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I am very glad to join with you today to discuss the subject of stocke
holders and corporate management. It is a particular pleasure for me to be
here because you men work with the basic materials in the field, and the prob-
lem of the relationship of stockholders to management is one which concerns
you every day in the routine, so to speak, of your duties., The subject of
discussion is very broad in scope. Indeed, it encompasses all points of con-
tact between management as such and the stockholders group. It includes,
to one degree or another, most of any corporation's activities. I do not
propose, howevers in the short space of these remarks, to deal with all
phases of this relationship, I shall limit my discussion to the leral
framework in which the relationship is cast and the actual practices which
have developed,

The relation of managements to their shareholders has varied through
the .years and has been affected to a large extent by the provisions of
state laws and by the requirements of regulatory bodies where applicable,
However, the broad, general framework of this relationship has, in
theory at least, been clear, In theory, the stockholders are the owners
of the corporation. The corporate management consists of representatives
selected by the shareholders and responsible to them, The shareholders
have the right to prescribe the rules under which the corporate management
shall operate the business except as to ordinary management functions. The
stockholders retain the power to change the management.

In earlier days the actuality followed the theory rather closely,

An enterprise was incorporated locally and the shares were subscribed
locally, Anmually the management reported to its shareholders. The
shareholders met and elected their management from among themselves. They
expressed their views on the conduct of the business and made suggestions,

all of which were fully discussed and voted on at the meeting,
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The diffusion of ownership of corporations among widely scattered inves-
tors, many with small holdings, made the physical congregation of sharehold-
ers impossible, As a result, the character of the corporate meeting changed.
Instead of a congregation of the owners of a corporation, the corporate
meeting became a collection of proxies. The actual meeting lost its delibera~-
tive character and the approval of proposals became a mere formality. Policy
was no longer made by the shareholders, It was made by management. Manage-
ment devised a program of action and submitted it for rubber-~stamping. The
body of shareholders, by and large, came to he regarded as a hurdle to be
cleared rather than a helpful member of the corporate community.

It was inevitable that the average shareholder, having little reason to
feel himself an essential part of the corporate workings, should become
apathetic., Typically, he received from his company a generalized annual report
from which it was difficult to comprehend the progress of his corporation.

He also received, sometimes before the annual report, sometimes after it, a
proxy card in small type which he was urged to sign and return., Ordinarily,
the proxy card gave blanket authority to elect a board of directors and take
any other action the proxies considered desirable, Too often there was no ex-
planation of the necessity for the action the shareholder was asked to author-
ize, and there was no assurance that the proposals mentioned in the notice of
meeting were the only ones proposed by the management, The stockholder was
merely accorded the opportunity to sign his name and mail back the proxy.
Comment or criticism was not invited, and opposition could be expressed only
by expensive counter-solicitation directed to removal of the management,
Meetings often were held at inaccessible places, and shareholders who survived
the obstacles and attended the meetings were often received as interlopers.

Undoubtedly, managements faced real difficulties in the transition from
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compact group ownership to widespread owmnership of corporate shares in main-
taining shareholder relations. But those difficulties were too often used to
justify curtailment of a proper and effective stockholder participation in
corporate matters. In retrospect, it is difficult to conceive of methods
better designed than some quite widely followed in the past to induce stock-
holder indifference and unresponsiveness to management proxy solicitation,
Hany stockholders fell in the habit of consigning proxies to the wastebasket.
Managements found it increasingly difficult to secure quorums and resorted to
lowering quorum requirements and to hiring special solicitors.

Much thought was given to devising means to satisfy the legal requirg~
ment of an anmual meeting of shareholders. Little thought was given to the
discovery of means to energize stockholder participation in corporate affairs,
I believe the wrong road has been followed. It will be better to retrace
some of the steps and to strike a new point of departure.{ It seems to me
that the heart of the problem lies in the failure of corporate practice to re-
produce through the proxy medium an annual meeting substantially equivalent
to the old meeting in person. I know that the old-fashioned meeting cannot
be revived, Admittedly, that is impossible. It is not impossible, however,
to utilize the proxy machine to approximate the conditions of the old~-fash-
ioned meeting. The proxy machine can be used to afford to the stockholders
a means of communicating with each other, to give them the opportunity to
submit proposals to their fellow stockholders, and to secure the collective
Jjudgment of those: stockholders on their proposals. Accordingly, our regula-
tions have for sometime been designed to provide the shareholder with an op-
portunity for a more active participation in the affairs of his corporation.
They require the management to include in its proxy statements all the pro-

posals it intends to make and to give the stockholder an opportunity to
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specify how he wants his shares voted. Typically, this has taken the form of
a ballet which the stockholder is privileged to fill in. Although this pro-
vision has been in effect only for the past five years, stockholders have
grown accustomed to a ballet offering them an opportunity to express their
views., Our experience shows that stockholders are eager to avail themselves
of this privilege. They are beginning to feel that they have a part to play
and they are willing to undertake it. Thus a test check made by one of our
large corporations indicated that out of every 100 stockholders only 32 sent
in proxies, but 75% of those sending in proxies marked their ballots for or
against a management proposal. Considering the short space of time these
regulations have been in effect, this is an encouraging showing, and one
which may soon have its influence with the 68% who did not send in their
proxies,

Another sign of the reawakening of shareholders to their interest in the
affairs of their corporations is the fact that shareholders are coming forward
with suggestions and proposals of their own. In this respect, they are us-
ing the proxy machinery as a means of communicating with their fellow stock-
holders. And the Commission's proxy rules have for the past five years rec-
ognized the right of stockholders to use the proxy machine for this purpose.

Some five years ago we came upon the first case of a security holder who
desired to use the proxy machinery in this way. The shareholder had advised
his company that at the annual meeting he proposed to make a motion to amend
the bylaws in several respects. The management in soliciting its proxies was
on notice of these proposals and intended to’oppose them, It asked our ad-
vice, It seemed to us that security holders were entitled to know that the
proposal would be made at the meeting and to direct the use to be made of

their proxies when the proposal came up. We concluded that under the
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circumstances the management's proxy material should set forth the stock-
holder's proposal, give a yes-nc vote, and state that the nmanagenent intended
to vote its stock and the proxies it received apainst the proposal unless
otherwise directed, This procedure was followed in numerous subsequent cases
and it is to the credit of management generally that it has worked smoothly
for the past five years, This procedure is in some measure a substitute for
the opportunity personal assemblage of the shareholders would rive each stock-
holder to submit a proposal to the meeting for discussion and vote.

Recently the Commission has broadened this privilepe so that security
holders may present a 1l00-word statement in favor of their proposals, “hile,
admittedly, this is an inadequate substitute for the richt to give a full ex~
planation of such proposals at a shareholders' meeting, it is a step in the
direction of placing the shareholder where he would be if it were physically
possible to gather all stockholders at the annual meeting.

We have heard arguments made that this procedure invites participation
by M"erackpots.” Our experience over the past five years indicates that the
privilege of having proposals included in the management's material has, for
the most part, been used with restraint and judgment ﬁy stockholders, A
high percentage of the proposals have been well thought out and worthy of con-
sideration. Many have been accepted by managements and others have secured
respectable percentages of the total vote cast.

From my point of view, the results so far are encouraging. It seems to
me that these provisions in our rules have to some degree revitalized the
democratic process in the conduct of corporate activity. The Commission is
constantly examining and reexamining its own rules and practices in this field
to discover means of encouraging and fostering more substantial shareholder

participation in corporate affairs. Ve realize that much remains to be dome.
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We realize that we can't do it ail. Our recent circularization of proposed
proxy rules evoked some very fine and constructive criticism. Hany of the
comments which were made upon the proposals were extremely useful to us in ar-
riving at our final conclusions, as to the exient that revision ought to go at
that time. On the other hand, it is my opinion that some of the proposals
which we abandoned deserve further exploration and study. For instance, one
proposal which the Commission circulated but rejected is directed to the prac-
tices of management in making disclosure to its security holders. I have in
mind the annual report which has the capacity to be the most significant docu-

ment the stockholder receives from his management. We all know, however, that

the annual reports of corporations vary widely in the amount of information

they give and in the clarity with which it is presented. They range all the
way from a few pages of pictures of the company's products and. an over-simpli-
fied balance sheet to a volume of substantial size., In addition, these re-
ports vary greatly in the accuracy of the disclosure they make, A study by our
Chief Accountant's office has revealed that the financial statements contained '
in annual reports to stockholders often differ in material respects from those
officially filed with the Commission. In recognition of this variance, we cire
culated a suggestion designed to consolidate the annual report to stockholders,
the proxy statement, and the annual report to our Commission in a single docu-
ment, This suggestion caused much comment, both favorable and unfavorable.

The difficulties which were pointed out persuaded us that it was undesirable

at this time to adopt this provision. Nevertheless, it likewise seemed clear
that the suggested proposal would permit a considerable Saving in time and ex-
pense, as well as in paper work. Consequently, our preseﬁt rules, although not
adopting the original proposal, permit the use of the annual report to share-

holders as a basic document to effect compliance with the annual report
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requirements of stock exchanges, with our proxy rules, and with our anmual re-
port requirements. This enables corporations to conform their reporting re-
quirements 10 a simpler and more desirable standard, I have every hope that
those who make this choice will find compliance with their reporting obliga-
tions a very much simplified matter.

Further, the matter which has traditionally been the role of the common
shareholder, namely, the election of the management, is under present practice
largely an illusion. This practice proceeds under the guise of a democratic
process through which the voters — i.e., the shareholders -- may each year
select the persons to whom is entrusted the conduct of the business, In
actuality, the stockholders are persented each year with a single slate, which
may be attractive or unattractive to them, But they have no choice, It is
either that slate or none at all, In the latter event, because of the pro-
visions of state corporation acts, the same management holds over. The pro-
posal made last summer permitted stockholders to make their own nominations
and required that they be included as a part of the soliciting material cir-
culated among security holders by the management. However, the suggestion
presented numerous technical difficulties, and we could find no satisfactory
solution in the short period we had to consider the matter. We, therefore,
did not adopt this proposal. I am not sure that the technical difficulties
which perplexed us do not largely disappear when the problem is approached
from the point of view of the management. In other words, it may be that the
respective managements of corporations in this country are in a position to
adopt procedures throngh which a real choice in the election of management is
given to stockholders.,

In that connection, I wish to say that we have observed that there is a

large number of corporate managements vwho have shown that they are sensitive tc
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the problems inherent in the relationship between management and security
holders. The have taken steps and have adopted practices which seen to me to
be distinctly along the right lines., They have supplied their shareholders
with complete and simplified annual reports. Some have solicited comment from
their security holders by mail; others have facilitated stockholder attendance
at meetings and have even held regional meetings to secure the views of their
shareholders., Unfortunately, such managements find their counterpart in cer-
tain submarginal elements. For example, a number of corporations listed on our
great exchanges do not even grant to their public security holders the courtesy
of soliciting their proxies. Indeed, in some cases, managements find them-
selves perpetuated in office because, by reason of their own failure to solicit
proxies, no quorum appears at the annual meeting. The problem of bringing such
managements up to the level of their more responsible brothers is a problem
for management itself, for our national securities exchanges, and for govern-
ment regulatory bodies,

Before I conclude, I want to say a few words about the accountant who is
an important factor in the relation between management and stockholders. In
general understanding, the accountant is independent. It is assumed that the
accountant is not affiliated with the management and recognizes an independent
responsibility to the security holders of the companies he audits. In this
capacity he examines the records of the company and reports to his principals,
the stockholders, concerning the manner in which the company is being operated.
In theory, the stockholders have the benefit of the independent scrutiny of
management activities by men trained in financial and business practicess But
here again reality has often strayed far from theory. For at times the ac-
countant has been subservient to the wishes of management. The Commission's

reports show many instances where accountants wittingly or unwittingly
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participated in obscuring from investors facts of vital importance. Our
UcKesson & Robbins investigation revealed the widespread existence of prac-
tices in effect placing the auditors under the control of managcenent to the
exclusion of shareholders' interests, It is, therefore, not surprising to
find that deviations from accepted standards have frequently occurred in con-
nection with matters touching the relations beteen management and the
husiness unit,

However, with the Securities statutes as support, the accounting pro-
fession is gradually bringcing its members to a greater and rrester observa-
tion of the responsibilities owed by them to sharecholders. The Commission has
at every opportunity lent its aid to such efforts and has sourht through its
opinions and rulss to press home its concept of the proper functions of the
independent accountant. As a result, accountants now are in a stronger posi=
tion to resist pressure to deviate from those responsibilities, This develop=-
ment, along with the development of preater interest of stockholders in their
companies, promises more healthy stockholder-management relations in our great
corporations. It is significant that these two developments are not uncon-
nected. For stockholders, once given a right to make their own oroposals for
action at annual meetings, chose as one of the early subjects of their concern
the relationship of accountants to management and stockholders., ‘lany com-
panies, at the suggestion of shareholders, now have methods of stoc'tholder
selection of auditors. Auditors' certificates are frequently addressed to
stockholders, and representatives of the auditors are generally present at
the annual meeting to answer questions by stockholders. fanagements which

have opposed such suggestions have found substantial groups of stockholders

voting in favor of them.
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It is clear that clarification and strengthening of the position of the
independent accountant as a representative of the stockholder will bring im-
provement in direct management-stockholder relations. But something more
than a strengthening of the accountant's position is needed. There is a need
for a resetting of the stockholder-~management relationship in the framework
of its origin so as to create an informed and active group of shareholders
who have a voice in the councils of their own corporations. This is neces-
sary to the preservation of a vigorous system of free enterprise. It is in
this respect that management-stockholder relations have their deepest signifi-

cance to those who believe in capitalism under democracy.,
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