe the departure, the approximate effects thereof, if practicable, and the reasons
why compliance with the [APB or FASB] principle would result in a misleading state-
ment.” Predecessor rules had merely required disclosure of a departure from generally
accepted accounting principles, without giving any special weight to principles adopted
by the APB. See AICPA, CopE or ProressioNaL ETHICS Rule 2.02(e) (1972 ed.).

The AICPA’s trial board is empowered to admonish or expel a member for viola-
tions of professional ethics, but has no power to impose fines or to bar a person from
the practice of accounting. It has been charged that the AICPA’s enforcement of its
ethics code has been less than rigorous. Accounting Institute Votes Code Requiring
Auditors to Follow Principles Board Rules, Wall St. J., Jan. 22, 1973, at 4, col. 2.

Although rule 203 does not explicitly require disregard of authoritative principles
whose application would result in unfair presentation, an interpretation issued by the
AICPA’s Division of Professional Ethics states that “upon occasion there may be
unusual circumstances where the literal application of pronouncements on accounting
principles would have the effect of rendering financial statements misleading. In such
cases, the proper accounting treatment is that which will render the financial statements
not misleading.” AICPA, RESTATEMENT OF THE CODE OF PROFESSIONAL ETHICS 35
(1972).

190. U.S. v. Simon, 425 F.2d 796 (2d Cir. 1969), cert. denied, 397 US. 1006
(1970).

191, Two Auditors Are Convicted of Stock Fraud, Wall St. J., Nov. 15, 1974, at
8, col. 2,

192, Arthur Andersen Censured by SEC over Whittaker, Wall St. J., July 9, 1974,
at4, col. 1.

193, See L. & J. GILBERT, THIRTY-SECOND ANNUAL REPORT 248 (1971); Arthur
Young Agrees to Settle Suit for $950,000, Wall St. J., Sept. 4, 1973, at 22, col. 1;
Louisiana & Southern, Auditor to Settle Suit with Payout of Stock, Wall St. 1., Oct.
6, 1972, at 4, col. 3; Peat Marwick, Allen & Co., Inc., Others, Quietly Settle Fraud
Suit for $2.9 Million, Wall St. I, Dec. 9, 1974, at 12, col. 2.

194. ARTHUR ANDERSEN & Co., 1973 ANNUAL REPORT 4. See also Louis, supra
note 166, at 177.

195. Arthur Andersen’s 1974 Report Indicates it Will Keep Growing, Fight Litiga-
tion, Wall St. J., June 24, 1974, at 10, col. 2.
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this criminal and civil litigation is causing accountants to be both more
careful and more scrupulous in observing their own minimal stand-
ards.'?¢

Of perhaps greater import, the courts are beginning to upgrade
the standards of the profession in the first instance.’®” This upgrading
is most dramatically exemplified by Escott v. BarChris Construction
Corp.*®® and United States v. Simon.*®® The BarChris case, discussed
earlier, focused on liability for certifying a principle that does not fairly
account for the transaction being described; Simon focused on liability
for certifying a financial statement that is unfair taken as a whole.

The problem in Simon grew out of the use by Harold Roth of two
corporations under his control, Continental and Valley, to finance per-
sonal stock-market transactions, by causing Continental to loan money
to Valley, which in turn lent the money to him. The purpose of making
the loans through Valley, rather than directly from Continental to Roth,
was to dress up Continental’s balance sheet: the loans were shown on
Continental’s books as an account receivable from Valley rather than
fromn Roth. At the end of fiscal 1962, Continental’s account receivable
fromn Valley arising out of loans destined for Roth exceeded $3.5 inil-
lion. Before Continental’s financial statements for that year were
certified, its accountants learned that the Valley receivable was uncol-
lectible (and therefore could not be shown on Continental’s books as
an asset) because Roth was unable to repay Valley the amount it had
lent him, an amount far exceeding Valley’s net worth. To remedy this,
Roth collateralized the Valley receivable, but the collateral consisted
principally of stock and convertible debentures in Continental itself.
The accountants, aware of all the relevant facts, nevertheless certified
the $3.5 million Valley receivable with only the following qualification,
which appeared in a footnote:

The amount receivable from Valley Commercial Corp. (an affiliated
company of which Mr. Harold Roth is an officer, director and stock-
holder) bears interest at 12% a year. Such amount, less the balance
of the notes payable to that company, is secured by the assignment
to the Company of Valley’s equity in certain marketable securities.
As of February 15, 1963, the amount of such equity at current market
quotations exceeded the net amount recejvable,200

196. See Hershman, supra note 180, at 33, 35; Now, When Auditors and Clients
Split Up After Feud, Public Must be Told Why, Wall St. J., Feb, 23, 1972, at 36, col.
1; SEC Jolting Auditors Into a Broader Role in Fraud Detection, Wall St. J., July 6,
1974, at 25, col. 2,

197. Cf. Sommer, Survey of Accounting Developments in the 60's; What's Ahead
in the 70’s, 26 Bus. Law. 207 (1970).

198, 283 F. Supp. 643 (S.D.N.Y. 1968), discussed at text accompanying notes 169-
70 supra.

199. 425 F.2d 796 (2d Cir. 1969), cert. denled, 397 U.S. 1006 (1970).

200, Id. at 800 (emphasis added).
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Subsequently the accountants were indicted under the Securities
Exchange Act for certifying a false or misleading financial stateinent.?°*
At the trial they called as witnesses eight expert accountants, constitut-
ing, in the words of the Second Circuit, “an inipressive array of leaders
of the profession,” who testified that the failure to disclose in the foot-
note the purpose of the loans to Valley and the nature of the collateral
was in no way inconsistent with generally acceptable accounting princi-
ples.??  The defendants asked for instructions which, in substance,
would have told the jury that “a defendant could be found guilty only
if, according to generally accepted accounting principles, the financial
statements as a whole did not fairly present the financial condition of
Continental at September 30, 1962, and then only if his departure from
accepted standards was due to willful disregard of those standards with
knowledge of the falsity of the statements and an intent to deceive.”2%
The trial court declined to give this instruction—which would have
given the defendants a complete defense in light of the expert testi-
mony—but instead instructed that the critical issue was whether the fi-
nancial statements as a whole fairly presented Continental’s financial
position and accurately reported its operations. If they did not, the
basic issue was whether defendants had acted in good faith. Proof of
compliance with generally accepted accounting principles would be
“evidence which may be very persuasive but not necessarily conclusive”
on that issue.?%*

A jury verdict against the accountants was sustained by the Second
Circuit in an opinion by Judge Friendly. Thereafter, in a speecl to
the AICPA, the Chairman of the SEC described the result of the case
as follows:

[Tlhe court established that it is not enough to merely adhere to
rules, even if they are generally accepted principles or standards.
Rather a critical test is whether the financial statement, as a whole,
fairly presents the position of the company and accurately reports
its operation for the period it purports to cover. To meet this test
and establish good faith, an accounting report has to reflect pertinent
inforination which those who prepare it have, or m due diligence,

201. The indictment was based on (1) the failure of the note to disclose the pur-
pose of the loans to Valley and the nature of the collateral, and (2) the fact that in
determining the value of the collateral and the extent to which the Valley receivable
was collateralized, the accountants improperly netted Continental’s account payable to
Valley against its Valley receivable, failed to discover that there was a lien of $1 mil-
lion against the pledged securities, and failed to disclose that the amount of the receiv-
able had risen by $400,000 between the end of the fiscal year and the date of certifica-
tion, while the value of the collateral had declined by more than $270,000 between the
date of certification and the date the financial statements were mailed. Id. at 801, 805-
08.

202, Id. at 805 (except for the erroneous netting).

203, Id. (emphasis added).

204. Id.
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should obtain, whether or not the disclosure of that information is
required by specific generally accepted principles or standards.208

To put the matter differently, just as BarChris held, in effect, that an
accountant cannot rely on general acceptance to support his certification
of a principle that does not fairly account for the transaction being de-
scribed, Simon held that an accountant cannot rely on the general ac-
ceptance of each principle employed in the preparation of a financial
statement to support his certification of a statement that is not fair as
a whole. To comply with these decisions the accountants will need to
increase significantly their control over the financial statements they
certify. Taken together with the cases holding accountants to their own
existing standards, as well as the trends within the accounting profes-
sion itself, BarChris and Simon indicate that a shift of power over the
selection of accounting principles utilized in the preparation of financijal
statements from the managers to the accountants is not only appropriate
on policy grounds, but also carries forward an institutional momentum
that seems to be building to just such a climaz.

2. Selection and Dismissal

Vesting in the accountants responsibility for the selection of ac-
counting principles is a necessary condition to ensure the integrity of
financial statements, but not a sufficient one. As long as selection
among cownpeting accounting principles is discretionary, the purpose of
such a shift could be subverted too easily if management itself retained
the power to select and dismiss the accountants. As a second structural
reform, it is therefore necessary to shift that power too out of manage-
ment’s hands.?®® One proposal to accomplish this objective is em-
bodied in the thorough and persuasive argument of Douglas Hawes that
the power to appoint and dismiss a corporation’s accountant should re-
side in the body of shareholders rather than the board.?*” Left to it-
self, liowever, that body would undoubtedly look to the board for
guidance on selection and dismissal, could neither determine the scope
of the audit nor the compensation of the accountant, and could not
give the accountant periodic direction and support. A complementary
step is therefore necessary: Every publicly held corporation should be
required to have an audit committee, comprised entirely of independ-
ent directors, which would have the exclusive power (1) to nominate
and recommend dismissal of the corporation’s accountant on behalf of

205. The Partnership Between the Accounting Profession and the SEC, Address by
William Casey, chairman of the SEC, before the AICPA, Oct. 2, 1972.

206. Cf. Hoenmeyer, supra note 163, at 33; Sterling, supra note 157, at 66.
at 33; Sterling, supra note 157, st 66.

207. Independent Auditors, supra note 180,
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the board, and (2) to direct the accountant’s activities and set the terms
of his engagement.2°8

As in the case of responsibility for financial statements, the shift
of power here proposed, while new in form, would simply carry to its
conclusion a practice that has been gaining momentum as a voluntary
institution. Professor Hawes reports that 57 of the 100 largest industri-
als, and 3121 of the 7000 corporations filing proxy statements with the
SEC, already submit the choice of accountant to the shareholders in
some fashion.2®© The percentage of publicly-held corporations with
audit committees composed of outside directors is probably comparable.

Such committees were authoritatively proposed in this country as
early as 1940 by the SEC.?** The AICPA announced in favor of such
committees in 1967,2!! and a number of individual accounting firms
have since climbed on board.?*> In 1972 the SEC issued a second re-
lease on the subject, which concluded with the statement that “the
Commission . . . endorses the establishment by all publicly-held com-
panies of audit committees composed of outside directors,” and urged
the business and financial communities and shareholders to lend full

208. Audit committees also carry certain collateral advantages. An accountant will
frequently have reservations, questions, or information which is not important enough
or otherwise appropriate for inclusion in his formal opinion, but which should be
brought to the board’s attention. Cf. R. MauTZ & F. NEUMANN, CORPORATE AUDIT
CoMMITTEES 85 (1970) [hereinafter cited as Mautz & NEUMANN]; TOUCHE Ross &
Co., CorPORATE AupIT COMMITTEES 9 (1970). The whole board, however, is typically
too large to hold in-depth discussion with the accountant and too busy to meet with
him frequently. See Mautz & NEUMANN, supra, at 7, 52. The existence of an
audit committee obviates these problems.

Hawes also proposes that an audit committee be required in publicly held cor-
porations. His proposal would not, however, require the committee to consist of in-
dependent direetors, although this was largely because he felt that “the idea of
[requiring independent] directors on the boards of all public companies . . . is not
central to the proposal [that auditors be elected by the shareholders], and would un-
necessarily burden the debate thereon.” Independent Auditors, supra note 180, at
37.

209, Independent Auditors, supra note 180, at 12,

210. SEC, Accounting Series Release No, 19 (Dec. 5, 1940). This report, which
was a response to McKesson & Robbins debacle, recommended that a committee of out-
side directors be established “to make all company or management nominations of audi-
tors and . . . [to arrange] the details of the engagement.” The report also called for
shareholder election of auditors,

211. AICPA Executive Committee Statement on Audit Committees of Boards of
Directors, J. ACCOUNTANCY, Sept. 1967, at 10.

212. For example, Touche Ross & Co. issued a brochure and a 27-minute color film
on audit committees, and the Touche Ross foundation sponsored a major study of such
committees by Mautz & Neumann. See ToucHE Ross & Co., supra note 208; Au-
ditors, Outside Directors Set Up Panels To Find Firms' Woes Before Crises Occur,
Wall St. J., May 31, 1972, at 32, col. 1. See also, e.g., ARTHUR ANDERSEN & Co., THE
AupiT COMMITTEE OF THE BOARD OF DIRECTORS (1972); ARTHUR ANDERSEN & Co.,
1974 ANNUAL REPORT 4.
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support to implementation of that endorsement.??* Finally, in a 1973
White Paper the New York Stock Exchange strongly recommended
that every listed company form an audit committee consisting of three
to five outside directors, and in 1974 the SEC issued still a third re-
lease, requiring registered corporations to disclose in their proxy ma-
terials either the composition or nonexistence of an audit committee.?!4

The results of this developing momentum are reflected in the
data. A report by the Conference Board in 1967 found that only 19
percent of the surveyed manufacturing and 21 percent of the nonmanu-
facturing corporations had audit committees. In a comparable survey
in 1973, the figures had jumped to 45 percent and 46 percent respec-
tively.**® Of these, 97 percent had at least a majority of outside direct-
ors, and over 83 percent consisted entirely of outside directors.21® As
of 1972, 35 of the country’s 50 largest corporations had audit commit-
tees, nine having adopted such a committee between 1967 and 1972.27

213. SEC, Accounting Series Release No, 123 (March 23, 1972).

214, NEw YORK STOCK EXCHANGE, RECOMMENDATIONS AND COMMENTS ON FINAN-
CIAL REPORTING TO SHAREHOLDERS AND RELATED MATTERS 6 (1973); SEC Securities Act
of 1933 Release No. 5550 (Dec. 20, 1974).

215. 1973 CONFERENCE BoARD SURVEY, supra note 14, at 50-51, In other samples
during this period, 32 percent of 385 corporate respondents in a survey by Mautz and
Neumann reported they had auditing committees, MAUTZ & NEUMANN, supra note 208,
at 14 Table 2, as did 30 percent of 797 respondents in a survey by the Financial Execu-
tives Institute, Hobgood & Sciarrino, Management Looks at Audit Services, FINANCIAL
ExecuTive, April 1972, at 29-30, and 42 percent of 750 respondents in the Heidrick &
Struggles survey, HEIDRICK & STRUGGLES, supra note 12, at 6.

216. 1973 CoNFERENCE Boarp SURVEY, supra note 14, at 64 (Table 21),

217. Vanderwicken, supra note 52, at 159. See also Auditors, Outside Directors
Set Up Panels To Find Firms' Woes Before Crises Occur, Wall St. J., May 31, 1972, at
32, col. 1. Similarly, 40 percent of the 121 committees reported in response to the
Mautz & Neumann survey were formed during the period 1965-1970. Mautz &
NEUMANN, supra note 208, at 9,

The Mattel consent decree, see note 128 supra, requires Mattel to establish a Finan-
cial Controls and Audit Committee consisting of four directors, at least three of whom
are to be independent directors appointed pursuant to the decree’s provisions. In case
of disagreement or controversy between the accountants and management, “[t}he Com-
mittee shall determine the position of Mattel in such disagreement or controversy and
Mattel shall abide by and act in accordance with any such determination by the Commit-
tee.” The Committee also has the duty of approving or disapproving any change of ac-
countants. SEC v. Mattel, Inc.,, CCH Stc. REG. REep. { 94,807 (D.D.C. 1974).

Similarly, under the Northrop settlement, see note 128 supra, Northrop's Audit
Committee is required to consist entirely of independent directors. The Committee:

1, . . . [Sihall nominate to the sharcholders on behalf of the Board, the
Corporation’s auditors and shall have power, on behalf of the Board, to pro-
pose to the shareholders the removal of the auditors at the annual shareholders’
meeting or at a special shareholders’ meeting called for that purpose.

2. In case of a vacancy in the position of auditor occurring otherwise
than through removal . . . shall appoint an auditor to fill the vacancy until
the next annual shareholders’ meeting.

3. ... [S]ball arrange the details of the auditors’ engagement, includ-
ing fixing the auditors’ remuneration.

Springer v. Jones, Civ. No. 74-1455-F (C.D. Cal. Nov. 23, 1974).
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In a recent survey of the 1563 companies listed on the New York Stock
Exchange, 80 percent of 1083 respondents reported they had an audit
committee, and another 13 percent had plans to establish such a com-
mittee. Of the existing committees, 84 percent consisted exclusively
of outside directors, and 95 percent had a majority of such directors.?*#

There are also impressive legislative precedents for shifting the
selection and dismissal of accountants from management’s hands to the
board’s. The Investment Company Act requires that a registered in-
vestinent company’s accountant be selected by a majority of the
board’s disterested directors and approved by the shareholders.?!®
English statutory law has for many years required that auditors
be elected and dismissed by the shareholders;*?° comparable proce-
dures are provided by the Canada Corporations Act?** and the statutes
of most of the Canadian provinces,??> most notably the Ontario Business
Corporation Act.?® Experience under the English statute suggests that
this difference in structure is likely to have substantive consequences
as to the auditor’s independence. In several widely publicized in-

218. WHITE PAPER RESPONSE, supra note 124, at 3.

219. 15U.S.C. § 80a-31(a) (1970).

220. The Companies Act of 1948, 11 & 12 Geo. 6, c. 38, § 159(1) [hereinafter
cited as Companies Act of 1948]; Independent Auditors, supra note 180, at 5 n.20. The
board may appoint an auditor before the first genera] shareholders’ meeting, and may
fill vacancies caused by the auditor’s death, disqualification, or legal incapacity. Com-
panies Act of 1948, § 159(5)(b), (6). Where disinissal is proposed, the auditor must
be given notice of the proposal and is entitled to require the corporation to circulate
his written statement to the shareholders, Companies Act of 1948, § 160(1)-(3), and
then to present his case orally at the shareholders’ meeting, The Companies Act 1967, c.
81, § 14(7). For a detailed description of the English law, see Independent Auditors,
supra note 180, at 4-9. The English statute further strengthens the auditor by giving
him a right of access at all tiines “to the books and records and accounts of the com-
pany,” a right “to require from the officers . . . such information and explanation as
he thinks necessary” for the performance of his duties, and a right to attend all share-
holders meetings, receive all notices and other communications that a shareholder is en-
titled to receive, and be heard at any such meetfings on any matter which concerns him
as auditor, The Companies Act of 1967, c. 81, §8 14(5), (7). Gower states that
“These lega] provisions are supplemented by a strictly observed rule of etiquette of the
accountancy profession whereby an auditorship is not undertaken without prior consulta-
tion with the former auditor to ensure that there is no reason why the post should not
be accepted.” L. GOWER, supra note 147, at 469 n.78.

221, Canada Corporations Act, CAN. REV, STAT. ¢, C-32, §§ 130-32 (1970).

222. See Independent Auditors, supra note 180, at 11 n.56,

223. Ontario Business Corporations Act, ch. 53, §% 167-71, [1970] Oant. Rev. Stat.
445-50. The Ontario statute requires publicly held corporations to have audit commit-
tees consisting of at least three directors, a majority of whom are outsiders, but does
not require the committee to play a formal role in the appointment, tenure, and removal
of the corporation’s accountant, Id. § 182, Indeed, the precise role of the committee
generally is unclear, although the legislative intent apparently was to insulate the auditor
from management pressures. See lacobucci, The Business Corporations Act, 1970:
Management and Control of a Corporation, 21 U, TORONTO L.J. 543, 546 (1971). The
proposed new Canada Business Corporations Act contains provisions similar to those in
Ontario. Bill C-29, §§ 159-65, House of Commons, 30th Parl,, 1st Sess, (Can. 1974).
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stances accountants in England have successfully resisted manage-
ment’s efforts to discharge them.?** Comparable results can be ex-
pected in this country, because of the increasing pressures toward inde-
pendence and because resistance to management attempts at discharge
would be in the accountants’ own financial self-interest.*°

C. An Auditing Capability for the Restructured Board

Although the primary role of the accountant is to audit manage-
ment’s financial results, once the accountants have been made inde-
pendent they will provide a capability enabling directors to audit man-
agement’s performance in other areas as well. Through this capability,
for example, the board can acquire objective and reliable data not only
on net profits, but on such nonfinancial indicators as market penetra-
tion and comparative costs.??® Going one step further, through this

224. Douglas Hawes describes one such case: the 1963 effort by the management
of The City of London Real Property Co., Ltd. to replace its auditors. Management
settled a dispute over accounting treatment by yielding to the accountants but at the next
annual meeting proposed that new auditors be appointed on the ground that mutual con-
fidence no longer existed between the board and the auditors. The English professional
accountants® association took sharp exception:

The existence of such a possibility [of a difference of opinion between the
directors and the auditors] is among the reasons why auditors are appointed.
The work of the auditors and their freedom to perform it with a sense of com-
plete independence can only continue as long as it is generally accepted that
the issue by auditors of a report expressing disagreement with the directors of
a company of which they are auditors does not of itself provide a reason for
the removal of the auditors from office. The purpose implicit in the appoint-
ment of auditors under the Companies Act would be defeated if there were to
grow up a practice of displacing auditors whenever a disagreement between
them and the directors of a company occurs on a matter of accounting prin-
ciple.

The Association of Investment Trusts took the accountants’ side by recommending that
those of its members whose trusts owned stock in the company vote against the proposal.
As a result of this stand and shareholder opposition, managemeat withdrew its recom-
mendation. Independent Auditors, supra note 180, at 7-8.

225. From the perspective of investors, freeing the accountant from management'’s
control is a necessary condition to ensuring the integrity of financial statements, but not
necessarily a sufficient one, because even independent directors may pressure the ac-
countant to paint an unduly favorable picture for the public eye. This danger should
not be exaggerated, however, since independent directors would generally have little rea-
son for exerting such pressure—on the contrary, they would risk exposure to a liability
out of all proportion to their directors’ fees and perquisites. Nevertheless, the danger,
however minimal, still exists, and a restructured role for the accountant should not in
itself relieve the FASB and the SEC from the responsibility to narrow the choice of ac-
counting principles.

226. Two examples of the potential value of a capability for acquiring reliable in-
formation on such indicators follow:

Standard Oil of New Jersey received . . . a shock not long ago. Says. ..
one of its executives . , . : “You can’t begin to tell how good or bad you are
until you have figures. A few years ago [Standard Oil] was hard hit by the
competition of small local refineries. People started saying that these compa-
nies were more efficient than we were, but we wouldn’t believe this because
it was inconsistent with our self-image. When we got comparative data, man-
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capability the board can audit the soundness of the corporation’s under-
lying control systems, such as its capital- and operating-budget proc-
esses, cash- and sales-forecasting techniques, and conflict-of-interest
procedures.?*” Finally, the capability brought to the board by truly in-
dependent accountants would enable it to audit management’s results
in meeting relevant nonfinancial objectives, such as compliance with
law,?28 due respect for the environment, provision of safe working con-
ditions, nondiscrimination, and fair treatment of the consumer.?2?

These functions would not be completely new to accountants.

Comparable audits have long been performed on behalf of govern-
ment,??° and the profession has recently begun performing “manage-

agement was first incredulous, then astounded. Finally it started doing some-
thing about the problem.
Rose, The News About Productivity Is Better Than You Think, FORTUNE, Feb. 1972,
at 98, 188.

By last fall, dissatisfaction [with Najeeb Halaby, Pan Am’s president] had
reached its highest point. A veteran director told Halaby that he was receiving
direct reports of problems from several upper-level executives. At about the
same time, statistics prepared by Pan Am for the T.W.A. merger negotiations
jolted a number of directors into recognizing just how serious the situation had

become.
T.W.A. and Pan Am are by no means perfectly comparable, because
T.W.A. has a big domestic network, . . . But over the North Atlantic, where

their operations are comparable, T.W.A.’s costs per available ton-mile (i.e., the
total capacity of all planes multiplied by the number of miles flown) are sub-
stantially better. Through nine months of last year, T.W.A.’s costs amounted
to 15.74 cents, against Pan Am’s 19.01 cents. Had Pan Am’s cost ratio been
as good as T.W.A.’s it could have converted its operating loss of almost $7 mil-
lion into a substantial profit.

Cordtz, Pan Am’s Route Across The Sea of Red Ink, FORTUNE, Jan, 1972, at 78, 146.

227. See Burton, Management Auditing, J. ACCOUNTANCY, May 1968, at 41; Camp-
field, Trends in Auditing Management Plans and Operations, J. ACCOUNTANCY, July
1967, at 41; Dodwell, Operational Auditing: A Part of the Basic Audit, J. ACCOUNT-
ANCY, June 1966, at 31; Witte, Management Auditing: The Present State of The Art,
J. Accountancy, Aug. 1967, at 54; cf. Auditors, Outside Directors Set Up Panels To
Find Firms’ Woes Before Crises Occur, Wall St. J., May 31, 1972, at 36, col. 1. But
cf. Norgaard, The Professional Accountant's View of Operational Auditing, J. Ac-
COUNTANCY, Dec. 1969, at 45, 47-48.

228. Cf. Melamed & Baker, Qutside Directors, 6 Rev. SEC. REG. 915, 921-22
(1973).

229. Under the Northrop settlement, see note 128 supra, Northrop’s audit commit-
tee, which must consist entirely of independent directors, is given the power “to direct
the outside independent auditors and the Corporation’s internal audit staff to inquire into
and report to it on any corporate contract, transaction, or proeedure, the conduct of any
corporate office, division, profit center, subsidiary, or other unit, or any other matter
having to do with the Corporation’s business and affairs.” Springer v. Jones, Civ. No.
74-1455-F (C.D. Cal. Nov. 23, 1974).

230. See Morse, Performance and Operational Auditing, J. ACCOUNTANCY, June
1971, at 46; Inquiry into Democratic Break-In Strips General Accounting Office of Some
of Its Anonymity, N.Y. Times, Sept. 3, 1972, at 38, col. 2. For examples, see 1974
COMPTROLLER GEN. U.S. ANNUAL REPORT passim; Lockheed Unit Faces Major Prob-
lems on Trident Sub Missile, GAO Study Says, N.Y. Times, April 7, 1975, at 2, col.
3,
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ment” or “operational” audits on behalf of business corporations.?s!
Until now, however, such audits have usually been performed as a serv-
ice to management rather than a check upon it.

CONCLUSION

Although it is widely held that the board should be actively in-
volved in making business policy, the performance of such a role by
the board is normally neither critical to the corporation nor achievable
in practice. A corporate organ cannot be meaningfully involved in
making business policy unless its members are highly active. It is not
realistic, however, to expect a high degree of activity from the board.
Directors may be highly active because they are executives; but in that
case their activity does not derive from their directorial capacities, and
the board cannot meaningfully be considered as a separate corporate
organ, Directors may be highly active because they work at their di-
rectorships full-time, although they are not involved in operations; but
this type of board is unsuitable for many or most corporations. Direc-
tors may be highly active because they are professional directors who
make a career out of a dozen or so directorships, and are therefore able
to devote significant time to each one; but there is no suitable popula-
tion from whom the necessary number of professional directors can be
drawn, and even if there were the logistics would inevitably imvolve
either very heavy use of aged directors or massive board interlocks.

The major effect of according the policymaking function central
importance, therefore, has been to divert legal and corporate institu-
tions from implementing a function that is both critical and achievable:
monitoring. Unlike policymaking, monitoring does not require a high
level of board activity. It does require that the board has an adequate
flow of objective information and that the directors, or at least a clear
majority of them, be independent of the chief executive. These two
conditions, however, can be implemented to a significant degree by for-
mal rules governing organizational structure; specifically, the structure
of the board, the responsibility of the accountant, and the relation be-
tween the accountant and the board.

In dealing with questions of organizational structure, it is always
necessary to keep in mind the limits on the subject’s importance. Writ-

231. See articles cited in note 227 supra. Questions have been raised as to whether
performance of such services may impinge on an auditor’s independence, See Burton,
supra note 227, at 45; Hylton, Are Consulting and Auditing Compatible?—A Contrary
View, 39 AcCOUNTING Rev. 667 (1964); Schulte, Compatability of Management Con-
sulting and Auditing, 40 AccounTiNGg Rev. 587 (1965); cf. SEC, Accounting Series Re-
lease No. 126 (July 5, 1972). However, these questions should be largely obviated if
the services were performed for an independent board. Cf. Carmichael, Some Hard
Questions on Management Auditing, J. ACCOUNTANCY, Feb, 1970, at 72,
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ing in 1904, the corporate scholar Franz Klein referred to a concept
he called “the truth of the form,” meaning that certain forces are active
in any given corporation, and that corporate organizational structure will
in the end conform to those prevailing forces.?®> There is much bite
to this concept, and it would be self-deception to believe that great
changes in organizational structure will necessarily produce great
changes in the way a given organization actually functions, let alone
great changes in the general economic structure of society. There is
an iron paradox which governs corporate affairs, and no amount of re-
structuring can entirely avoid its force: Only those who are involved
in an enterprise full-time have sufficient knowledge to direct an enter-
prise, while only those wlio are not involved full-time can be trusted
to monitor those who direct. But having recognized these truths, it
must also be recognized that even sinall institutional gains inay be im-
portant in the case of institutions which dominate our economic life;2%8
that law reform should not confine its attention only to those clianges
whicl: will assuredly produce great effects; that corporate law is already
concerned largely with questions of form and structure, often in inti-
mate detail; and, finally, that admitting the importance of personal
forces in any organization, it is nevertheless vital to structure organiza-
tion so as to cliannel as far as possible the operation of those forces
towards socially desirable objectives.

232, F. KrLeIN, DIE NEUREN ENTWICKLUNGEN IN VERFASSUNG UND RECHT DER
ARTIENGESELLSCHAFT 55 (1904); cf. THE CoMPANY 158-61 (C. de Hoghton ed, 1969);
Buxbaum, Antitrust Policy in Modern Society: Dilemmas and Needs, in DAs UNTER-
NEHMEN IN DER RECHTSORDNUNG: FESTGABE FiR HEINRICH KRONSTEIN 1345, 1355-56
(K. Biedenkopf, H. Coing, E. Mestmicker eds. 1967).

233, For example, the Handlins have convincingly argued that in its original form
the corporation presented few advantages over other competing forms of business organi-
zation. Handlin & Handlin, Origins of the American Business Corporation, 5 J. ECON,
Hist. 1 (1945). Yet those slight advantages were nevertheless sufficient to cause the
corporation to become the overwhelmingly dominant form of business organization over
the course of time.



